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Executive Summary

These countries remain politically committed to maintaining fiscal
discipline, but large portions of their government budgets are funded on a
pay-as-you-go basis. That means that no real resources are set aside and
invested each year by government or individuals to prefund future expen-
ditures on such programs. Spending on promised retirement and health-
care benefits for the elderly will increase. But there will be fewer work-
ers to pay benefits as the bills come due, and the growth of income from
which to extract taxes to support these programs will slow. As a result,
all European countries have large unfunded liabilities — the difference
between the projected cost of continuing current government programs
and net expected tax revenues. In general:

m The average EU country would need to have more than four times (434
percent) its current annual gross domestic product (GDP) in the bank
today, earning interest at the government’s borrowing rate, in order to
fund current policies indefinitely.

m At the low end, Spain would need to have almost two and one-half
times (244.3 percent) its annual GDP invested.

m At the high end, Poland would need to have 15 times its GDP invested
in real assets, forever!

No EU government has made the necessary investment. As an alter-
native, the next-best option is for these countries immediately to gradu-
ally but significantly increase saving and investment. In particular, the
average EU country could fund its projected budget shortfall through
the middle of this century if it put aside 8.3 percent of its GDP each and
every year. Despite this adjustment, a budget shortfall is likely to emerge
after 2050, requiring additional fiscal reforms.

What will happen if EU countries do not set aside these funds? Unless
they reform their health and social welfare programs, they will have to
meet these unfunded obligations by increasing tax burdens as the larger
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benefit obligations come due. Although spending aver-
ages 40 percent of GDP today:

m By 2020, the average EU country will need to raise
the tax rate to 55 percent of national income to pay
promised benefits.

m By 2035, a tax rate of 57 percent will be required.

m By 2050, the average EU country will need more
than 60 percent of its GDP to fulfill its obligations.

In some countries, the projected shortfalls are lower
than the average. In other countries, they are higher.
This is the result of several factors. For instance, life
expectancy at birth (in 2004) ranges from a low of 71.2
years in Latvia to a high of 80.7 in Sweden, indicating
higher age-related costs in older EU countries than in
newer, Eastern countries. Another demographic fac-
tor is fertility, which is below the rate of 2.1 births per
woman required to maintain populations. However,
fertility rates in the EU range from a low of 1.18 in the
Czech Republic to a high of just 1.93 in Ireland — in-
dicating that the Czech Republic is closer to a popula-
tion implosion. Partly as a result of these demographic
differences, economic growth rates also differ widely,
from a contracting economy in Malta, with a —1.6 per-
cent rate of growth in GDP per capita (averaged over

the period from 1996 to 2005), to a 5.7 percent growth
rate in Estonia.

In comparison, the United States’ shortfall for So-
cial Security and Medicare alone has been somewhat
smaller than the EU average, at 6.5 percent of future
GDP. But as a result of the expansion of the Medicare
program to cover prescription drugs, the U.S. fiscal im-
balance is now 8.2 percent of future GDP. Putting this
in perspective, to close its fiscal imbalance:

m The United States would need to save and invest an
amount equal to 8.2 percent of its GDP beginning
now and continuing every year forever to pay expect-
ed future benefits without future tax increases.

m This could be accomplished by more than doubling
the current 15.3 percent payroll tax on employers and
employees, immediately and forever.

m Alternatively, the federal government could imme-
diately stop spending nearly four out of every five
dollars on programs other than Social Security and
Medicare — eliminating most discretionary spend-
ing on such programs as education, national defense,
environmental protection and welfare — forever.

Each year that the United States does not take action
to reduce the projected shortfall, it grows by more than
$1.5 trillion, after adjusting for inflation.
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Introductiont

Europe is undergoing two major
transitions. On the demographic
front, many European countries are
undergoing rapid population aging
as their Baby Boom generations
enter retirement, human longevity
continues to increase and fertility
rates remain well below replace-
ment. On the economic front, 15
European countries have created
a monetary union (the European
Monetary Union) by adopting the
euro as a common currency, elimi-
nating the use of monetary policy to
achieve country-specific economic
goals.? Both transitions will place
tremendous, conflicting pressures
on the domestic national budgets
of European countries. Decision
makers will face growing demands
to increase public expenditures for
promised retirement and health-care
benefits precisely when the growth
of the labor force and tax base
slows. That will create pressures to
enlarge government budget deficits
and expand public debt if economi-
cally destructive increases in tax
rates are to be avoided. At the same
time, these countries remain po-
litically committed to maintaining
fiscal discipline and avoiding cross-
country economic imbalances that
would make monetary policymak-
ing by the European Central Bank
(ECB) more difficult.

Fiscal discipline requires timely
action to reduce future long-term
budget commitments. The prerequi-
site for appropriate action is mea-
suring those commitments properly
to understand how large they are
and to appreciate the trade-offs
involved in reducing them. The
official budgets of many countries

include projections of total govern-
ment revenues, expenditures and
annual budget deficits but are usual-
ly limited to the next 5 or 10 years.
Such short-term budget projections
are obviously inadequate for de-
signing long-term policy reforms.?

-
“European countries

havel argeandgr owing
unfunded obligations.”

This study estimates the long-
term fiscal imbalances (FIs) for 23
EU countries.* It finds that future
budget shortfalls projected under
current policies are much larger
than official estimates:

m Officially, the average EU coun-
try has unfunded obligations of
3.5 percent of the present value
of total gross domestic product
(GDP).

m The measure developed for this
study — the average (or bench-
mark) financial shortfall in EU
countries — amounts to more
than 8 percent of the present
value of all future GDP.®

m This means that, in addition to
projected taxes and other rev-
enues, the average EU country
would need to have more than
four times (434 percent) its cur-
rent annual GDP in the bank,
earning interest at the govern-
ment’s borrowing rate, in order to
fund current policies indefinitely.

Obviously the EU countries do
not today possess the resources re-

quired to eliminate the fiscal imbal-
ance embedded in their budget poli-
cies. Hence, those resources must
be generated from future policy
changes — either by increasing
revenues or reducing benefit com-
mitments. The official EU budget
imbalance is much smaller than that
estimated here because the former
assumes that EU governments will
implement spending and revenue
reforms in the future. However,
such reforms have not been sanc-
tioned under any political or eco-
nomic agreements between EU
countries, nor are they likely to en-
joy adequate political support from
EU citizens when it comes time to
implement them — especially if
they come as a surprise to members
of key political constituencies.

Similar to existing public debt,
the fiscal imbalance grows larger
each year that governments avoid
action to restore fiscal balance. As
shown below, the FI measure can
be decomposed to determine which
policies and national economic and
demographic features are contribut-
ing to its large size. The calcula-
tions also reveal by how much each
country must adjust its policies to
make them sustainable in the long
term.

The study concludes by suggest-
ing that European countries under-
take a third transition — a policy
transition agreed to and announced
well in advance to reduce the scope
of social insurance programs and
to allow greater individual choice
and private savings to provide these
services in the future. Gradually
but significantly reducing public
social insurance spending com-
mitments and replacing them with
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Why Measure Unfunded Obligations into Infinity?

Because of the time value of money (a euro in hand is worth more than a euro received one year from
now), future income and spending must be discounted to its present value, using a real (inflation-adjusted)
rate of interest, such as the government’s cost of borrowing money from the public. (See Appendix B for
the methodology used in the FI calculations for this study.) The present value of dollars discounted from
the future diminishes the further out the projections are carried — say, beyond 50 or 75 years. However,
there are important reasons why such projections should not be limited to the current generation or the life-
times of living individuals.

First, setting any specific limit on the projection horizon implies that the government budget is in balance
beyond that horizon. However, if current policies result in large imbalances beyond the projection horizon,
truncating the horizon is equivalent to ignoring future imbalances and the uncertainty associated with them.
A better approach would be to report imbalances beyond the horizon under the best available economic as-
sumptions and projections in addition to imbalances calculated under a truncated projection horizon.

Second, truncating the horizon usually leads to the “rolling-window” problem. Reforms implemented to
balance the budget through a predetermined time horizon would be thrown off balance relatively quickly,
simply by the passage of time.!" If future imbalances are large and growing — as is likely in countries with
rapidly aging populations — they would necessitate repeated reforms to pull the government’s finances
back into balance to avoid escalating fiscal deficits. The repeated “surprise” that policies need rebalancing
means that any reforms undertaken would likely be economically inefficient: They would be undertaken
under incomplete information about the full extent of the fiscal imbalance outstanding at any particular
time.

Third, the most important reason for adopting infinite-horizon calculations is that truncated budget
projections bias policymaking. For example, take a reform proposal to establish “social security” personal
accounts:

m Suppose such accounts were created by diverting a portion of existing dedicated wage taxes for invest-
ment in private securities.

m In exchange for being allowed to invest a part of their payroll taxes in personal accounts, individuals
would have to agree to actuarially fair reductions in their future social security benefits.

m “Actuarially fair” means that for every euro of payroll taxes deposited in personal accounts, individuals
would surrender future benefits worth one euro in present value (calculated using the government’s long-
term borrowing rate and average mortality factors).

The government’s financial position clearly remains unchanged under such a reform: The present value
of the diversion of tax revenues to personal accounts is exactly matched by a reduction in future social
security benefit commitments. However, if a truncated estimate were used, evaluations of the government’s
position would include short-term revenue losses but exclude reductions in benefit payments accruing
beyond the truncated horizon. Or, if the government offered a personal accounts reform with a more than
dollar-for-dollar reduction in the present value of future benefits, some individuals might agree to exchange
smaller future benefits for personal accounts they would own and control. Implementing such an exchange
would imply a larger reduction in future government outlays compared to the immediate reduction in wage
tax receipts. However, a truncated projection horizon would include reduced short-term revenues but ex-
clude the larger decline in future obligations. Thus, focusing exclusively on a truncated FI measure would
bias policymakers to reject reforms that could potentially improve the government’s financial condition.




