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In managing their finances, governments and financial markets appropriately pay attention to the level of a government’s indebtedness. This paper argues that for many governments, the amount of explicit debt on their balance sheets seriously understates the magnitude of their future fiscal obligations. Specifically, many governments, particularly in the industrial world, have legislated or, more implicitly, made policy commitments to their citizens that public sector accountants would not strictly classify as a formal debt obligation on the balance sheet. Yet, in a political economy sense, these commitments would prove equally difficult to ignore or renege upon. A government’s “constructive fiscal obligations” reflect the evolving history of its role vis-à-vis its citizenry: as a provider of basic services and public goods (e.g., education, defense, public administration, sometimes health care); as a protector of the most vulnerable (e.g., welfare-type expenditures); and as the ultimate backstopper in the event of adverse shocks.

Thus, evaluating the sustainability of a government’s fiscal position requires an assessment of the extent and character of its policy obligations and commitments and the nature of its exposure to alternative risks. In effect, one must conceptualize a spectrum of fiscal obligations and risk exposures that extend beyond explicit debt alone. Judgments are needed both on the potential size of such obligations and exposures and the degree of “firmness” of the obligations. The latter is a function of how difficult it would be for a government to not fully satisfy its citizens’ current expectations as to its responsibility in the face of such implicit commitments or the event of an adverse risk occurring. Also needed is an understanding of the potential dynamics of how public and private sector policies adjust to long-term risks. Ignoring these dynamics veils the true risk exposure of a government. 

In developing these themes, Section II suggests why the spectrum of a government’s potential obligations is considerably broader than the measure of explicit debt. It explores the more obvious forms of “implicit debt” in the pensions and medical insurance spheres, and then considers the softer and more difficult-to-quantify potential obligations associated with a government’s exposure to those kinds of risks related to its role in governance. Finally, it examines some recent developments in the pattern of risk bearing in the private and public sectors, and the likely implications for the future risk exposure of the public sector. Section III illustrates that explicit debt measures understate the fiscal pressures to which governments are exposed, even if the focus is strictly on what section II would characterize as the harder forms of a government’s implicit debt. Section IV provides concluding observations.   

II: The spectrum of a government’s obligations and fiscal risk exposure
In considering a government’s balance sheet, it is useful to conceive of a spectrum of obligations and risks to which a government’s finances are exposed. Where a particular fiscal risk exposure is placed on the spectrum depends on how binding , in a political economy sense, is the government’s obligation to make payments and whether there is scope for flexibility in terms of the amount or timing of payment or in the amount of compensation for adverse real or financial shocks. At the hardest end of the spectrum, obligations are legally binding and fully specified in terms of the timing and amounts to be paid. At the softest end, the obligation may at most reflect a moral or political imperative based on past policy promises, historical precedents. For these, significant discretion may be available to the policy maker in terms of the amount and timing of any expenditure. In the middle of the spectrum, the government’s obligation may arise from statutes that imply a strong commitment to make payments, but for which flexibility is still possible in terms of how much needs to be spent. Thus, assessing the true magnitude of a government’s debt—both explicit and implicit--requires this kind of broader perspective. In what follows, we will elaborate on the types of fiscal obligations at different points in the spectrum (see Chart I).
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A brief terminological digression is required. We use the term “fiscal risk exposures” to relate to the potential for a government to be responsible for outlays associated with the occurrence of some event or situation. But in the longstanding definition of the term “risk,” a government is also exposed to possible variance around the midpoint of the estimate of expenditures that are expected to be required (e.g., pension outlays under alternative assumptions). In the literature, the term “contingent liabilities” is also often used to characterize what we have labeled as “fiscal risk exposures.” As we shall discuss, some contingent liabilities are clearly explicit, being embedded in legislation, while others are far more informal or implicit, with less of a legal commitment outstanding and more uncertainty as to the potential magnitudes that might be involved. 

One difficulty with the term “contingent liability” is that the word “liability,” from the perspective of the accounting community, has a very clear meaning with regard to the amount of the obligation that must be paid and in terms of the legal obligation to pay. We thus prefer to use the term “fiscal risk exposure,” or, as recently proposed by the U.S. General Accountability Office (2003), “fiscal exposures,” recognizing that there is a terminological ambiguity which can arise from the broad meaning of the term “risk.”
What are the most firm among a government’s spectrum of obligations?

