Commentary:
Long-Term Tendencies
in Budget Deficits and Debt

Kumiharu Shigehara

Michael Mussa andéaul Masson eview the evolution of fiscal
balances in industrial countries during the sauof the present
centuryand in particular, during the past fifty years. Theynp out
that persistent budget deficits over the past tilwoades and sub-
stantial increases idebt-to-GDP rabs in recentyears basically
reflect the interaction between theging sense of “entitlements”
to many social benefit progms, and a failre to identify a number
of developments that had adverse fiscal effects. They emphasize an
increase in life span anddecline in birth rates, the general slow-
down in produdvity growth, the rapid rise in real healthre costs,
and the general upsurge and subsequent slowdowtétiont They
argue that currentends in ndustrial countries are unsustainable,
and stress that, iparticular,health care costs should be contained
and public pension syams shald be reformed. They note that the
fiscal situations of developing couigs are veryliverse and gener-
alization is difficult, but advise them not to et the mdustrial
countries’ past mistkes and riscalculations.

I will limit my comments to Organization for Economic Coopera-
tion and Develoment (OECD) member couis, and will focus on
broadOECD-wide developmnts. In mycomments, | am afraithat
I will disappoint those whavould have enjoyed a major dispute
between the International Monetary Fund (IMF) and the OECD; in
fact, our findings are quite similar.
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Chart 1
Trends in General Govenment Net Debt in the OECD
Countries1
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1Including the major seven countries, Belgium, Denmark, Finland, NeatbsrandSweden.

The evolution of fiscal balances in the postwar period

The evolution of budget deficiendpublic debt évels was well
laid out by Mussa antflasson, and so | wilkeep my emarks on
this subject brief. The postwhistory of debt-to-GDP ratios in most
OECD countries can be sunarized interms of hree subperiods.
uUntil 1974, ratios of debt to GDP were declining in OECDrdoies
as a whole. AMussa and Masson show, this period is, in that
respect,similar to the mucHonger history of deficits and debt.
Beginning in1975, however, the ratio of net debt to GDP rose
steadily (Chart 1). Until the end of th870s, this was entirely due
to chronic primary deficits, becausderest rates werleelow output
growth rates and, therefore, the dynamics of debtimulation were
acting to reduce ebt-to-GDP ratios (Chart 2). In the period since
1980, havever, interest rates have exceeded groatehs. Tlerefore,
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Chart 2
Interest Rate - Growth Rate Differential1
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during the past fifteen years, dethgnanics have reinforced the
effect of primary deficitor, in the few years (1987 to 1990) when
primarybalances were positive, have worked against them.

The powerful effect of adverse debt dyriesbecomes clear if the
change in the debt-to-GDP ratio is decomposed into the cumulated
primary defcit and the increase due to thdfeliential between
interest rates angrowth rates. For the two decades 1974 to 1994, the
ratio of net debt to GDP for the OECD area as a whole rose by about
23 percentage points, of which about 18 percentage points can be
accounted for by cumulated primary deficies)yd 5 percentage
points can be atitsuted tothedifferential between interesates and
growth rates Chart 3). Howeversince 1980 when delalynamics
became unfavorable, thedddo-GDP ratio fothe OECD area has risen
by about 18 percentage points, of which only 8 percentage points can
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Chart 3
Determinants of General Government Net Debt:
OECD Average1
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The above averages include the major seven countries, Be@ammark, Finland, Netherlds, and
Sweden. The net debggregate shown is the cumulated total government finaoaiahce s, which
differs somewhatrém net inancial liabilities as published in the OEEBonomic Outlook

be attributed to primary deficits and 10 percentage paiaetsccounted
for by the effect of the interest-r&geowth-rate differential (Chart 4).

Of course,performance during the past twenty-five years has
varied significantly aarss OECDcounties (Chart 5)2 Neverthe-
less, the overall pattern is a significant deterioration in fisealds
in OECD countries, beghing around the mid-1970s.

What factors have contributed to fiscal imbalances?