.
0

NCPA'

INATIONAL CENTER FOR POLICY ANALYSIS

private provision appears as the
only economically and politically
feasible way of addressing future
fiscal challenges. The alternative
— increasing taxes and imposing
additional regulatory restrictions

on EU countries to preserve current
social programs as and when pay-
ment obligations under current poli-
cies come due — is likely to prove
counterproductive in achieving a
fiscally sustainable monetary union.

What Are Fiscal
and Generational
Imbalances?

The fiscal imbalance is the pres-
ent value of all future projected
government financial shortfalls,
assuming current policies remain
unchanged. The generational
imbalance shows how much of the
shortfall is due to past and current
generations, with the remainder
attributable to future generations.
(These measures are an offshoot of
generational accounting, which is
discussed in detail in Appendix B.)

Fiscal Imbalance. The fiscal
imbalance (FI) measures the size of
the total imbalance built into cur-
rent fiscal policies, including future
changes already scheduled by law.
It is a country’s unfunded liability,
looking indefinitely into the future.
It is the difference between the
present cost of continuing current
government spending programs,
including entitlement promises, and
present public debt, net of expected
tax revenues. It is the amount of
additional resources the government
must have on hand today, invested
and earning interest, in order to con-

tinue current policies forever. Al-
ternatively, it equals the additional
net revenue or cost savings required
from future policy adjustments to
close the budget gap embedded in
current fiscal policies.’

The FI is similar to outstanding
public debt in one important way:
It grows larger over time because of
accruing interest costs.® In addition,
fiscal policies that imply a positive
FI are unsustainable: Because the
ratio of FI to the present value of
future GDP also grows larger over
time, the implied annual service
payments would eventually become
larger than annual GDP.’

The main objection to calculat-
ing and reporting fiscal imbalances
through the infinite future is that the
degree of uncertainty increases the
further out budget projections are
taken. Hence, most agencies that
report FIs base them on projections
truncated after 25, 50 or 75 years.!”
However, strong arguments favor
infinite-horizon calculations. (See
the side bar, “Why Measure Un-
funded Obligations into Infinity?”)

“Fiscal imbalances are the
amount of real assets
government must invest today
to close future budget gaps
without spending
or tax reforms.”

Generational Imbalance. The
FI reveals the size of the long-term
imbalance, whereas the genera-
tional imbalance (GI) reveals how

much past and living generations
together contribute to the FI. The
GI measure is useful for analyzing
the intergenerational redistribution
of resources if current fiscal poli-
cies were maintained throughout
the lifetimes of current genera-
tions. The GI is derived by sub-
tracting from the FI the portion of
the government’s total unfunded
obligations that are attributable to
future generations.'> (See Appendix
B for methodology.) The GI shows
the amount of transfers that past
and living generations may expect
to receive under current policies in
excess of their past and future pay-
ments to fund them. !

However, whereas the FI can be
calculated for the entire government
and for specific social insurance
programs, the GI measure can be
easily calculated only for specific
transfer programs. Calculating the
GI for the entire government would
require making strong assumptions
about the intergenerational distribu-
tion of benefits from government
provision of public goods and
services — such as defense, interna-
tional diplomacy, domestic security,
judicial services and so on.'

The information provided by the
GI calculations complements the
FI measure. The FI tells how much
additional resources are needed to
restore a sustainable fiscal policy,
but it cannot indicate how those
resources should be raised. The GI,
however, can help in selecting from
among alternative policies because
it shows how a given policy would
change the net fiscal treatment
of living and future generations.
Essentially, the GI would show
the trade-offs involved in raising
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resources from current versus future
generations. 1°

The size of the GI reveals the
amount of benefits, under current
policies, that living generations can
expect to receive from a govern-
ment program in excess of their
past and future expected taxes or
contributions toward funding them.
This measure remains relevant to
changing fiscal policies because it
represents a net (expected) wealth
gain for living generations due to
government policies. The gains
can influence those generations’
economic choices — such as their
consumption and labor force par-
ticipation. Hence, analyzing the po-
tential implications of current fiscal
policies on the economic choices
of today’s generations requires a

measure of the public provision of
net benefits to those generations.

Estimated Fiscal
Imbalances of
EU Countries

This section presents FI esti-
mates for individual EU countries
and for the “average” EU country
(see Appendix B for methodol-
ogy). Estimates for the average
EU economy provide benchmarks
against which individual countries
can be compared. (See the side bar,
“Benchmarks of the Average EU
Country.”) Although it was argued
earlier that the FI measure would
be comprehensive only if calcu-
lated over the infinite horizon, these
estimates are over a finite horizon
— through 2051, the terminal year

of population projections available
from Eurostat.'® (See Appendix C
for assumptions used to determine
budget projections.) The estimates
are provisional due to limitations in
the underlying data, but they high-
light the magnitude of the imbal-
ances facing European countries.

Fiscal Imbalance Estimates.
Figure I compares the FI to GDP
for 23 EU countries and for the
EU benchmark for the base year,
2004 (see Appendix B for meth-
odology).?! These ratios show the
additional percentage of future GDP
required to restore a balanced fiscal

policy:

m The FI for the average EU econ-
omy equals 8.3 percent of the
present value of estimated GDP
through the year 2051.

spending per capita.

Benchmarks of the Average EU Country

Calculating the average (or benchmark) across all EU countries provides a common reference point for
evaluating each country’s fiscal stance and the sources of difference, permitting an apples-to-apples compari-
son of each country’s fiscal position. The benchmark case is defined with reference to demographics, produc-
tivity, budget structure and generational policy:

m The demographic benchmark is the average of all countries’ projected populations by year, age (16 and
older) and gender, between 2004 and 2051, and contains about 16 million people.'’

m The productivity benchmark is the average annual labor productivity growth (measured in output per hour)
across EU countries, which is estimated at 0.24 percent per year.'

m The budget allocation benchmark is the population-weighted averages of all of the countries’ taxes and

m Finally, the generational policy benchmark is composed of age and gender profiles of various tax burdens
and receipt of transfer payments per capita, averaged across all EU countries."

Taken together, the benchmarks yield the average EU economy. This framework allows each country’s FI
to be decomposed into its four sources. Substituting a particular country’s demographics (normalized by the
average EU population size) for the EU demographic benchmark would show the impact of that particular
country’s demographics on its FI1.*° For example, countries with younger populations compared to the EU

benchmark would have more taxpayers relative to pension and health-care beneficiaries; consequently, the FI
would be reduced. Countries with a smaller share of the budget going to public pension and health-care ser-
vices would also have a smaller FI and so on.
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m Three of the four largest EU
economies have above-average
FIs — Germany (9.2 percent),
France (9.7 percent) and Italy
(9.7 percent).

m By contrast, the EU country with
the largest projected GDP, the
United Kingdom, has a FI of just
6.5 percent — smaller than the
EU benchmark value — due to
its relatively younger population.

Generally speaking, older mem-
bers of the European Union — in-
cluding Germany, France, Italy,
Greece, Portugal and Finland —
have high FIs compared to GDP.
The largest economies in the EU —
such as Germany, the United King-
dom and France — have FI/GDP
ratios close to the average. This is
unsurprising because, due to their
size, these economies form a sub-
stantial percentage of the total EU
GDP. By comparison, the estimated
U.S. fiscal imbalance in 2004 was
8.2 percent of all future GDP. *

The United States’ shortfall for
Social Security and Medicare alone
has been somewhat smaller than
the EU average, at 6.5 percent of
future GDP. But as a result of the
expansion of the Medicare program
to cover prescription drugs, the
U.S. fiscal imbalance is now 8.2
percent of future GDP. Putting this
in perspective, to close its fiscal
imbalance:

m The United States would need to
save and invest an amount equal
to 8.2 percent of its GDP begin-
ning now and continuing indefi-
nitely to pay expected future ben-
efits without future tax increases.

m This could be accomplished by
more than doubling the current
15.3 percent payroll tax on em-

does not take action to reduce the

FIGURE I

Fiscal Imbalances
(present value of future obligations as a percentage
of present value of future GDP)
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Source: Author’s calculations based on data from Eurostat.

ployers and employees, immedi-
ately and forever.

projected shortfall, the total grows
by more than $1.5 trillion, after

Alternatively, the federal gov- adjusting for inflation.

ernment could immediately
stop spending nearly four out of
every five dollars on programs
other than Social Security and
Medicare — eliminating most
discretionary spending on such
programs as education, national
defense, environmental protec-
tion and welfare — perpetually.

Fiscal Imbalances Compared
to Current GDP. As noted, the FI
shows the amount of real financial
assets a government must have on
hand today, invested and earning
interest forever, in order to continue
current policies indefinitely. This
amount varies widely, but for every
EU country it is several times larger
than each country’s annual GDP
(see Table I). In 2005, for instance:

Each year that the United States
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TABLE |

Fiscal Imbalance as Percentage of Annual GDP (2004)

GDP 2005 FI

(billions of (billions of As a % of
Country euros) euros) Annual GDP
Belgium 288 854 296.50%
Denmark 197 754 382.50%
Germany 2,215 9,263 418.20%
Greece 168 1,470 875.20%
Spain 837 2,045 244.30%
France 1,659 9,111 549.20%
Ireland 148 600 405.20%
Italy 1,388 5,054 364.10%
Luxembourg 27 102 376.70%
Netherlands 489 2,556 522.80%
Austria 236 967 409.80%
Portugal 143 703 491.90%
Finland 152 820 539.30%
Sweden 282 1,215 430.70%
United Kingdom 1,734 7,666 442.10%
Cyprus* 13
Czech Republic 87 514 590.80%
Estonia 9 41 455.60%
Hungary* 81
Lithuania 18 90 497.20%
Latvia 11 68 619.10%
Malta 4 19 467.50%
Poland 204 3,163 1550.40%
Slovakia 34 391 1149.10%
Slovenia 26 197 758.50%
EU-25
Benchmark 454 1,971 434.20%

* Incomplete data available for Cyprus and Hungary.

Source: Author’s calculations based on data from Eurostat.

m The average EU country would

need to have more than four

times (434 percent) its current
annual GDP in the bank today,
earning interest at the govern-

ment’s borrowing rate, in order to
fund current policies indefinitely.
m At the low end, Spain would need
to have almost two and one-half
times (244.3 percent) its annual

GDP invested in real or financial
assets in order to fund current
policies indefinitely.

m But the imbalance in many EU
countries is much worse, and in
Poland the government would
need to have 15 times the coun-
try’s GDP invested in real assets,
forever!