Explicit debt: Public sector accountants agree as to the types of liability which should be recognized as explicit debt on a government’s balance sheet (see GFSM2001). The most obvious relate to negotiable instruments of government borrowing—typically bonds and bills issued by a Treasury. These specify clearly both the interest rate and the period over which amortization of principal is to occur. More complex forms of liability take the form of government borrowing agreements in relation to specific projects, or obligations associated with contractual agreements with respect to the acquisition of goods and services or investment projects. 

These types of explicit debt, already recognized in government accounts, are the starting point for any analysis of fiscal sustainability. In the case of industrial countries, they are often the focus of fiscal rules (e.g., the European Union’s Maastricht criteria and the Stability and Growth Pact (SGP)). Debt sustainability analyses also factor in the maturity structure, currency of the obligation, and interest rate associated with explicit debt. 

Guarantees and contractual obligations: Governments often provide specific guarantees in relation to specific transactions of private or public sector agents. Examples include guarantees on student loans, acceptance of certain risks under public-private partnerships, formal reinsurance schemes, and deposit insurance guarantees. In some transition and developing countries, the total outstanding stock of guarantees (coupled with a significant likelihood that such liabilities will be called) may prove substantial in relation to government revenues or GDP.  Such guarantees are less “hard” than explicit debt, in the sense that there is not a prescribed time profile of payments for which a government is clearly obligated. However, in principle, it is possible to estimate the present value of the cost of such guarantees, especially when there is a pooled program of similar guarantees.
 Such estimates could thus be added to the stock of explicit debt. In practice, the potential magnitude of such guarantees, say to banks and other financial institutions, may prove much larger than traditionally measured. Often, a measure of the putative obligations on such guarantees are reflected as a “provision” on the balance sheet for the purpose of assessing a government’s net worth.

Certainly, the potential cost of guarantees should be taken into account in judging the sustainability of a country’s debt path. Although practice is changing as international standards are developed in this area, most governments still do not publish information on the existence or face value of guarantees, let alone recognize the expected cost of some of them as liabilities in their financial statements.
 Only a few, such as the United States and Colombia, actually budget for the expected cost of some types of guarantees (US Congressional Budget Office, 2004a).

Another relatively hard type of obligation by government relates to the increasingly common practice of public-private partnerships (PPPs) for the provision of infrastructure (e.g., for roads and water supply) (International Monetary Fund, 2004). PPPs typically commit the government contractually to a long-term stream of payments for public services that is conceptually similar to debt service. In principle, the net present value of such payments should be counted as a liability and added to the initial debt stock when undertaking a debt sustainability analysis. Yet international accounting standards have yet to be developed to cover PPPs. As a result, these obligations are not typically recorded as a liability on a government’s balance sheet. 

The middle of the spectrum

Constructive budget commitments

The middle of the spectrum of government risk exposures has either a legislative basis or, in political economy terms, is based on expectations created by past behavior. For most industrial countries, governments, through social insurance legislation, have created “constructive” budgetary obligations that entail future outlays with many of the same characteristics as a debt obligation, even though the precise timing and triggers for these outlays are less definitive than those derived from formal debt instruments (see US CBO, 2004b). 

Yet there are many conceptual problems in defining, let alone in measuring such obligations, which some label as “implicit debt.” At the harder end of the spectrum, one would include such forms of social insurance as public retirement, disability, and death benefit schemes. At the “softer” end, the nature of the exposure—the extent of genuine constructive budget obligation—is much less clear, depending on the specific character of a government’s promises in an area. 

Public pension obligations: Most countries have public pension schemes in force that provide for various forms of retirement, death, and disability pensions on a defined benefit basis. At a minimum, these provide benefits to civil servants and the military employees of a government. Most industrial governments also have developed schemes that cover the broader population as well. The latter are usually financed on a pay-as-you-go basis from employee contributions or payroll taxes, so that financial reserves are negligible. With aging populations well on the horizon, policy makers are well aware that such public pension obligations will swell in the future. Coupled with a fall in the ratio of workers to retirees (given the current retirement age of most state-run schemes) as well as the increasing longevity of retirees, payroll tax revenues will increasingly be insufficient to finance such pension obligations. This gives rise to the prospect of a looming imbalance between available revenues and projected  pension payments in the absence of a change in contribution rates or benefit terms.