The mechanical decomposition | haetéked aboutoes not tell
the whole story; after allhad counties run primary surpluses
instead, the vicious circleould not have taken holdnd rothing
would have beeattributed to the interest-ratgrowth-atedifferen-
tial. Moreoverjarge defcits and public debt arékly tohave raised
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Chart 4
Determinants of GeneralGovernment Net Debt:
OECD Average1
Percent of GDP
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The aboveaverages include the majorvem countries, Belgium, Denmark, Finlafdetherands,
Norway, Spain, and Sweden. The debt aggregate shown is the cumulated total governinanicfal
balances, which differs somewhat fravet financial liabilities as published in the OEE&Bonomic
Outlook.

real interestates by fiscal @wding outand reduced investment and
output growth. Recent econometric evidence developed at the
OECD and the IMF impés that the bulk of the reahterest rate
increases in recent years reflects fiscavating out3 This effect

has einforced thevicious circle of debt accunation, and alsbears

on the issue of the real effts of fiscal slippage.

This leads to thquestion of what caused detadtons in primary
balances since the mid-1970s. The pattern of revenuesusieels
cycles was lwadly consistent with the public financele of tax
smoothing: tax rates should ram stable over the business cycle
because that minimizes tHestortionary effects of taxain. That is,
tax receipts have beenuch more sensitive than expenditures to
business cycles. Tax swihing does notiply chronic deftits of
course, since automatic stabilizers—aer® coumtercyclical fiscal



62

Chart 5a (1-2)
Goveanment Budgets of Major 7 OECD Countries

Weighted average, as a percentage of nominal GDP
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Chart 5a (3-4)
Govenment Budgets of Major 7 OECD Countries
Weighted average, as a percentage ofinahGDP
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Chart 5a (5-6)
Government Budgets of Major 7 OECD Countries

Weighted average, as a percentage ofinahGDP
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Chart 5b (1-2)
Government Budgets of the United States
As a percentage of nominal GDP
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Chart 5b (3-4)
Govenment Budgets of the United States

As a percerage of nonmal GDP
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Chart 5b (5-6)
GovernmentBudgets of the United States

As a percentage of nominal GDP
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Chart 5¢ (1-2)
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Government Budgets of Major 4 European Countries
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Chart 5c¢ (3-4)
Goveanment Budgets of Major 4 European Countries

Weighted average, as a percentage of nominal GDP
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Chart 5¢ (5-6)

Government Budgets of Major 4 EuropeanCountries
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Chart 5d (1-2)
Government Budgets of Japan

As a percentage of nominal GDP
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Chart 5d (3-4)
Government Budgets of Japan

As a percentage of nominal GDP
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Chart 5d (5-6)
Goveanment Budgets of Japan
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policy—could have been implemented to be consistent with bal-
anced budgets and stable debt ratios over the medium term.

As stressed by Mussa and Masson, an inaporfactor that led
ultimately to inceasing pressure goublic expendituresvas the
introduction or expansion of sociptograms againghe backdrop
of a shift in political attiides thatincreasingly favored a more
activist role of government in many countries. An examination of
public-sector budgetshows that stial transfers as a percege of
GDP in OECD countries jumped averlage from 8.1 percent in
1960-73 to 12 percent in I8-79. Theravas a futher, though more
moderate, upgnd over the 1980s and the early 1990s. The growth
in social transfer spendingas driven by higer unemployment
benefits, old age pensiomdisability benefis, and, in some coun-
tries, health care spemdj. Data linmtations make it difficult to
assess the rafive importance of the &rious factors underlying
increases inransfer payments. Nevesdless, a foicoming OECD
study suggests that for all components where imétion isavail-
able, increases in the coverage, generaaitgltake-up of transfer
programs are much more impant than demographic factors in
explaining increases in transfer payments received by the working
age mpulation. In theease of memployment benefits, for example,
the rise in stuctural unemployrant and the corresponding increase
in take-up of benefits was clearly the doamfactor, although there
were also some extensions to eligibility over the period from 1960
to 1980. Indeed, Wwould emphasize detemating labor market
conditions as a keynderlying factor in the expansion of transfer
payments especially in Eope, since early regmentschemes
(which affect oldage pensions) andddibility benefits have often
been used as a means to reduce recordedplogment.