Of course, no country has that
much money on hand. Therefore,
the FI must be closed by changing
prospective taxes and/or benefits.
However, the ratio of the FI to
current year GDP, and the FI itself,
increases each year that action is
not taken.

The Cost of Delaying Fiscal
Adjustments. Similar to outstand-
ing debt, the FI grows over time
because it accrues interest. When
calculated over a finite horizon,
each year’s FI estimate is influenced
by the addition of another year’s
budget surplus or shortfall. Table
IT shows estimates of the FI for EU
countries through the year 2010.
Each estimate covers a rolling
period of 47 years — 2004 through
2051 for the 2004 FI, 2005 through
2052 for the 2005 FI and so on.
The FI for the EU benchmark case
increases by 26 percent over six
years.”® (See Table II.)

Overall, about one-third of the
increase in the FI each passing year
arises from advancing the terminal
year of the projection horizon by
an additional year. The remainder
of the increase in the FI arises from
accruing interest. This indicates
the shortcoming of a finite projec-
tion horizon in capturing the cost
of postponing fiscal adjustments.
Were policymakers to adopt fiscal
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TABLE 11
Annual Changes in Fiscal Imbalances: Interest Accruals and Shifting the Projection Window

2004 2005 2006 2007 2008 2009 2010
COUNTRY MEASURE Percent of PV_GDP(FI) / Annual GDP (Annual Change and Components)

Fiscal Imbalance 8.25 8.58 8.92 9.27 9.63 10.01 10.39

EU-25 Annual Change - 0.18 0.18 0.18 0.19 0.19 0.2
BENCHMARK Interest Accrual - 0.1 0.11 0.11 0.11 0.12 0.12
Shift in Projection Window - 0.07 0.07 0.07 0.08 0.08 0.08

Fiscal Imbalance 5.92 6.13 6.35 6.57 6.81 7.04 7.28

BELGIUM Annual Change - 0.11 0.12 0.12 0.12 0.13 0.13
Interest Accrual - 0.07 0.07 0.08 0.08 0.08 0.08

Shift in Projection Window - 0.04 0.04 0.04 0.04 0.05 0.05

Fiscal Imbalance 7.81 8.09 8.37 8.67 8.97 9.28 9.6

DENMARK Annual Change - 0.14 0.15 0.15 0.16 0.16 0.16
Interest Accrual - 0.09 0.09 0.1 0.1 0.1 0.11

Shift in Projection Window - 0.05 0.05 0.05 0.06 0.06 0.06
Fiscal Imbalance 9.16 9.51 9.87 10.24 10.61 11 11.39

GERMANY Annual Change - 0.15 0.16 0.16 0.17 0.17 0.18
Interest Accrual - 0.1 0.1 0.11 0.11 0.11 0.12

Shift in Projection Window - 0.06 0.06 0.06 0.06 0.06 0.06
Fiscal Imbalance 10.87 11.39 11.93 12.49 13.07 13.68 14.31

GREECE Annual Change - 0.4 0.41 0.41 0.42 0.42 0.43
Interest Accrual - 0.2 0.21 0.21 0.22 0.22 0.23

Shift in Projection Window - 0.2 0.2 0.2 0.2 0.2 0.2

Fiscal Imbalance 5.4 5.62 5.84 6.07 6.3 6.53 6.77

SPAIN Annual Change - 0.1 0.1 0.1 0.11 0.11 0.11
Interest Accrual - 0.06 0.06 0.06 0.06 0.07 0.07

Shift in Projection Window - 0.04 0.04 0.04 0.04 0.04 0.04
Fiscal Imbalance 9.66 10.02 10.39 10.77 11.16 11.56 11.97

FRANCE Annual Change - 0.22 0.23 0.23 0.24 0.24 0.25
Interest Accrual - 0.13 0.13 0.14 0.14 0.15 0.15

Shift in Projection Window - 0.09 0.09 0.09 0.09 0.09 0.1

Fiscal Imbalance 3.44 3.64 3.85 4.07 4.3 4.54 4.79

IRELAND Annual Change - 0.26 0.26 0.27 0.27 0.28 0.28
Interest Accrual - 0.09 0.1 0.1 0.1 0.1 0.11

Shift in Projection Window - 0.17 0.17 0.17 0.17 0.17 0.17

Source: Author’s calculations based on data from Eurostat.

Continued on next page....
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TABLE 11
Annual Changes in Fiscal Imbalances: Interest Accruals and Shifting the Projection Window
2004 2005 2006 2007 2008 2009 2010
COUNTRY MEASURE Percent of PV_GDP(FI) / Annual GDP (Annual Change and Components)
Fiscal Imbalance 9.73 10.06 10.41 10.76 11.12 11.49 11.86
ITALY Annual Change - 0.12 0.13 0.13 0.14 0.14 0.14
Interest Accrual - 0.09 0.09 0.1 0.1 0.1 0.11
Shift in Projection Window - 0.04 0.04 0.04 0.04 0.04 0.04
Fiscal Imbalance 5.13 5.33 5.53 5.74 5.94 6.15 6.36
Al 1 Ch - 1 1 1 1 1 1
LUXEMBOURG nnual Change 0.18 0.18 0.18 0.18 0.19 0.19
Interest Accrual - 0.09 0.09 0.09 0.1 0.1 0.1
Shift in Projection Window - 0.09 0.09 0.09 0.09 0.09 0.09
Fiscal Imbalance 9.03 9.35 9.69 10.04 10.39 10.76 11.14
THE Annual Change - 0.2 0.21 0.21 0.22 0.22 0.23
NETHERLANDS Interest Accrual - 0.12 0.13 0.13 0.13 0.14 0.14
Shift in Projection Window - 0.08 0.08 0.08 0.08 0.08 0.08
Fiscal Imbalance 8.48 8.8 9.13 9.46 9.8 10.14 10.5
Al - . . . . . .
AUSTRIA nnual Change 0.16 0.17 0.17 0.17 0.18 0.18
Interest Accrual - 0.1 0.1 0.1 0.11 0.11 0.12
Shift in Projection Window - 0.06 0.06 0.06 0.06 0.07 0.07
Fiscal Imbalance 10.07 10.46 10.85 11.26 11.68 12.12 12.56
A 1 Ch - 1 1 2 2 2 21
PORTUGAL nnual Change 0.19 0.19 0 0 0 0
Interest Accrual - 0.12 0.12 0.12 0.13 0.13 0.14
Shift in Projection Window - 0.07 0.07 0.07 0.07 0.07 0.07
Fiscal Imbalance 9.55 9.93 10.31 10.71 11.12 11.54 11.97
FINLAND Annual Change - 0.21 0.22 0.22 0.23 0.23 0.24
Interest Accrual - 0.13 0.13 0.14 0.14 0.14 0.15
Shift in Projection Window - 0.09 0.09 0.09 0.09 0.09 0.09
Fiscal Imbalance 7.28 7.55 7.83 8.12 8.42 8.73 9.05
A 1 Ch - A7 1 1 1 1 2
SWEDEN nnual Change 0 0.18 0.18 0.19 0.19 0
Interest Accrual - 0.1 0.1 0.11 0.11 0.11 0.12
Shift in Projection Window - 0.07 0.07 0.08 0.08 0.08 0.08
Fiscal Imbalance 6.45 6.72 7 7.29 7.59 7.9 8.21
UNITED Annual Change - 0.2 0.2 0.2 0.21 0.21 0.22
KINGDOM Interest Accrual - 0.1 0.11 0.11 0.11 0.12 0.12
Shift in Projection Window - 0.09 0.09 0.09 0.1 0.1 0.1

Source: Author’s calculations based on data from Eurostat.

Continued on next page....
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TABLE 11
Annual Changes in Fiscal Imbalances: Interest Accruals and Shifting the Projection Window

2004 2005 2006 2007 2008 2009 2010
COUNTRY MEASURE Percent of PV_GDP(FI) / Annual GDP (Annual Change and Components)

Fiscal Imbalance 8.59 9.02 9.46 9.93 10.41 10.91 11.43

CZECH Annual Change - 0.28 0.28 0.29 0.29 0.3 0.3
REPUBLIC Interest Accrual - 0.14 0.14 0.15 0.15 0.15 0.16
Shift in Projection Window - 0.14 0.14 0.14 0.14 0.14 0.15

Fiscal Imbalance 3.17 341 3.67 3.95 4.24 4.56 4.9

ESTONIA Annual Change - 0.31 0.32 0.33 0.34 0.35 0.36
Interest Accrual - 0.1 0.11 0.11 0.11 0.12 0.12

Shift in Projection Window - 0.21 0.21 0.22 0.23 0.23 0.24

Fiscal Imbalance 3.77 4.03 431 4.61 4.93 5.27 5.63

LITHUANIA Annual Change - 0.32 0.32 0.33 0.34 0.35 0.35
Interest Accrual - 0.11 0.12 0.12 0.12 0.12 0.13

Shift in Projection Window - 0.2 0.21 0.21 0.22 0.22 0.23

Fiscal Imbalance 4.91 5.24 5.58 5.95 6.34 6.76 7.2

LATVIA Annual Change - 0.37 0.37 0.38 0.39 0.39 0.4
Interest Accrual - 0.14 0.14 0.15 0.15 0.15 0.16

Shift in Projection Window - 0.23 0.23 0.23 0.24 0.24 0.25

Fiscal Imbalance 12.76 13.06 13.37 13.69 14.02 14.36 14.7

MALTA Annual Change - 0.14 0.14 0.14 0.15 0.16 0.16
Interest Accrual - 0.1 0.11 0.11 0.12 0.12 0.13

Shift in Projection Window - 0.03 0.03 0.03 0.03 0.03 0.03
Fiscal Imbalance 9.05 9.71 10.43 11.19 12.01 12.88 13.81

POLAND Annual Change - 1.04 1.06 1.08 1.09 1.11 1.12
Interest Accrual - 0.35 0.36 0.36 0.37 0.38 0.38

Shift in Projection Window - 0.69 0.7 0.71 0.72 0.73 0.74
Fiscal Imbalance 8.74 9.33 9.95 10.61 11.3 12.04 12.82

SLOVAKIA Annual Change - 0.71 0.72 0.73 0.74 0.75 0.76
Interest Accrual - 0.26 0.27 0.27 0.28 0.28 0.29

Shift in Projection Window - 0.45 0.45 0.46 0.46 0.47 0.47
Fiscal Imbalance 8.68 9.16 9.65 10.16 10.7 11.25 11.82

SLOVENIA Annual Change - 0.39 0.4 0.4 0.41 0.41 0.42

Interest Accrual - 0.17 0.18 0.18 0.19 0.19 0.2

Shift in Projection Window - 0.22 0.22 0.22 0.22 0.22 0.22

Source: Author’s calculations based on data from Eurostat.
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FIGURE Il

Growth of U.S. Fiscal Imbalance, 2005 to 2010*
(percentage growth in present value compared to 2004)

adjustments to reduce FIs mea-
sured under a limited time horizon,
a positive FI would re-emerge the
very next year and grow larger over
time.>* Similarly, the U.S. fiscal im-
balance increases from year to year.
(See Figure I1.)