Conceptually, the stream of future outlays that cannot be funded at current tax or contribution rates can be considered analogous to debt service. The net present value of this stream can be defined as the implicit debt of the pension scheme.
 Yet current public sector accounting conventions do not explicitly include such debt as a liability on the public sector’s balance sheet. This treatment contrasts with that prevailing in the private corporate sector, where regulatory rules prescribe the obligation of corporations to indicate the current market value of the assets and pension liabilities of their defined benefit pension plans (Financial Standards Accounting Board, 1990).
  For the public sector, the only exception relates to the obligations to retired government employees participating in formal civil service or military pension schemes.

In part, the reluctance of public sector accountants to treat such pension obligations as the equivalent of debt service to bondholders reflects the view that these obligations are not hard liabilities (International Federation of Accountants, 2004). For active workers, despite their past records of contributions, an entitlement to benefits occurs only when a worker has fully satisfied the full requirements for eligibility (e.g. reached a given retirement age or satisfied a specified number of contribution periods). Even for retirees, a government has discretion to change, with legislation, the extent of its obligations. And indeed, some countries have indeed modified (and occasionally abrogated) the terms of their government’s social insurance schemes when their fiscal sustainability became problematic. The possibility of similar such adjustments in the future has led the accounting community to assert that it would overstate government debt to treat such obligations in a manner comparable to more formal government debt.
 Only recently has there been a move to reconsider this position, but even here any change would most likely only include recognition of the liability to workers who have formally satisfied their eligibility requirements for a public pension (namely, reached the designated age of retirement and satisfied the required conditions in terms of contribution record). No recognition is likely to be accorded to “rights” associated with a still active worker (and his or her dependents or potential survivors) arising from contributions made to the scheme during his or her working life. 

Yet the obligation to pay such social pensions nevertheless has strong political legitimacy. Retirees and their dependents believe they will receive the pensions for which they have qualified. Active workers who have been contributing during their working life correspondingly believe they have correspondingly accumulated rights or a vesting to future retirement benefits, given their contributions to date. Presumably, such beliefs on the details of the scheme (retirement age, indexation formula, replacement level) are reflected in their decision on household savings. Politicians equally acknowledge the legitimacy of these claims and recognize the political risks that would attend any amendment to the provisions of such schemes. Seen in this light, a government’s pension obligations should be regarded as a fairly hard commitment, though one that is not easy to quantify.
 

At the minimum, economists, if not public sector accountants, recognize that these obligations should be considered when judging a government’s fiscal sustainability, independent of whether such obligations are formally included as debt on the balance sheet.  Actuaries for social pension schemes are expected to assess the adequacy of prospective future funding levels. Alternative measures of the unfunded liability can be constructed. One approach is to ask what would a government’s liability be in the event the scheme was terminated abruptly--for example, in the context of a shift to a defined contribution pension system (see Holzmann et al, 2004).
 

Alternatively, a measure of the “actuarial deficit” can be calculated based on assumptions on the stream of revenues that would flow from the future contributions of workers, the mandated retirement age of the scheme, expected longevity, inflation and/or average earnings growth, and long-term interest rates. This is equivalent to the net present value of unfunded obligations--unfunded in the sense that no account is taken of any further change in the contribution or benefit rate or in such aspects of the scheme as the required retirement age. Such estimates of “unfunded” obligations are typically made by pension fund administrators (e.g., the U.S. Social Security System Trustees), and may be included as a memorandum item or provided in an annex to the annual budget.
 A final alternative is to estimate how large an immediate increase in the payroll tax would be required to ensure sustainable financing of a scheme over a defined (possibly infinite) time horizon.

Ultimately, it is important to recognize that such “constructive expectations” can both be diminished or expanded. Politically difficult action by a government to rein in future outlays may entail changing the ‘rules of the game’—say with respect to indexation rates, age for first pension receipt, or benefit entitlements. With the stroke of a pen, then, expectations may be changed. But equally, such expectations may be expanded. Recent UK actions to enhance the basic state pension reflected public awareness of the political infeasibility of simply indexing the state pension, as it would have implied an increasingly inadequate pension for many elderly.