Moreover, transfer progms carcontribute to labor market rigidi-
ties,undermine incenties to work and to hire workers, and, when
interacting with thetax system, create perty traps. Rying for
social benefits requires either highaxes, which distort economic
activity, or higher deficitsyhich raise interest rates and crowd out
productive investment that could raise@ayment and incomes.
Thus,countriescan be caughtin a “doublécious circle” of higher
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primary spending leading thigher inteest myments and yblic
debt on the one hand, and afjlmer social benefits and greater
structural rigidities on the other hand.

Mussa and Masson also ass&srole of Keynesianism in bring-
ing about fiscal imbalances over the past two decadeslusirial
countries. From an intellectual point\witw, the Keynesian under-
pinnings of macroeconomic policy implied that fiscal policy could,
and should, play an active role in smuag economic fluctuatins.
This differed from the traditinal fiscal rule thadeficit financing
should be used only for investment projects or under extraordinary
circumstances, such as ware. As pointed out byMussa and
Masson, Keynesianism was losinggularity just at the time debt-
to-GDP ratios began to rise. Indeed, with gleaeral acceptance of
such things as the verticaldg-run Philips curve and the growing
academic popularity of rational expectatioth& economics profes-
sion was mowng away from Keynesianism by thearly 1970s.
However, thisvas less true of the aml conduct of fiscgbolicy. To
cite a few examples, a number of G-7 countries either explicitly or
implicitly referred to fiscal stimuli to boost growth the Bonn
Summit commurgué of 1978. Thearly 1980s witnesed a substan-
tial fiscal expansion in the UniteStates, with was introduced in
rhetoric in the corext of “supply side” economics butas, in
practice, Keynesian in both design anceeff and in France, the
government that came to power in 1981 also undertook expansion-
ary macroeconomic measures to attempt to sateuecamomic
growth. In the 1990s, the Japanese gor@nthas epeatedly used
fiscal stimulus to attempt tend the cuent recessioand to reduce
the external surplus.

The fiscal expansions in the 1980s happened despite repeated
declarations in the comuniqués of the G-7 summit meetings and
other international fora in the early years of ttatade. It is also
interesting to note that as large external imbalances between major
industrial countries grew around the mid-1980serimational dis-
cussbns of fiscal balancesave often made in the context of using
fiscal policy as a means to increase ol saving in deficit coun-
tries and reduce nationsdvings in surplus coutgs, raher than in
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the context of increasing sags in ndustrial countries as a whole.

If, however, this adjustment issue had been placed in the context
of global savings, budget deficit reduction would hagrs have
received more emphasis.

The use of countercycial fiscal pdicy in accodance with Keyne-
sianismwould not result in the chronic deficits andatly increases
in debt-to-GDP ratios that actually occurred over the past
twenty years. There is the possibility that systematic economic
forecasing errors resulted in chronic revenue shortfalls or expendi-
ture overruns. Studies of U.S. budget outcomes for the 1980s and
early 1990s, when data aaeailable, indicate such errors have been
fairly large and biased in the expected direcfid@ut forecasting
errors have always existed, and in any case such errors cannot, in
themselves, account for persistent fiscal bias, since their fiscal
effects could have been offset in subsequent years. | would iden-
tify three events that occurred around the early 1970s that could
explain why fiscal policy appears to have adopted an expansion-
ary bias.

First, between the late 1960s and the mid-1970s, output growth
started to fall ginificantly on a cyckally adjusted basis in virally
all OECD counties, and in mangountries unemploymenttes
began to rise. Imetrospect, we now know that theseveglopments
reflected secular declines in undenlg productivity growth and
rises in strgtural unemployrant. But at the time, pmlymakers and
analysts—including analysts at the OECD—were inclined to inter-
pret them in terms of shortfalls in aggate demand, despite the
contemporaneous ingase in infation during thel970s. Pantial
output growthwas systematicallpverpredictedand consequently,
there was insufficient concern about overheatimgnd structural
budget deficits. Fiscal expansion based onaherestimation of
potential output growth over the medium teaiso resulted in
slower growth of revenues than expenditures.