The increase in the FI from one
year to the next generally implies an
increase in the cost of future fiscal
adjustments because the GDP from
which the shortfall must be paid
generally grows at a slower rate.
For the EU benchmark case, the

25.5%
21.1%
16.9%
12.7%
8.5%
4.2%
2005 2006 2007 2008 2009 2010

*Note: The fiscal imbalance in 2004 was an estimated $63.3 trillion.

Source: Jagadeesh Gokhale and Kent A. Smetters, “Fiscal and Generational Imbal-
ances: An Update,” in James A. Poterba, ed., Tax Policy and the Economy, Vol. 20
(Washington, D.C.: National Bureau of Economic Research, 2006).

ratio of the FI to the present value
of GDP grows from 8.3 percent in
2004 to 10.4 percent — assuming
no changes in economic and demo-
graphic projections and no changes
in fiscal policies.

This shows that waiting to imple-
ment policy adjustments will make
the problem of balancing long-term
budgets more difficult. Implement-
ing adjustments later will require a
larger share of total EU GDP to pay
budget shortfalls.

Total Burden of Government.
Although projections of unfunded
government spending equal to 8
percent or even 10 percent of total
future GDP are alarming, these FIs
are in addition to projected spend-
ing that is funded by taxes and other
government receipts. Figure Il
shows total funded and unfunded
government expenditures as a
percentage of the present value of
GDP for each EU country. It shows
that the total burdens of EU govern-
ments under current policies are
approaching 40 percent of GDP.
The figure also shows that countries
that devote a high percentage of
GDP (through high taxes) to fund
government spending do not neces-
sarily have low fiscal imbalances.
For instance:

m France has a total fiscal imbal-
ance of 9.7 percent, higher than
the EU benchmark, but also has
higher-than-average funded gov-
ernment spending (25.3 percent
compared to the EU benchmark
of 23.2 percent).

m Estonia, on the other hand, has
a total fiscal imbalance of 3.2
percent and funded government
spending of 16.4 percent, both
lower than the EU benchmark.

Causes of the
Fiscal Imbalances

Figure IV shows how rapidly EU
populations are aging by presenting
worker-to-retiree ratios, calculated
as the population aged 20—64 years
divided by the population aged 65
and older for each country and for
the EU benchmark. This ratio is a
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key determinant of the finances of
pay-as-you-go entitlement programs
— public pensions and health care
for retirees financed directly out

of payroll taxes levied on work-

ers. The higher the ratio, the larger
the number of taxpayers compared
to beneficiaries and, therefore, the
more secure the financing of such
programs. As Figure IV shows:

m Worker-to-retiree ratios will de-
cline in Europe during coming
decades from about 3.5 workers
per retiree to about 1.7 workers
per retiree.

m The U.S. Social Security
Administration projects the
United States will have the same
ratio of workers to retirees a few
years later.

m The comparison indicates that
population aging in Europe is
considerably more advanced (the
current average ratio is smaller
in Europe) and more severe (the
ratio declines to a lower value in
Europe) than in the United States.

In some countries, the projected
fiscal shortfalls are lower than the
average. In other countries, they
are higher. This is the result of
several factors. For instance, life
expectancy at birth (in 2004) ranges
from a low of 71.2 years in Latvia
to a high of 80.7 in Sweden, indicat-
ing higher age-related costs in older
EU countries than in newer, Eastern
countries. Another demographic
factor is fertility, which is below
the rate of 2.1 births per woman
required to maintain population in
each EU country. However, fertil-
ity rates range from a low of 1.18

FIGURE 111
Total Burden of Government
(present value of future obligations as a
percentage of present value of future GDP)
Lithuania [ I 18.3% [[] Funded by Govt.
Estonia | . 19.6% Revenues (Current Law)
Latvia o — T M Fiscal Imbalance
Ireland | I 20.0%
Slovak Republic | T 04 .3%
Poland [ I 2 5.0%
Luxembourg | I 26.0%
Spain [ I 26.8%
United Kingdom | I 27.0%

Czech Republic [ I © 8.6%

Slovenia | I 29.8%
Netherlands | I 30.6%
Portugal | I 30.9%
Greece | T 3 1.1%

EU Benchmark [ I 31.5%
Germany | I 32 .5%
Belgium [ I 33.0%

Finland | I 33.9%
Austria | I 34.3%
Italy [ I 3 97
France | I 35.0%
Malta | I 36.2%
Sweden | I 36.2%
Denmark [ I 36.8%
Source: Author’s calculations based on data from Eurostat.

in the Czech Republic to a high of Japan) are also experiencing sharp

1.93 in Ireland — indicating the demographic transitions and are
Czech Republic is closer to a popu-  projected to face fiscal shortfalls
lation implosion. Partly as a result on account of their public pension
of these demographic differences, programs, these fiscal measures are
economic growth rates also differ clearly relevant to them as well.
widely, from a contracting economy

in Malta, with a —1.6 percent rate Health and Social Welfare

of growth in GDP per capita (aver- Spending. Pension and health-
aged over the period from 1996 to care programs in most European
2005), to a 5.7 percent growth rate countries are partly financed out of
in Estonia. dedicated taxes. Figure V shows

public spending on health-care
Given that the United States and and social protection programs as
other developed countries (such as a percent of the present value of
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FIGURE IV

Projected Worker-to-Retiree Ratios
(EU benchmark and selected countries)

on data from Eurostat.

future GDP for each EU country.

It is important to note that social
protection encompasses not only
pension (social security) spending
but also unemployment insurance,
welfare benefits and other transfers.
Although such programs are usu-
ally considered to be “in balance”
by definition, excess outlays over
dedicated revenues are financed out
of transfers from the general bud-
get. The FI measure can be used to
show the extent to which the gov-
ernment is obligated to cover finan-
cial shortfalls in projected dedicated
revenues compared to projected
benefits under current policies. In
such cases, the GI calculated using
just dedicated taxes would indicate

6.0 -
® = EU Benchmark —— =Germany
2 — UK -==-France
E 5.0 — - ltaly — =Spain
s USA
L 40
2
(]
é 3.0 -
=
S 20 -
[
[«b]
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Source: U.S. Social Security Administration and author’s calculations based

the extent to which past and living
generations’ net benefits — those

in excess of their taxes dedicated to
such programs — are responsible
for creating general government
obligations to finance the program.?

Effect of Population Aging on
Fiscal Imbalances. Several coun-
tries have an excess, or positive, Fl
when their demographic profiles are
used in place of the demographic
profile of the EU benchmark coun-
try. (See Figure VI.) In this figure,
positive numbers — reported as a
percent of the present value of GDP
estimated for the EU benchmark
case — indicate that country-specif-
ic demographic projections increase

FI under current (EU benchmark)
fiscal policies. Compared to bench-
mark demographics, country-
specific demographic features for
countries with positive numbers in
Figure VI could include more rapid
population aging due to increases

in longevity, a larger-than-average
Baby Boom generation approaching
retirement, a Baby Boom genera-
tion that is closer to retirement and
a recent, relatively more rapid de-
cline in projected fertility rates that
will reduce the number of taxpaying
workers. The opposite effects would
be true for countries with negative
numbers in Figure VI.

Figure VI also shows that despite
the large FI estimates for Germany,
Italy and the United Kingdom, their
population aging is no more rapid
than that of the average EU country.
This result may appear surprising,
but it must be noted that these large
countries also contribute signifi-
cantly to the “average” demograph-
ics of the EU benchmark. Whereas
the projected populations of some
countries will not only grow older
but also stabilize and even shrink,
the populations of some younger
countries are still expanding. For
instance:

m France’s population aging causes
a 5 percent increase in its fis-
cal imbalance relative to the EU
benchmark.

m Population aging has the greatest
influence on the fiscal imbalances
of Ireland and Malta, increasing
them by more than one-fifth.

m By contrast, the demographic
profiles of Latvia and Estonia are
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much younger than the EU aver-
age, reducing their fiscal imbal-
ances by more than one-quarter.

Effect of Budget Allocations
on Fiscal Imbalances. Figure VII
shows countries that, compared
to the EU benchmark, have tax,
transfer and spending policies that
will increase their unfunded obliga-
tions over time. For example, some
countries may devote a much larger
share of their government budgets
to social insurance programs, with
both spending and dedicated taxes
constituting a much larger share
of total expenditures and receipts,
respectively. Because social insur-
ance programs’ budgets are sensi-
tive to population aging and fertility
declines, such countries’ budget
allocation structures would contrib-
ute toward increasing rather than
reducing FI compared to the budget
allocation structure of the average
EU country. Another example: A
country’s tax structure could be
associated with a larger FI. Coun-
tries raise different shares of total
revenues through wage and indirect
(excise) taxes. Because indirect
taxes, compared to wage taxes,
fall more evenly on workers and
retirees, population aging would
not cause as significant a reduction
in future government revenues in
countries that rely more heavily on
indirect taxes compared to those
that rely more on wage taxes:

m The budget allocation policies of
the United Kingdom, Germany
and France contribute 13.6 per-
cent, 20.3 percent and 40.4 per-
cent, respectively, to their high FI
values.