Medical care and other constructive obligations: A government’s fiscal risk exposure with respect to the provision or financing of medical care is even more difficult to measure. First, governments differ strikingly in the extent of their involvement in the medical care sector. At one extreme, and with inevitable simplification, there are countries where the government both finances and provides medical care, either as a basic public service  (e.g., in Canada or the U.K.)  or as a form of social safety net (e.g., the U.S. Medicaid system for the most indigent). At another extreme, e.g., with respect to at least one important element of the U.S. system—Medicare—the government’s involvement in the financing of medical care can be said to have an explicit, contractual legislative basis. Upon satisfying certain entitlement conditions, a citizen is eligible for certain defined medical benefits.  The contractual “right” to such benefits can, in a political economy sense, be seen as deriving from a record of past contributions through the payroll tax.

In terms of the spectrum of fiscal risk exposures, the U.S. Medicare system’s obligations can be seen as being on the harder end of the implicit debt spectrum, akin to public pension obligations, given its relatively contractual nature. The U.K., Canadian and U.S. Medicaid cases, at first blush, might be seen as somewhat softer, since governments have no formal legal obligation in terms of the quality or quantity of medical services that must be provided. Indeed, in such countries, the government’s formal obligation to provide or finance medical care would not appear different from the government’s obligation to provide or finance education, public administration, or domestic and national security. 

Yet from a political economy perspective, it is difficult to argue that the nature of these obligations is significantly different in the two cases. For the U.K. or Canada, citizens certainly expect that the government will provide or finance an adequate quantity and quality of care (and for that matter, these other public services). Whether for the elderly of the U.S. or the general populations of the U.K. and Canada, government policy-makers would be hard put to ignore the prospective future expenditure obligations associated with the financing and provision of medical care.

Far more difficult however is the question of how to judge the size of this prospective budgetary obligation. First, there is the issue of determining the prospective growth of medical care outlays. Unlike pension obligations, which can be clearly linked to some employment and wage history, in the case of medical  care, the factors underlying the potential expenditure requirements are far more diverse, including demographic factors, epidemiological trends (obesity, communicable diseases), the characteristics of demand (differences across age groups in the relative demand for medical care, changing expectations as  to what medical care should be provided), and last but certainly not least, the characteristics of supply. The latter encompass the various aspects of the production of health, including the labor market and the changing technologies of production of medical care, which together have been responsible for the significant amount of medical care cost inflation in recent decades. For public sector analysts, judgments on the requirements for medical care, even assuming no change in prevailing standards of medical care, are likely to be very difficult, with a wide margin of uncertainty to be expected. With aging populations and increased longevity among the elderly, these uncertainties loom even larger.

Second, and very much related, is the extent to which governments, in principle, have significant discretion in how they choose to respond to the perceived pressures for future medical spending. Whereas changes in pension outlays may require legislative action to change the specific benefit parameters of the scheme, in the area of medical care, governments have much greater latitude in deciding on the quality and quantity of medical care to be provided and in the response time in providing it. In the U.S. Medicare example, the nature of the scheme affords less scope for such discretion than in the case of the U.K. or Canadian cases, where in principle, there is considerable latitude for altering the existing standard of care. Faced with budget constraints, governments in principle could choose to reduce the quality and quantity of care, and shift an increasing proportion of medical risks to households. 

Third, a judgment on the magnitude of the “implicit debt” associated with a government’s constructive obligations in the sphere of medical care requires a reckoning of prospective revenue availability, in order to judge whether there are “unfunded” obligations. This is most obvious in the case of systems where in principle, there is a dedicated source of funding for medical care outlays, e.g., payroll tax funding of Medicare (although even the U.S. case is a weak example, given the explicit reliance of the Medicare scheme of some level of general revenue financing). Here in principle, one can readily observe whether there is the prospect of significant deficits emerging from current contribution rates and spending patterns. Measurement of the net present value of “unfunded” obligations can thus be readily made. The implications of such a putative disequilibrium are equally obvious: either contribution rates would have to be raised to “service” these obligations or the magnitude of obligations would need to be reduced by legislative action—in effect, a “restructuring” of the implicit debt.

But far more common is the case of medical care being financed from general revenues. Here, estimates of how much of future expenditures are “unfunded” cannot be separated from a more comprehensive assessment of fiscal sustainability that also examines potential spending on other elements of a government’s budget and the overall prospects for revenue (a point also made by US CBO, 2004b). Indeed, in such countries, the same type of question could be raised as to how much of future education or national security or public administration expenditure is unfunded. The answer depends on the analyst’s assumptions on the likely growth of spending in each sphere, the overall buoyancy of revenue, and the potential fiscal space that may arise from reduced spending in other areas of the government’s budget. 