Secad, the first oil shoclprobably adversely affected existing
potential outputévels (through an increased rate of capital scrap-
ping in energy-irgnsive indusies, for nstance) and led to more
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generalized concerns about econorpafomance in industrial
countries. This providednother ground for these ofexpansionary
macroeconomic policywhich proved to be excessive and contrib-
uted to the revival of inflation in the late 1970s.

Third, the Bretton Woods systemas abandoned in the early
1970s. One important consamqce of thisppears to havegen the
weakening of fiscal discipline in courds with current account
deficits, whichhave tended to look to currencgpreciation for
current account adjustment under the floarghange rate system.
More recently, asiternational capital transactiowsre liberalzed,
the greater possibility of financing budget deficits abroad may also
have weakened fiscal discipline in someicties.

What forces will make it difficult to lower government deficits
in coming years and decades?

What of the future? In thepaper, Mussa aridasson provide an
excellent account of fiscal consolidation plans of tt@anOECD
countries, and | will not dwell on this here. part of its exercise to
assesdonger-runeconomic policyissues, the OECD produces a
medium-term baseline scenario which, in broathterassumethat
such fiscalplans are, in fact, implemented and adssumeshat
OECD economies will follow smooth noninflationary gt paths
and countries with largeutput gaps at present will reach full
employment in five gars’ time. Under these conditions, the medium-
term fiscalsituation would not be very alaing, in the sensthat
debt-to-GDP ratios in most @¢he G-7counties would sabilize,
although at a high level (Table 1). However, this scenario is probably
too rosy. An event not assumed in the baseline scenario, such as
another decline in trend output growth or, more likely, another
recession, would threaten to set off a vicious circle of further debt
accumulatn, unlessnterest rateslecline below growth rates. |
shall come back to this issue in ament.

Of greater concern in the longer run is the aging of populations
that will begin to occur in most OECD couies in fifteen to
twenty-five years, depending on theuatry. Under current progms,
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Table 1

Medium-Term Fiscal Scenarid
As a percentage of nominal GDP

Primary Financial Net financial ~ Gross financial
balance$ balance$ liabilities liabiliies
1995 2000 1995 2000 1995 2000 1995 2000
United States 0.4 0.1 -1.8 -2.2 37.6 39.2 63.0 64.7
Japan -3.5 -0.8 -4.1 -2.0 13.2 23.5 88.9 1016
Germany 1.2 1.2 2.3 -1.9 45.8 44.6 62.5 61.3
France -1.6 1.5 -5.0 -1.6 36.0 40.7 59.5 61.7
Italy 3.3 4.5 -7.8 -3.5 1205 106.7 1221 1083
United Kingdom -1.7 2.2 -4.2 0.1 47.1 40.2 534 46.5
Canada 1.3 3.8 -3.7 -0.1 64.2 54.0 94.6 84.4
Total of above
countries -0.3 0.8 -3.2 2.0 419 428 725 73.7
Australia -0.9 2.1 -2.9 0.5 25.3 20.2 36.3 31.3
Austria -1.0 1.6 4.5 2.2 . . 60.4 59.9
Belgium 4.3 6.1 -4.3 -1.5 126.0 1125 1383 1248
Denmark 1.3 3.9 2.1 0.5 35.7 29.3 68.8 624
Finland -3.9 1.5 -5.0 -0.4 -0.3 6.5 69.1 88.5
Greece 2.9 4.7 -11.4 4.5 120.2 11538
Ireland 1.4 1.3 -2.5 2.1 . . 83.3 66.1
Netherlands 1.3 3.1 -3.3 -1.2 60.7 57.0 79.4 75.7
Norway 1.3 3.1 1.4 3.7 -147 275 48.3 435
Portugal 0.0 1.0 5.4 2.4 . . 70.8 65.0
Spain -11 1.2 -6.2 3.1 49.9 54.7 66.5 714
Sweden -5.6 4.4 -9.2 0.8 31.5 35.2 84.5 79.3
Total of above
European
countries 02 24 48 -18 6082570 753 716
Total of above
countries -0.3 1.0 34 19 485 44CF 727 734

1The OECDSecktariat projections in this tablre based on thedtoricaldata presented in
the OECDEconomic Oubok 57,Tables 30, 32, 34, and 35.