Lithuania CCC 1 § 4%

FIGURE V

Public Health and Social Protection Spending
(present value of future obligations as a percentage of
present value of future GDP)

[ Social Protection

Latvia - 8 5% Spending
Estonial S 7, [l Public Health
Ireland [ I 0.5% Spending
Spain I (3.2%
Slovak Republic [ I 13.5%
Luxembourg [ I 14.5%
Czech Republic [ I 14.6%
Poland [ I 14.6%
United Kingdom [ I 1 4.8%
Portugal [ I 15.0%
Netherlands I (5.1%
Greece | I 1 5.6%
Belgium [ I 16.0%
Malta I 16.0%
Slovenial I 1 7.3%
EU Benchmark [ I 1 7.4%
Italy L I 7.5%
Austria I [0.5%
Germany [ I 190.6%
France [ I 19.7%
Finland | I 20.0%
Sweden [ I 20.5%
Denmark [ I 20.8%

m However, newer EU members
appear to follow much more
balanced budget allocations
compared to the EU benchmark
country. That makes their budget
allocations much more condu-
cive to maintaining fiscal bal-
ance. This is especially true for
the Czech and Slovak Republics,
Poland, Latvia, Estonia and
Lithuania. This is not surpris-
ing because newer EU members
and newly independent countries
from the erstwhile Soviet sphere

Source: Author’s calculations based on data from Eurostat.

have very limited social insur-
ance programs.

Policy Implications of
F1 Measures

Reporting Fls and their growth
over time relative to GDP ap-
pears to be more relevant for fiscal
policymaking than does reporting
annual deficits. Budget deficits
record only the current year’s cash
flow shortfall. As such, they are
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FIGURE VI

Demographic Component of Fiscal Imbalances
(present value of future obligations as a percentage of
present value of future GDP)
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backward-looking measures of fiscal
policy. From the beginning of one
year, say, year t, to the next, year t’s
cash flow shortfall is “booked” by
adding it to the outstanding debt.
But this change in its status occurs
merely because of the passage of
time. That same passage of time
brings future shortfalls forward by
one year — which is costly because
policymakers have one less year to
finance them and a smaller resource
base to tap — as represented by

the aforementioned interest cost on
the FI that is usually larger than the
GDP’s growth rate.

0%

Source: Author’s calculations based on data from Eurostat.

There is no sound reason to
include just this year’s accruing FI
while excluding the accruing inter-
est cost of future ones under current
policies. Calculating the accruing
cost of projected FIs comprehen-
sively shows that the cost of mak-
ing immediate policy changes to
eliminate the total fiscal imbalance
is much larger than the current-year
deficits that are usually and regularly
reported. For example, take the case
of France:

m In 2005, the French government
reported a deficit of 2.9 percent of
that year’s GDP.?’

m However, during that year, the
French FI grew by 22 percent
— that is, by an amount equal to
more than one-fifth of that year’s
GDP — an order of magnitude
larger than the reported fiscal defi-
cit.

Comparing annual changes in FIs
to traditional deficit and debt mea-
sures yields similar results for other
EU countries.

Some EU countries have a budget
surplus that suggests a good fiscal
condition; but the rising FI points
to the opposite conclusion. This is
similar to the case of U.S. Social Se-
curity wherein current trust fund sur-
pluses lead people to believe that the
program is in fine financial condition
even though current policies imply
a large and growing financial short-
fall. Thus, policymakers would draw
incorrect conclusions about their
country’s evolving fiscal condition
if they depend on backward-looking
fiscal measures such as deficits and
debt.

Conclusion

This study began by observing
that EU countries are undergoing
twin transitions: a demographic
transition wherein the populations
of most EU countries are aging and
an economic transition resulting
from the adoption of a single cur-
rency and associated adjustments
in fiscal constraints and agreements
based on short-term and backward-
looking debt and deficit measures.
These processes and constraints on
how high economically debilitat-
ing taxes can be increased are likely
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to impose conflicting pressures on
policymakers, on the one hand, to
increase deficit spending to support
expanding retiree cohorts and, on
the other hand, to limit deficits and
debt in order to continue expanding
a heretofore successful process of
monetary unification.

As a result, an extended frame-
work of budget accounting and
reporting needs to be adopted
within the context of the EU’s
long-term fiscal policy require-
ments. Among the several available
fiscal measures, this study argues
for adopting fiscal and generational
imbalance measures because they
can potentially incorporate com-
prehensive and policy-relevant
information about the future impli-
cations of continuing current fiscal
policies. The baseline FI and GI
estimates can be supplemented with
demographic, budget allocation,
productivity growth and cohort-dis-
tribution policy components. The
advantage of doing so is to present
policymakers with tools to compare
intercountry differences in fiscal
stances and to evaluate the feasibil-
ity and likely economic effects of
alternative policy options.

Adopting FI and GI measures
need not imply that projected short-
falls are immutable liabilities of the
government.?® Instead, they should
be viewed as policy guideposts to
help implement appropriate changes
to future fiscal policies — including
reforms of tax, pensions and other
government programs — in order
to restore sustainable fiscal poli-
cies and promote better economic
choices by EU citizens.” The fiscal

-73.1%
-70.9%
-70.6%

-62.2%
-59.6%
-53.7%
-41.6%
-35.5%
-30.4%
-24.4%
-23.8%
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FIGURE VII

Budget Allocation Component of Fiscal Imbalances
(present value of future obligations as a percentage of
present value of future GDP)
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constraints facing EU countries
suggest that the correct approach

Is to initiate a third transition — of
gradually but significantly reduc-
ing dependence on government-
provided social insurance in favor
of promoting private saving for
retirement, health care and other
social welfare services. Without
such reforms, the already hugely
underfunded government provision
of social insurance is likely to run
aground, worsening the prospects
of consolidating and expanding the
economic and monetary union in
Europe.

20% 40% 60% 80% 100%

Source: Author’s calculations based on data from Eurostat.

Appendix A

Measuring and Reporting
Government Debts,
Deficits and Imbalances

Concern about fiscal sustain-
ability arising from the aging
populations and falling birth rates
in developed countries has spurred
interest in developing forward-look-
ing measures of fiscal policy. There
are several alternatives.

Extending Budget Deficit and
Debt Projections over Longer
Horizons. Traditional measures of
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short-term government deficit and
debt are grounded in Keynesian
macroeconomic theory under which
budget deficits (and surpluses) can
be fine tuned to stabilize the econo-
my over the current business cycle.
Annual budget deficits naturally
move countercyclically — that is,
there is greater spending, especially
on welfare programs during eco-
nomic downturns and increased
revenues during booms. However,
discretionary revenues and expendi-
tures can be used to enhance these
countercyclical movements in order
to dampen business cycles and sta-
bilize the pace of economic activity
and growth. A large and growing
literature has attempted to measure
the economic effects of discretion-
ary spending using annual deficits
as the key measure of fiscal effects
on the overall economy.*

If short-horizon fiscal measures
are inadequate to analyze long-term
fiscal sustainability and structural
reforms, the simplest solution is to
extend the time horizon of tradition-
al deficit and debt projections. One
proposal is to project and report
government revenues, expenditures
and surpluses/deficits over the next
50 or 75 years under alternative
economic and demographic as-
sumptions. These measures can be
calculated for the entire government
budget and for specific programs
that are financed out of dedicated
revenues, such as retirement and
health programs. Time series pro-
jecting annual budget cash flows —
revenues, expenditures, deficits and
debt — have some advantages and
a few shortcomings. They clearly
show the path of future revenue
shortfalls, given projected discre-

tionary and aging-related spending.
They also show how quickly large
deficits are likely to emerge under
current policies.

“Traditional budget
measures do not

fulycqr wefs cd
imbalances.”

First among the shortcomings is
the fact that these projections do
not place current and future dollars
on a level playing field. Although
future nominal deficits appear to be
larger, their real values may not be
as large if nominal interest rates —
projected inflation plus real interest
rates — are high.

Second is the fact that nominal
deficits and debt levels do not ap-
pear to bear any significant, stable
relationship to other economic vari-
ables of interest — interest rates,
currency values, inflation, produc-
tivity growth and so forth. As a
result, strict budget rules to control
deficits and debt may not be suf-
ficient. Third is the fact that some
countries could follow policies that
maintain or even reduce explicit
deficits and debt while simultane-
ously increasing future deficits
— so-called one-off measures and
other budget gimmicks. Such poli-
cies alter the timing of deficit ac-
cruals but do not have a predictable
impact on the economy.

Any particular time series of
government net cash flows can be
produced by arranging the sizes and

timing of different taxes and expen-
ditures in a myriad of ways. Each
time series could be associated with
different distributions of fiscal bur-
dens among individuals in differ-
ent stages of their lives. Hence, a
particular time series of deficits and
debt may be associated with wildly
different real underlying fiscal poli-
cies — that is, with different real
flows and distributions of consump-
tion, saving, investment and output
and different levels of real interest
rates, inflation and exchange rates.
These real economic outcomes
would diverge primarily because
each policy would have different ef-
fects on various population groups,
especially across young, middle-
aged and older individuals.’!

Accrual Accounting Measures.
Increases in outlays for retirement
and health benefits are built into
the budget projections of most EU
countries, and they imply grow-
ing annual deficits. Those costs
should be explicitly recognized as
additional government debt under
current policies. One way of doing
S0 is to adopt accrual accounting,
which considers the government’s
financial obligations and assets that
have been “earned” or “booked”
based on events that have occurred
through the current period, whether
or not the funds associated with
those events have been paid or re-
ceived as yet. Budget reports using
accrual accounting would include a
summary measure called “unfunded
accrued obligations,” which is fu-
ture payment obligations net of as-
sets accrued from past transactions.