This readily explains the approach taken by fiscal analysts in judging fiscal sustainability with respect to aging populations (say, by the European Commission). Estimates are made of the likely impact, of a shift in the demographic profile, on total spending needs in sectors where outlays are age-related. The expenditure share in GDP of non-age related sectors is assumed to remain constant (as a constructive obligation of government). The resulting expenditure needs are then compared with potential revenues, based on past buoyancy estimates and holding tax rates constant. In the absence of tax increases, cutbacks in other expenditures, or reductions in age-related expenditure commitments, the financing of such expenditure increases by debt would lead to an increase in government debt levels. In effect, the aggregate gap that emerges in each year is then discounted to yield an estimate of the net present value of unfunded spending needs. This is then characterized as a measure of a government’s implicit debt in relation to the aging of its population.

Not surprisingly, public sector accountants are also wary about including such estimates as well in measures of debt on the public sector’s balance sheet.  Their resistance reflects the softness of the contractual claims of current recipients to the rights associated with these outlays. The nature of the government’s obligations in terms of the amount and quality of medical care to be provided is ultimately very fluid. 

Indeed, a key objection to quantifying and categorizing such future outlays as “implicit debt” is that the size of the implied debt would be so large that any serious analyst would have to assume that governments would be forced to change the terms of the implicit promises that are outstanding, even if it would imply blunt measures of rationing, queues, or higher co-payments. Prices would need to be raised; promised services reduced, and  restrictions placed on eligibility for coverage of given medical procedures. If the measure of the implicit debt is based on a presumption of spending levels which simply cannot be financed at remotely plausible tax rates, then a cutback in such spending will have to take place! In such cases, the measure of “implicit” debt is itself the signal for its own lack of credibility.

This being said, it would be equally disingenuous to assume complete disavowal by a government of its current policy promises in the spheres of medical or long-term care or, for that matter, other areas of expenditure for which a government has constructive budgetary obligations. A government would be under intense pressure to meet the expectations of its citizenry, formed from past standards of provision and current policies with respect to commitments on the financing of public services. To ignore these potential “obligations” would be equally questionable in terms of assessing the fiscal sustainability of a government. Estimating the magnitude of implicit debt for “acknowledged obligations” to such social insurance benefits as health and long-term care is thus in effect only the starting point for public policy analysis. The hard part is the subsequent effort to achieve reconciliation and balancing in the fiscal accounts.

The soft end of a government’s obligation spectrum

In our discussion to this point, we have moved our focus from relatively hard obligations—in the pensions sphere—to obligations and fiscal risk exposures that are more qualitatively and quantitatively uncertain—in the sphere of medical care and other public services. There is one further category of potential obligations, namely what might be called a government’s implicit contingent liabilities.” The potential for such liabilities depends in part on the nature of a government’s “social contract” with its citizens. Industrial countries in particular have evolved during the twentieth century as a kind of “social insurer” of last resort—in effect, the ultimate reinsurance agent. In some cases, this may be formalized in legislation. In most cases, the government’s response to adverse developments affecting its citizens reflects the urgency of politicians to be seen as addressing an emergency. Thus, most governments explicitly budget for “contingencies”—the expectation of a call on fiscal resources that cannot be specified ex ante. 

Is there a basis for arguing that such “obligations” might rise as a share of GDP over time? If so, then the potential fiscal costs cannot be ignored as easily and the issue of the extent of a government’s financial response must be a subject for policy consideration. 

To illustrate the possibilities, the prospect of significant climate change in coming decades will give rise to costs to society—forcing key economic sectors to adapt, responding to the impact of natural disasters (a rise in sea level, a greater intensity and frequency of rainfall, increased frequency and severity of hurricanes and flooding, etc), and confronting the effects of more extreme temperatures. Historically, governments have provided financial assistance in such situations rather than forcing the private sector to absorb all the costs of response. The extent of government involvement can obviously vary. The response of the United States Government to Hurricane Katrina was far less than one would have anticipated, though the amount of intervention has still been substantial. More rapid responses have been observed in more recent flooding episodes in the Midwest of the U.S. The explicit response to the 9/11 tragedy was also financially significant, though again at a level below what might have been envisaged from a more sympathetic political administration. In Europe, governments have proven more responsive in situations of natural calamities (e.g., the floods in 2002 in central Europe).