2Surplus (+) or deficit (-).
3Including gross financialabilities for Austria Greece, Ireland, and Portugal.
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this will imply rapidly rising outlays for government peorss and,

in some countries, fdrealth care. In thisontext, théVilussa/Masson
paper makeseference to the OECD'sarlier work orthe estimated

net public pension liabities including futureights and contribu-
tions in the G-7 countries. Our masicent exercise builds on this
work by taking into account not only country-specific diéieces in
public pension reforms, but also the fiscal effects of health care
programs. Although estimating suchesfts is necessarily difult,

this work (Table 2) suggests that in the absence of policy changes:

For the United States, net public debt as a percent of GDP
might rise from about 40 percentin 2000 to some 50 percent
in 2015 and 120 percent in 2030. This increksgely
reflects increases in public expendés on health care.

For Japan, the net debt-to-GE#io might rise from 25 per-
cent in 2000 to some 100 percent in 2015 and 315 percent
in 2030. These striking increases beyd@aDO reflect a
particularly sharp and early aging of the population.

For Germany and France, the ratiaght remain broadly
within a range of 40 percent to 50 percent between 2000 and
2015, andhen rise to reach around 100 percent in 2030.

For Italy, the ratio might decline from 107 percent in 2000 to
about 80 percentin 2015, but then rise to 145 percent in 2030.

It is worth noting that irall these countries debt ratiasuld still
be rising in 2030, owing both to largdmary deficits and to adverse
debt dynarits. On the other hand, tlmlculations imply that the
United Kingdom and Canada would beoh better placed than the
other major countries.

Another way of looking at the current and prospective fiscal
positions of OECD countries is to consider the transfers across
generations that they impl{Dne way ofdoing tis is so-called
generational accounting. Musaad Masson refer to austy of this
sort pioneered by Professor Kotlikoff for the United States. The
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Table 2 (appearing gmages 80 and 81) is
contained in the document S338BL.PDF.
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Table 2 (appearing on pages 80 and 81) is
contained in the document S33EBL.PDF.
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OECD recently asked experts (including Professor Kotlikoff) to
calculate intergeneration accounts on mpamble basis for those
countries for whiclyenerational accounting meld are aailable—

the United StatesGermany, Italy, Norwayand Sweden. Again,
these estnates depend on a number of assuorsj some of which
have generated considerable professional debate. Butcbnéirm

the intuition of Mussa and Masson thatalhcases, cuent pension
programs will implythat future generations will face mutdrger

net tax burdenshian current generatns (Table 3)Generational
imbalances appear to be extremely high in soases. For eemple,
assuming a discount rate of 5 percent and yetdity growth of

1.5 percent, futurgenerations in ltaly may have pay per capita

net taxes that are more than five times as large as the generation born
in 1993. Such largambalances aarly reinforce from alifferent
perspective the conclusion that the current fiscahasiom in Italy is

not sustainable. In the Unit&latesandNorway, future generains
would have to pay 100 percent and 50 percent, respectively, more
net taxes than today’s newborn generation. In Germany and Sweden,
the imbalance is smalles/though with unchanged policies, future
generations will still have to bear an irasse in the net tax burden

of about 25 percent and 30 percent, respectively.

What policies should be implemented in the future?

Current deficit posibns and the pressures that primary budgets
will face in the longer term, together with unstable debt dynamics,
lead to an unsustainable fiscatusition. In containing deficits and
to reverse the rise in debt-to-GDP ratio, is themg way in which
governments can count on future improvements in debt dynamics?