Accrual accounting is used to
evaluate the pension and other
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obligations of private companies. It
has been applied to government fi-
nances to a limited extent in several
countries.*> However, the govern-
ment is sufficiently different from
private entities to warrant a differ-
ent accounting standard. In particu-
lar, private entities can fail, whereas
the government is perpetual, at least
in principle. Moreover, unlike pri-
vate entities, governments possess
the sovereign power to levy taxes.

Accrual accounting measures
are also partially backward-looking
because their projections of future
fiscal flows (taxes and transfers) are
the result of past events. However,
they ignore future events that would
trigger additional obligations even
if current policies continue — such
as labor force participation, earn-
ings, payroll tax payments and
so forth.** Indeed, if accrued net
obligations are positive (increasing
budget deficits) but continuing cur-
rent fiscal policies would generate
net future receipts (creating surplus-
es), accrued net obligations would
indicate a large positive net liability
even though current policies may be
sustainable.

Generational Accounting.
Generational accounting produces
actuarial estimates of the prospec-
tive lifetime fiscal effects of the net
taxes and transfers of current and
future generations.’* Generational
accounts for future generations are
based on a binding overall budget
constraint: The government must
pay for all the public goods and
services it provides. Thus, genera-
tional accounting helps to assess the
government’s net financial com-
mitments to current generations

under current fiscal policies and,

by implication, the net fiscal bur-
den those policies place on future
generations. (See Appendix B for
methodology.) However, the con-
cepts associated with generational
accounting involve subtle thought
experiments that are difficult to
communicate to lawmakers and the
public, such as treating all future-
born generations under different
policies in contrast to treating living
generations under current policies.
In addition, generational accounts
are calculated from the perspective
of private individuals rather than the
government’s financial constraints.
That makes it difficult to integrate
generational accounts with existing
budget reports.

“Generational accounting
attributes the cost of benefits
and potential resulting
budget shortfalls to current
and future generations.”

Generational accounting also re-
ports the lifetime fiscal burdens on
each (living and future) generation
if policy adjustments were made
that achieved a sustainable fiscal
policy. However, the key informa-
tion about the sustainability of cur-
rent policies is frequently obscured
by the focus (and often confusion)
associated with the multiplicity of
numbers included in most genera-
tional accounting reports.*

The fiscal and generational im-
balance measures discussed in the
text are an offshoot of generational

accounting. They simply capture
the most important elements of gen-
erational accounting. Similar to the
generational imbalance measure,
generational accounting is useful
for analyzing the intergenerational
redistribution of resources if cur-
rent fiscal policies were maintained
throughout the lifetimes of current
generations. However, unlike the
fiscal imbalance and generational
imbalance measures, generational
accounting involves some compli-
cated thought experiments involv-
ing hypothetical and nonimplement-
able future policies.

How to Integrate Reporting of
Short- and Long-Term Budget-
ary Conditions. Even with the
new EU monetary constraints, each
member country has considerable
control over its fiscal policies and
full control over the accounting
for and reporting of national bud-
get information. Both short-term
budget projections and the long-
term implications of current fiscal
policies should be included in the
reports. The FI measure appears to
be the easiest to integrate into most
existing budget reporting frame-
works because it is essentially a
“budget measure” and comprehen-
sively incorporates forward-looking
fiscal information (as discussed in
the main text). For social transfer
(and possibly other) programs with
independent and dedicated financial
resources, it is also easy to integrate
both fiscal and generational imbal-
ance measures into existing budget
reports.

Comparison to Other Sustain-
ability Measures. The Work-
ing Group on Aging Populations
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(AWG) — part of the EU’s Econom-
ic Policy Committee — evaluates
the prospect that member countries
will comply with requirements that
they avoid excessive deficits and
keep debt levels below 60 percent of
GDP.** EU members are required
to maintain a “close to balance or
surplus” position over the medium
term (three to five years), although
not over a longer term. If followed,
this would result in de facto sustain-
ability in a simple and transparent
manner.’” The problem is, however,
that a “short-sighted” view of cur-
rent policy does not provide suf-
ficient and relevant information to
policymakers. Policies could be
enacted to ensure compliance with
the short-term EU constraints only
to soon discover that the problem
grew larger as the budget window
moved forward. Meanwhile, the op-
portunity in the intervening years to
save resources through larger policy
adjustments is lost.

“Short-term deficit
measures hide the
re-emergence of bigger
deficits beyond the
period measured.”

Defining sustainability as “the
maintenance of predetermined levels
of deficits and debt” is simply not
useful because those indicators alone
do not fully reveal the implications
for the budget (and the real econo-
my) of alternative ways of achieving
fiscal sustainability and economic
convergence across member coun-

tries. Simple projections of future
debt and deficit levels also do not
comprehensively reveal the sources
of economically meaningful imbal-
ances — not just in overall budgets
but also in terms of net payments to
different groups, such as young, old
and future generations. There ap-
pears to be no shortcut to specifying
sustainability in terms of compre-
hensive forward-looking measures,
such as fiscal and generational
imbalances.

Another issue concerns the incor-
poration of future policy changes
that have already been enacted. The
calculations reported here are based
on 2005 levels of taxes, transfers and
government purchases. However, if
cuts in pension benefits or revenue-
increasing measures are already
scheduled in the laws — information
unavailable to the author at the time
of writing — they should be incor-
porated into FI and GI calculations
because they are consistent with
the definition of “current policy.”
However, lawmakers may repeat-
edly alter laws that schedule cuts in
benefits because such cuts are not
politically feasible. For example,
this is a regular feature of the U.S.
Medicare program when doctors’
reimbursement rates are scheduled
to be reduced but lawmakers restore
reimbursements each year at higher
levels. In such cases, it is best to
first check whether or not there is
sufficient precedent to justify not
following “current laws” in prefer-
ence to “current practice.”

In addition, future policies may
be incompletely specified — say,
scheduled to terminate at a certain

date with no indication of what
would occur thereafter. Such policy
environments make it difficult to
implement long-range calculations
of FI and GI measures. In such
cases, providing ranges of FI and GI
estimates under alternative policy
projections would be more appropriate.

Appendix B

Calculating the Fiscal and
Generational Imbalances

Fiscal Imbalance. The FI mea-
sure equals the present value of
prospective government purchases
under current policies (PV_Pc)
minus lifetime net payments (taxes
minus transfers) to living (PV_Lc)
and future (PV_Fc) generations plus
the present value of projected gov-
ernment purchases and minus the
government’s current net financial
assets (NWc). Thus,

FI = PV_Pc—PV_Lc—PV_Fe— NW.

Because the government’s budget
choices are being evaluated, pres-
ent values are calculated using the
government’s opportunity cost of
funds — the interest rate expected to
prevail on the longest-term govern-
ment bonds.

FI measures can also be calcu-
lated for government subprograms
that exclusively provide transfers to
private individuals (old-age retire-
ment benefits, for example) and are
financed out of dedicated revenues
(a payroll tax, for example). There
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are zero government purchases for
this program, and its revenues and
expenditures are attributable to par-
ticular generations.

Fls = PV_Ls,c— PV_Fs,c— NWs,c

Here the subscript s indicates a
generic “social security” program
that conforms to the financing condi-
tions described above.

Generational Imbalance. Gen-
erational imbalance (GI) measures
the contribution of past and living
generations to FI. The motivation for
the GI measure is the same as that
for generational accounting — to
analyze the intergenerational redis-
tribution of resources that current
fiscal policies would bring about if
they were maintained throughout the
lifetimes of current generations. GI
represents the simplest decomposi-
tion of FI.

GI is derived by subtracting from
FI the government’s total unfunded
obligations under current policies
on account of future generations.
However, whereas FI can be calcu-
lated for the entire government and
for subprograms having the features
described earlier, the GI measure can
be easily calculated only for such
subprograms. The GI measure is not
the same as the unfunded accrued
obligation that is usually employed
to show financial status of “fully
funded” private pension programs.
The GI measure is especially rel-
evant and useful for assessing the
financial status of “pay-as-you-go”
public pension programs. It shows
total outstanding obligations arising
under current policies on account of

past and living generations. Unlike
the accrued unfunded obligation, the
GI measure includes future net pay-
ment obligations under current poli-
cies triggered by past transactions
as well as future payment obliga-
tions that would be triggered under
current policies by future events.

“Generational imbalances
show how much net wealth
current generations expect to
gain at the expense of future
generations.”

The size of GI reveals the amount
of benefits that living generations
may, under current policies, expect
to receive from a government pro-
gram in excess of their past and
future expected taxes or contribu-
tions toward funding them. This
measure is relevant to policy be-
cause it represents a net (expected)
wealth gain for living generations,
which affects their consumption and
labor force participation decisions.
The GI measure is not calculated for
EU countries because of the lack of
necessary detail in various countries’
budget accounts.

Appendix C

Assumptions for Budget
Projections

The population projections used
for distributing 2004 budget aggre-

gates by age and gender are based
on projections taken from Eurostat
through the year 2051. Future taxes,
transfers and general government
spending on public goods are es-
timated for the EU benchmark by
applying an average labor productiv-
ity growth factor of 0.24 percent per
year. This average is calculated by
taking a population-weighted geo-
metric mean of average growth in
output per hour worked for each of
the 23 EU members between 1996
and 2004. The calculations use data
on output per hour worked as report-
ed by Eurostat.

A fixed and constant real rate of
discount is used for discounting
projected fiscal flows back to the
year 2004. The inflation-adjusted
discount rate is calculated as the
interest rate on long-term govern-
ment bonds minus average expected
inflation. Long-term budget trans-
actions spanning 50 or more years
should be discounted using the
government’s opportunity cost of
funds over a similar term. How-
ever, the longest-term interest rates
available are on 10-year govern-
ment bonds. The geometric mean
of annual rates calculated over the
period 19962005 and across all 23
EU countries (using currently data
available from Eurostat) equals 5.39
percent per year. Average expected
inflation is calculated as the geo-
metric mean of inflation rates across
all EU countries from 1997 through
2005 (according to data availability).
The resulting rate (3.01 percent) is
subtracted from the nominal interest
rate on government bonds to obtain
a real discount rate of 2.38 percent.*®
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Endnotes

I Based on Jagadeesh Gokhale, “Unfunded Obligation Measures of EU Countries,” Martin Larch and Jodo Noguei-
ra Martins, eds., Fiscal Indicators, Proceedings from the Directorate-General for Economic and Financial Affairs
Workshop Brussels, September 22, 2006, Chapter 3, European Commission, European Economy Economic Papers,
No. 297, December 2007.