The political economy environment affecting the government’s response is also likely to be affected by any change in the willingness of the private insurance industry to insure against certain types of risk. Increasingly, in response to recent hurricanes and other natural disasters, the private insurance industry has begun to withdraw from covering many risks, shifting the burden in part to households and businesses, and in part to the government as ultimate reinsurance agent.
 Should the prospect that a government may be forced to finance such costs be ignored in looking at future fiscal prospects?

Other examples further illustrate the issue. In some countries, households have been induced or mandated to provide for a significant part of their old age support, either through mandated private savings schemes (U.S. 401K plans) or corporate defined benefit schemes (in both the U.S. and U.K.). Yet in the current environment, with changing estimates of the cost and frequency of the risks involved in providing such coverage, the private business sector is palpably proving less willing to insure against such risks. This can be seen in the withdrawal by many corporations from defined benefit coverage. Failure of private systems to provide such support may force the government to either be the reinsurer of last resort or the provider of additional welfare support. In the U.S., the large burden of employee pension costs on corporate balance sheets has already begun to fray the system of reinsurance under the Pension Benefit Guarantee Corporation. The prospect that the airline industry will default on its pension claims would substantially increase the financial burden on the government (Walsh, 2004; Daniel and Roberts, 2004). The significant additional burden of employee and retiree medical care costs on the balance sheets of the private corporate sector could, at some point, be repudiated, with impact on the government’s involvement, at some level, in financing a portion of these costs. 

As mentioned earlier, in the case of the U.K., the manifestation of implicit claims on the government has arisen through different channels. The Turner Commission’s report of 2006 recognized that households reliant on an inadequate state pension system would become increasingly eligible for means-tested welfare. The result was an initiative to increase the generosity of the state pension system. The burden on welfare systems in both countries may be exacerbated to the extent that the savings accumulated by households in the context of private defined contribution savings schemes prove insufficient (U.K. Pensions Commission, 2004). 

National security risks are another obvious example for which the government’s involvement may prove necessary and costly, and for which ignoring the potential claims on government would be dangerous. The costs of terrorist risks are being borne throughout the industrial world—reflected in increased security, spending on infrastructure, and increased surveillance. The events of September 11, 2001 and subsequent terrorist actions—in Madrid, Indonesia, Russia and the UK—have led to increased outlays by a number of other industrial and emerging market countries. Can one look to the future and assume the absence of a financial cost in terms of both prevention and possible responses to terrorist action or national security threats? 

Finally, the Asian crisis of 1997/98 revealed the extent to which a government may need either to “bail out” or play a role in supplementing or restructuring the capital of private sector financial institutions in the event of heightened systemic risks jeopardizing the financial viability of an economy. Unlike the earlier discussion on guarantees (e.g., deposit insurance), such actions by a government may not arise from explicit legal guarantees. (See Draghi, Giavazzi, & Merton, 2003).

In the current conjuncture, one can note the recent actions by the US Federal Reserve Board in accepting a riskier asset portfolio than would be warranted by historic practices. The willingness of the Fed to hold potentially doubtful financial assets from investment and commercial banks, in order to provide liquidity to financial markets is illustrative. These actions must be seen as weakening the balance sheets of public sector financial institutions, implying potential losses (loss of future profits) to the government.
Underlying this discussion of potential fiscal burdens is the more fundamental question of whether governments are likely to absorb some portion of the financial cost arising from the eventuation of adverse outcomes arising from different kinds of risks. Such risks include: 

· market risks--the failure of markets to produce a rate of return which would meet private sector expectations; the bankruptcy of companies that have obligations to present and former employees; more recently, the effect of adverse shocks arising from substantial and unanticipated shifts in commodity prices for which the short-run adjusted costs, at least to certain portions of society, may be high. In the current conjuncture, one has not witnessed governments actually defraying the cost of higher food or petroleum prices to the poor, but certainly there has been talk in some countries of reduced levels of taxation on petroleum products or some kinds of transfers for most affected groups.