While thecurrent leels oflong-term interestates in most OECD
countries aredwer tan last years peaks and the averages of the
1970s and th&980s, they are still substzally higher than in the
1950s and the 1960s. They maypart, refect market expectations
of substantially higher productivity growth in the futuhan in the
past two decades. And if growth in the future turns out to be much
faster thanin the past two decades, then OE@Dtries may simply
grow out of their fiscal difficulties.
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Table 3

Generational Accounts

Present values of fetime net payments peperson (males)
in thousands of dadlarst

Productivity
growth (percent) 1 P 2
Discount rate (percent) 3 5 7 3 5 7 3 5 7
United States
Present generatién 191 105 58 217 121 66 245 139 76

Future generations 384 226 151 422 243 157 468 262 164
Generational
imbalancé® 102 115 161 95 100 137 91 89 117
Germany
Present generation 311 168 91 362 197 107 419 231 126
Future generations 390 211 103 446 250 126 505 293 152
Generational
imbalance 25 26 13 23 27 18 20 27 22
Italy (Case A}
Present generation 102 54 22 114 65 29 122 77 36
Future generations 433 340 316 465 354 306 508 374 306
Generational
imbalance 326 533 1,336 310 446 970 315 385 741
Italy (Case B)
Present generation 122 59 24 144 72 31 166 88 39
Future generations 258 206 192 273 213 18 290 224 185
Generational
imbalance 111 249 709 90 195 500 74 155 369
Norway
Present generation 181 97 54 207 110 61 235 126 69
Future generations 299 130 48 376 171 72 466 216 98
Generational
imbalance 64 34 -13 79 53 16 94 68 39
Sweden
Present generation 272 136 75 317 156 84 371 180 95
Future generations 333 18 116 372 204 123 414 277 132
Generational
imbalance 23 36 56 18 31 47 12 26 40

n constant prices adjusted for incogrewth converted to U.S. dats usng 1993 norinal
exchange rates.

°Newborns in base year (1993).

3Generationalmbalance is calculated as the difference between lifetime net payments for
someone of the present generation and future generations (growth adjusted and in present
value terms), expressed as a percentage of the net payments of the preseirge@enat
erational imbalance in favor of the present generation isiymsite neratnal balanceorre-
sponds to 0 and generationalbalance in favor of future gendrats would be negative.
Case A: population preftion by the Worldank which assumes a return of the fertility rate
to replacementate by 2030.

SCase B: more rapid return fefrtility rate to replacement rate (by 2010) so that population
falls less thaniCase A.
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However, it would be unwise to simply bet on this possible
scenario without takingny policy action to improvenderlying
factors. hstead, conate plans sbuld be constructed to improve
primary balances first of all. Given the high tax rates in most OECD
countries and theistortionary costs that they imope achieving the
primary surplises equired to stabilize and reduce debt-to-GDP
ratios should entail significant restraint of expenditure growth.
Given the pressures that will arise fr@aging populationaind the
need to meet the legitimatmals of social protection and income
distributon, reducing outlays on a sustainablasis will equire
rethinking transfer progims to make them mogdficient, both in
the narrowsense of raeting social goals at the lowest cost and in
the broadesense of minimizindheir distortionary impact on the
economy as a whe. At their recent meeting in Mayhe OECD
ministers instructed therganization to analyze several aspects of

aging.

Improvements in primary budget pasits and reductions in debt-
to-GDP ratios will, in themsees, help to impve debt dynamics
by lowering interest rates and by raising investnaard poéential
output through crowding in. By contraste failure to take convinc-
ing action on deficits now, together with the prospect of large
increases in pension outlays in the futueuld result in further
increases in real interesttes asdndersseek to potect themselves
against the risk of the effects of much larger debt-to-GDP ratios in
the future.

Monetary policyalso has a role to play. Preseigthlong rates
may largely reféct market anticipation of higher inflation in the
longer un, despite cuantly low inflation in nost OECD cantries
and despite central banks’ resolve to safeguard and build on recent
good inflation perfomance.There is apossibility that, ex post,
inflation could beeven ligher than the market expectatiotnigrently
built into longterm inteest rates. Thedebt-to-GDP ratios could
fall, as they did just after the war. But, it would be wrongcfemtral
banks to embark osuch an inflabnary strategyRather than that,
central banks should act in such a gt market expectation about
future inflation will fall to actually achieved low inflation or price
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stability. By demonstrating that monetary policy isdsed on price
stability, the authorities can, over time, reduce a premium against
the risk of rising infation in the future whichmay be reflected to
some extent in theurrent high levels of conventionaligeasured

real long ates. Ofcourse, mar&tswould find a monetary policy of
price stability more @dible if they were convinced that fiscal
imbalances would be corrected.