2 Cyprus and Malta joined the European Monetary Union (EMU) in January 2008. Countries that have joined the
EMU have pledged to keep their annual budgets substantially in balance and to keep total public debt to less than
60 percent of annual gross domestic product (GDP). Since March 2005, EMU countries have followed an amended
version of the Stability and Growth Pact (SGP) that incorporates greater flexibility in implementing the SGP’s con-
straints. Along with the Treaty of the European Union, the 1997 SGP provided the framework of rules for coordi-
nating fiscal policies across EMU members — both current and prospective ones. Some observers claim, however,
it abandons the original goal of preventing excessive discretion in fiscal policies. (Feldstein, 2005, and Wierts et

al., 2006) See Martin Feldstein, “The Euro and the Stability Pact,” National Bureau of Economic Research, Work-
ing Paper No. 11249, 2005, and P.Wierts, S. Deroose, E. Flores and A. Turrini, eds., Fiscal Policy Surveillance in
Europe (Basingstoke: Palgrave Macmillan, 2006). If correct, this would constitute good news. The thesis of this
study is that traditional fiscal measures — annual deficits and debt-to-GDP levels — are both potentially misleading
indicators of a country’s finances.

3 Several alternatives have been proposed. They include (1) simply extending the time horizon of traditional
deficit and debt measures; (2) using accrual accounting, which focuses on net unfunded obligations accrued to date
under current polices; (3) using generational accounting, which provides a detailed breakdown of fiscal burdens
facing different generations under current policies; and (4) reporting fiscal and generational imbalances — two
summary budget measures that show the size of the overall shortfall and broad generational trade-offs that must be
made when selecting alternative policies. Each type of measure has strengths and weaknesses, which are explained
in detail in Appendix A.

* The calculations include all EU countries except Cyprus and Hungary, which are are excluded due to data limita-
tions.

5 The official measure of the unfunded obligations of EU countries is the current public debt plus the discounted
value of all future government expenditures. This is the S2 sustainability gap indicator called for by the Growth
and Stability Pact (see note 2). See Per Eckefeldt, “Discussion,” Chapter 3, and Jagadeesh Gokhale, “Unfunded
Obligation Measures of EU Countries,” Martin Larch and Joao Nogueira Martins, eds., Fiscal Indicators, Proceed-
ings from the Directorate-General for Economic and Financial Affairs Workshop Brussels, September 22, 2006,
European Commission, European Economy Economic Papers, No. 297, December 2007.

6 Ibid.

’ Finally, unlike traditional measures of deficits and debt, this measure is not subject to change because of the way
certain government receipts and outlays are labeled — as taxes and transfers, respectively, or borrowing and repay-
ment of principal with interest, respectively.

8 For details, see Jagadeesh Gokhale and Kent A. Smetters, “Fiscal and Generational Imbalances: An Update,” in
James A. Poterba, ed., Tax Policy and the Economy, Vol. 20 (Washington, D.C.: National Bureau of Economic Re-
search, 2006), page 20.

% This result is due to the normal condition of a dynamically efficient economy where the interest rate exceeds the
growth rate. For the U.S. context, see Andrew B. Abel, N. Gregory Mankiw, Lawrence H. Summers and Richard
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J. Zeckhauser, “Assessing Dynamic Efficiency: Theory and Evidence,” Review of Economic Studies, Vol. 56, 1989,
pages 1-20. For more details, see Gokhale and Smetters, “Fiscal and Generational Imbalances: New Budget Mea-
sures for New Budget Priorities.”

1 However, the Social Security and Medicare Trustees in the United States have been reporting infinite-horizon
measures of both those programs’ financial shortfalls — precisely the “fiscal imbalance” measure. They also report
“generational imbalances” for both programs. The 2003 Technical Advisory Panel that makes recommendations to
the trustees has endorsed both measures as providing useful additional information.

- This is a well-recognized phenomenon in the context of the U.S. Social Security program, which was reformed
in 1983 to achieve balance through 2058. Now, however, the program faces a sizable 75-year shortfall because the
new horizon includes financial shortfalls between 2059 and 2080.

12Tt is also called the “closed-group unfunded obligation,” where the term closed-group refers to past and living
generations.

13- The FI and GI concepts correspond to the accounting concepts of open-group and closed-group unfunded obliga-
tions, respectively. The open-group unfunded obligation refers to government obligations to all individuals regard-
less of their cohort affiliation (that is, their birth dates) — whether in the past or in the (infinite) future. Limited-
horizon open-group obligations are also calculated by excluding the net obligations arising after a specific (future)
date. Closed-group obligation measures include the net obligations to a subset of individuals — for example, those
born before a certain date. However, all past net payments and future net obligations to such individuals are includ-
ed in the calculation.

14 Thus, in general, the GI measure can be calculated only for programs that are fully or partially financed out of
dedicated government receipts and that distribute benefits directly to specific population groups rather than for such
pure public goods as national defense that are funded out of general government revenues. For details, see Gokhale
and Smetters, “Fiscal and Generational Imbalances: New Budget Measures for New Budget Priorities.”

13- The significance and policy relevance of GI measures, however, are not well appreciated, even among budget
makers. Many believe the GI is similar to the concept of unfunded accrued obligations and is relevant only to
“fully funded” pension programs, such as those offered by private employers. Private sector firms that offer pen-
sion benefits to employees may be subject to regulations about funding adequacy. That requires measuring ex-
isting funding levels to compare to regulated thresholds, and accrual accounting is normally used to provide the
benchmark for 100 percent funding. However, the GI is also relevant to “pay-as-you-go” public pension systems.
It incorporates in the government’s accumulated net financial assets the total outstanding obligations arising under
current policies on account of past and living generations. The GI also includes future net payment obligations
under current policies triggered by past transactions involving living generations, and it includes future payment
obligations that would be triggered under current policies by future events involving living generations.

16 Low fertility in EU countries and low net external immigration cause projected populations to implode over time
for several EU countries. As a result, projections beyond 2051 were not available for some EU countries when

the estimates were made. As noted earlier, truncating the projection horizon at 2051 implies that a full apples-to-
apples comparison of policy options is not feasible because costs and benefits of alternative policies beyond 2051
are excluded from the calculations. However, adopting such long horizon measures is still better than truncating the
horizon after just 5 or 10 years.

7 Note that the average is taken across all countries’ projected populations and incorporates averages of projected
mortality, fertility and net immigration rates.
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18 Country-specific labor productivity growth rates are calculated by using annual average growth rates (the popula-
tion-weighted geometric mean) between 1996 and 2004. See Appendix B for methodology.

1% That is, the cohort distribution using age- and gender-specific population weights. Unfortunately, data on tax and
transfer profiles are not available for all EU countries. Hence, the estimates reported below are based on available
partial data used to construct the “EU cohort-distributive benchmark.”

20- Take Ireland, for example, as a comparison to the EU Benchmark. To calculate the effect of demographics on
Ireland’s FI, the EU benchmark demographic component would replace Ireland’s (in other words, one measure, the
demographics, of Ireland changes while the others are constant). Because Ireland’s population is smaller than the
EU benchmark average, the population count is then normalized to reflect the EU average. The resulting FI per-
centage means that Ireland’s demographics would result in an X percent larger FI compared to the EU benchmark.

2I- The estimates shown in Figure I use only one year’s revenues and expenditures to make future projections. Be-
cause 2004 was neither a recession year nor a year of particularly strong growth, the estimates are unlikely to be
influenced by extreme cyclical variability of fiscal cash flows. If projections of short-run budget forecasts had been
available, the resulting FI estimates would have been more accurate because such projections usually incorporate
expected changes in future fiscal flows due to policy changes that have already been enacted.

22 Unlike the estimates for EU countries, the U.S. projection, which is based on the 2005 Trustees Reports, is for the
infinite horizon. See Jagadeesh Gokhale and Kent A. Smetters, “Fiscal and Generational Imbalances: An Update.”

2-This required extending each country’s demographic projections beyond 2051.

2% These calculations were made after extending the official (Eurostat) population projections beyond 2051. Details
regarding the methods used are available from the author upon request.

25 Alternatively, both FI and GI could be calculated by allocating both dedicated and general taxes according to the
generations that pay those taxes. This calculation would reveal the part of (zero-valued) FI that past and living gen-
erations contribute and the part that future generations would contribute under current policies. Note that even if FI
= 0, by definition because of funding from general revenues, GI (and FI — GI) need not also equal zero.

26-Similar experiments are not implemented here for the productivity and cohort-distribution components because
the required data are unavailable. In the case of productivity, a straightforward replacement of a member country’s
productivity growth rate would not be appropriate because a higher productivity rate would generally reduce the
projected levels of future means-tested social transfer programs and may be associated with higher revenues in a
nonlinear manner. Implementing this experiment requires careful calibration of the response of welfare expendi-
tures to changes in productivity growth — that is not feasible given data availability. Adequate information is also
not available for estimating the impact of country-specific cohort-distribution policies. However, the experiments
described earlier of isolating the demographic and budget allocation components provide the basic framework for
isolating these components as well. Finally, estimating GI measures is also not feasible given that institutional
details about financing arrangements for various programs are not available (to the author). However, for examples
based on calculations for U.S. Social Security and Medicare programs, see Gokhale and Smetters, “Fiscal and Gen-
erational Imbalances: An Update.”

27.“Indicateurs de Progrés de L’Economie Frangaise: Finances Publiques,” French Ministry of the Economy, 2006.

28 Concern that the public would view the adoption of such measures as recognition that they stand on a par with
outstanding government debt — as immutable government liabilities — appears to be a chief reason cited by those
opposing their adoption.
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-1t is implicit in this discussion that establishing a sustainable fiscal outlook is desirable because it would boost the
performance of the private sector by reducing expectations of future benefits, thereby increasing private saving and
work efforts.

30 Jordi Gali and Roberto Perotti, “Fiscal Policy and Monetary Integration in Europe,” Economic Policy, Vol. 37,
2003, pages 535-572, and Alberto Alesina and Roberto Perotti, “Fiscal Expansions and Adjustments in OECD
Countries,” Economic Policy, Vol. 21, 1995, pages 205-248.

31 For a related discussion, see Jagadeesh Gokhale, “Comments on Public Debt, Ageing, and Fiscal Sustainability,”
in Public Debt (Rome: Banca d’Italia, 2004).

32 Several developed countries have adopted accrual accounting for their government budgets, although only a
couple of them have adopted such accounting comprehensively. New Zealand adheres to the standard principles of
generally accepted accounting practice (Richardson, 1996); Sweden has introduced accrual accounting and report-
ing without extending the same to its appropriations process (Swedish National Financial Authority, 2001); regional
governments in Canada, Germany, the United Kingdom and the United States are currently introducing accrual-
based accounting methods for parts of their budgets.

33 Including the obligations from future triggering events would convert the accrued obligation measure into the
“closed-group unfunded obligation” measure. For details, see Jagadeesh Gokhale and Kent A. Smetters, Fiscal and
Generational Imbalances: New Budget Measures for New Budget Priorities (Washington, D.C.: American Enter-
prise Institute Press, 2003).

3% Alan J. Auerbach, Jagadeesh Gokhale and Lawrence J. Kotlikoff, “Generational Accounting: A Meaningful Alter-
native to Deficit Accounting,” in David Bradford, ed., Tax Policy and the Economy, Vol. 5 (Cambridge, Mass.: MIT
Press, 1991), and Alan J. Auerbach, Jagadeesh Gokhale and Lawrence J. Kotlikoff, “Generational Accounting: A
Meaningful Way to Evaluate Fiscal Policy,” Journal of Economic Perspectives, Vol. 8, No. 1, 1994, pages 73-94.

% For example, generational accounts are supposed to represent each cohort’s lifetime net fiscal burden under cur-
rent policies. However, when the main message is that current policies are not sustainable, the value of focusing on
the accounts as reported becomes diluted. Generational accounts have been subject to several other criticisms in the
public economics literature. See David M. Cutler, “Review of ‘Generational Accounting: Knowing Who Pays, and
When, for What We Spend,’ by Lawrence J. Kotlikoff,” National Tax Journal, Vol. 6, No. 1, 1993, pages 61-67.
See Peter Diamond, “Generational Accounting and Generational Assessment,” National Tax Journal, Vol. 49, 1996,
pages 597-607. See Robert H. Haveman, “Should Generational Accounts Replace Public Budgets and Deficits?”
Journal of Economic Perspectives, Vol. 8, No. 1, 1994, pages 95-111.

36 “Budgetary Challenges Posed by Ageing Populations and Impact on Public Spending on Pensions, Health, and
Long-Term Care for the Elderly and Possible Indicators of Long-Term Sustainability of Public Finances,” Econom-
ic Policy Committee, European Commission, Publication No. EPC/ECFIN/655/01-EN, 2001.

37 Fabrizio Balassone and Daniele Franco, “Assessing Fiscal Sustainability: A Review of Methods with a View to
EMU,” Fiscal Sustainability (Rome: Banca d’Italia, 2000), pages 22—60.

3% Present values are calculated by using an interest rate reflecting private agents’ (average) opportunity cost of
investment.
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The NCPA is a nonprofit, nonpartisan organization established in
1983. Its aim is to examine public policies in areas that have a
significant impact on the lives of all Americans — retirement, health
care, education, taxes, the economy, the environment — and to
propose innovative, market-driven solutions. The NCPA seeks to
unleash the power of ideas for positive change by identifying,
encouraging and aggressively marketing the best scholarly research.

Health Care Policy.

The NCPA is probably best known for
developing the concept of Health Savings
Accounts (HSAS), previously known as
Medical Savings Accounts (MSAS).
NCPA President John C. Goodman is
widely acknowledged (Wall Street
Journal, WebMD and the National
Journal) as the “Father of HSAs.” NCPA
research, public education and briefings
for members of Congress and the White
House staff helped lead Congress to
approve a pilot MSA program for small
businesses and the self-employed in 1996
and to vote in 1997 to allow Medicare
beneficiaries to have MSAs. In 2003, as
part of Medicare reform, Congress and
the President made HSAs available to all
nonseniors, potentially revolutionizing
the entire health care industry. HSAs
now are potentially available to 250
million nonelderly Americans.

The NCPA outlined the concept of
using federal tax credits to encourage
private health insurance and helped
formulate bipartisan proposals in both the
Senate and the House. The NCPA and
BlueCross BlueShield of Texas devel-
oped a plan to use money that federal,
state and local governments now spend
on indigent health care to help the poor
purchase health insurance. The SPN
Medicaid Exchange, an initiative of the
NCPA for the State Policy Network, is
identifying and sharing the best ideas for
health care reform with researchers and
policymakers in every state.

NCPA President
John C. Goodmaniis called the
“Father of HSAs" by The Wall
Street Journal, WebMD and the
National Journal.
|

Taxes & Economic Growth.

The NCPA helped shape the
pro-growth approach to tax policy during
the 1990s. A package of tax cuts
designed by the NCPA and the U.S.
Chamber of Commerce in 1991 became
the core of the Contract with America in
1994. Three of the five proposals (capital
gains tax cut, Roth IRA and eliminating
the Social Security earnings penalty)
became law. A fourth proposal — rolling
back the tax on Social Security benefits
— passed the House of Representatives
in summer 2002. The NCPA's proposal
for an across-the-board tax cut became
the centerpiece of President Bush’s tax
cut proposals.

NCPA research demonstrates the
benefits of shifting the tax burden on
work and productive investment to
consumption. An NCPA study by Boston
University economist Laurence Kotlikoff
analyzed three versions of a consumption
tax: aflat tax, a value-added tax and a
national sales tax. Based on this work,
Dr. Goodman wrote a full-page editorial
for Forbes (“A Kinder, Gentler Flat Tax™)
advocating a version of the flat tax that is
both progressive and fair.

Amajor NCPA study, “Wealth, Inheri-
tance and the Estate Tax,” completely
undermines the claim by proponents of the
estate tax that it prevents the concentration
of wealth in the hands of financial
dynasties. Actually, the contribution of
inheritances to the distribution of wealth in
the United States is surprisingly small.
Senate Majority Leader Bill Frist (R-TN)
and Senator Jon Kyl (R-AZ) distributed a
letter to their colleagues about the study.

In his letter, Sen. Frist said, “I hope this
report will offer you a fresh perspective on
the merits of this issue. Now is the time for
us to do something about the death tax.”

Retirement Reform.

With a grant from the NCPA, econo-
mists at Texas A&M University developed
amodel to evaluate the future of Social
Security and Medicare, working under the
direction of Thomas R. Saving, who for
years was one of two private-sector
trustees of Social Security and Medicare.

The NCPA study, “Ten Steps to Baby
Boomer Retirement,” shows that as 77
million baby boomers begin to retire, the
nation’s institutions are totally unprepared.
Promises made under Social Security,
Medicare and Medicaid are completely
unfunded. Private sector institutions are
not doing better — millions of workers are
discovering that their defined benefit
pensions are unfunded and that employers
are retrenching on post-retirement health
care promises.

Pension Reform.

Pension reforms signed into law include
ideas to improve 401(k)s developed and
proposed by the NCPA and the Brookings
Institution. Among the NCPA/Brookings
401(K) reforms are automatic enrollment
of employees into companies’ 401(k)
plans, automatic contribution rate
increases so that workers’ contributions
grow with their wages, and better default
investment options for workers who do
not make an investment choice.
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The NCPA’s online Social Security
calculator allows visitors to discover their
expected taxes and benefits and how
much they would have accumulated had
their taxes been invested privately.

Environment & Energy.

The NCPA’s E-Team is one of the
largest collections of energy and environ-
mental policy experts and scientists who
believe that sound science, economic
prosperity and protecting the environment
are compatible. The team seeks to correct
misinformation and promote sensible
solutions to energy and environment
problems. A pathbreaking 2001 NCPA
study showed that the costs of the Kyoto
agreement to reduce carbon emissions in
developed countries would far exceed any
benefits.

The NCPA’s Debate Central is the most
comprehensive online site for free
information for 400,000 U.S. high school
debaters. 1n 2006, the site drew more
than one million hits per month. Debate
Central received the prestigious Temple-
ton Freedom Prize for Student Outreach.

NCPA studies, ideas and experts are
guoted frequently in news stories nation-
wide. Columns written by NCPA scholars
appear regularly in national publications
such as the Wall Street Journal, the
Washington Times, USA Today and many
other major-market daily newspapers, as
well as on radio talk shows, on television
public affairs programs, and in public
policy newsletters. According to media
figures from Burrelle’s, more than
900,000 peaple daily read or hear about
NCPA ideas and activities somewhere in
the United States.

What Others Say About the NCPA

“The NCPA generates more analysis per dollar
than any think tank in the country. It does an
amazingly good job of going out and finding the
right things and talking about them in intelligent
ways.”

Newt Gingrich,

former Speaker of the U.S. House

of Representatives

“We know what works. It’s what the NCPA talks
about: limited government, economic freedom;
things like health savings accounts. These things
work, allowing people choices.\\e’ve seen how

this created America.”
John Stossel,
co-anchor ABC-TV’s 20/20

“I don’t know of any organization in America
that produces better ideas with less money than
the NCPA.”

Phil Gramm,

former U.S. Senator

“Thank you . . . for advocating such radical
causes as balanced budgets, limited government
and tax reform, and to be able to try and bring
power back to the people.”

Tommy Thompson,

former Secretary of Health and

Human Services

The NCPA is a 501(c)(3) nonpraofit public policy organization. We depend entirely on the financial suppotrt of individuals, corporations and foundations that believe in private sector solutions
to public policy problems. You can contribute to our effort by mailing your donation to our Dallas headguarters or logging onto our Web site at www.ncpa.org and clicking ““Donate.”