Finally, structural refams are needed to improve economic per-
formance. Enhancing product-market flexibilapd domestic and
international competition will raise productivity growth. In Europe
in particular, eforms, such as thoseacommended in the OECD Jobs
Study, are needed to reduce structural unemployment, witictd
cut government sociabutlays diectly as well as raise potential
output. In this context, wheproduct and labor markets have not
been flexible enough to absorb negative externallshoestraint in
the conduct of monetary policy, such as that imposed by the Euro-
pean exchnge-ate mechanism, has, in some cases, faroadtries
to respond with fiscal expansion.

Such a comprehensive package of reformgad arder,and will
be difficult to achieve. Some have questioned the ability of democ-
racies to deliver the sort clustained fiscal conddhtion, strict
monetary policyand fundamental sictural reforms that will be
required. However, we should not despaiattappropriate policy
measures can be implemented. There is not a long history of fiscal
irresponsibility in democratic counds. As Mussa and Masson have
stressed, the pblem of chronic deficits and rising debt-to-GDP
ratios dates essentially from the early 1970s. Even in the past
twenty years, there haveeen several examples of sustained and
difficult fiscal consolidatbn. Naably, in thel980s, struatral defi-
cits were sharply reduced or turned into surpluses in several coun-
tries, ncluding Japan,Germany, Denmarkand Ireland. Loking
forward, greater transpamcy of curent and prospectiveverall
fiscal positionsjncluding governments’ contgent liabilites, and
the more articidte demonstration of thekely redistribution of
income between current and future generations will be important
factors in obtaining and maintaining broad political support for the
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actions required to bring about significant improvements in budget
positions. Bothgovernments and international organizatisugh

as the OECD and the IMF, should intensify cextion insuch an
endeavor.

Author’s Note: | am indebted to Robert Ford and Willilkfeitz for their assitance. The views
expressed herein are rawn and dmot necessarily represent those of the OECD or its member
governments.
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Endnotes

1The increase attributed to the interegtefgrowth differential ithe change in the net debt
minus the cumulated primary laaices. Consider tHamiliar relationship between debt accu-
mulation and the primary defiait=d.1(I+r)/(I+g)+p , wheredis the debt¢-GDP ratiop is the
primary deficit-to-GDP ratior, is the real interestte andj is the growth rate of output. Using
the approximationi+r)/(1+g) O 1+r-g, this can be rewritten asd1=p+(r-g)d.1, where the
second term on theght-hand side is thencrease in thdebt-to-GDP ratio attbutable to the
interest rate-growth differential.

2In terms of net debte-GDP ratios, in Germ any and Italy, these were rising somewhat even
before the 1970syhen the rate oficrease accelerated;Japan and France, they weektively
stable until the mid-1970s, or the |4t@70s in the case of France, when they begamctease
sharply;and in the United Kingdom, thdebtto-GDP ratiofell until the late1970s, when it
broadly stabilzed.

3T, Helbling and R. Wscott; The Global Realnterest Rate,IMF Working PapeiVP/95/33,
find a 1 percentage point increase in the debEDP ratio mises the “world” real irgrest rate
by about 15 basis points. R. Ford and D. Laxton, “World Public Debt andriRera@st Rates,”
IMF Working PapeWP/95/30, find that such &e in the debt-to-GDP ratio raises real interest
rates by 15 to 25 basis points.@r, M. Edey, and M. Kennedy, “Real Long-Temtdrest Rates:
The Evidencdrom Pooled Tine-series,” (forthcoming i®@ECD EconomicStudie$, find that
an increase in the deficit of 1 percent of GDP raises real long-teeneshtrates by 15 basis
points, which would imply a smak effect.

4See OECDEconomic Survey of the Unit&lates 1991/92 and A. Auerbach, “The U.S.
Fiscal Problem,NBER Working Papemo. 4709, 1994.

5As long as GDP is growing, this need not imply retunst in expenditure levels.