· longevity risks--the failure of private sector agents to anticipate heightened longevity—possibly imperiling the capacity of insurance companies to meet claims on annuities, threatening private sector corporations for which the costs of retiree pension and medical costs prove larger than anticipated, or exposing households to the possibility of inadequate savings in their elderly years;

· security risks— associated with terrorist incidents, some of a potentially catastrophic nature;

· geologic-climatic risks—associated with extreme weather events, the adverse economic impact of a rise in sea level, and climatic changes affecting the economic profitability of sectors (e.g., the disappearance of snow cover for the skiing industry; a change in temperature or rainfall affecting the viability of parts of the agricultural sector);

· technology risks—associated with cost pressures arising from the pace of medical care innovations that are cost-enhancing;

Governments typically assume that private sector agents will fully bear market risks and in some cases longevity risk (in the case of annuities, and defined pension schemes). Yet private sector agents may prove unable to absorb the effects of seriously adverse tail outcomes. And the potential exposure of governments in the future may be further augmented by three factors—the broader range of risks to which the household and business sector is exposed; the rapidity at which substantially adverse shocks may be experienced; and the further shifting of many risks away from the private business sector and onto households.

Governments may have no statutory obligation to respond to many of the adverse outcomes described above. And certainly no government would entertain a policy of automatically covering all the costs associated with such risks, given moral hazard concerns. But recent history provides evidence of the political forces that have led governments to provide financial compensation as a consequence of adverse developments, whether in the form of welfare guarantees, forced recapitalization of a financial or non-financial state enterprise, or even private corporate sector, or natural calamity risk reinsurance pools. Predicting the path of future risk transfer, either from the private business sector to the government, or more indirectly, from the private business sector to households, is hardly easy. While it is possible for some situations (e.g., with respect to the recapitalization of the private financial sector (see Gapen et al, 2004)), in others, it stretches the analysis beyond risks that are sufficiently clear as to warrant the immediate attention of public policy analysts. And in reality, governments, confronted with the impact of such risks occurring, will have to reckon with the impact of budget constraints that limit the extent of their potential financial response.
 

It is not possible to readily quantify the magnitude of these potential claims for the purpose of assessing a government’s potential fiscal obligations. At best, one can provide illustrative estimates of the potential costs associated with particular types of events and highlight the need for governments and households to anticipate the potential burdens that may be implied. Such an exercise may give rise to a government taking important policy decisions in terms of providing insurance or encouraging preventive action to limit the potential for these risks to have significant financial implications. But it would be equally optimistic to examine a government’s prospective fiscal position without providing adequate fiscal leeway to respond to the potential range of challenges that are reasonably likely to occur.

These issues also extend to countries that do not have significant social insurance commitments to their citizenry. As an example, China is aging rapidly. Its previous formal social protection system in communes and state enterprises has largely broken down and the rapid aging of its population will place considerable strains on intra-household support systems. The government is aware that a new system of social protection is needed and has begun experimenting with alternative mandatory savings schemes. While it would be highly questionable to assume or quantify the extent to which support of the elderly will be a future fiscal obligation to China’s government, it would be equally dangerous for a public policy analyst to ignore the possibility that it will need fiscal space to address these issues in the future.  

Tacking account of the assets of a government 

Finally, in assessing a government’s balance sheet, one must also recognize the relevance of “passively assumed” revenue assets. Typically, in the same way as governments would not include on their balance sheet the net present value of future outlays on national security and education—outlays for which governments are largely committed and which are of a recurring nature—the stream of future revenues is equally excluded. Yet in looking at the array of potential claims, it should be obvious that a key issue in assessing fiscal sustainability is the size of the revenue stream that a government can realistically assume. If there is obvious room for a government to introduce policies to raise the tax share in the economy, these risks will prove less problematic than if the tax share is already at the bounds of what is reasonable and competitive for an economy to sustain.
 Judging these bounds is difficult. Heller (2003) argues that in a number of European economies (e.g., Denmark and Sweden), a higher tax share would appear highly improbable on political economy as well as efficiency grounds. 

III. Empirical estimates of government debt and constructive obligations

Virtually all estimates of government debt focus on the harder end of the spectrum of obligations and risk exposures described in the preceding section. Official estimates principally relate to explicit debt but sometimes extend to various efforts to capture the firmer elements of implicit debt related to pension obligations and, sometimes, medical care.  It is relatively straightforward to obtain cross-country estimates of gross and net public debt. The IMF, the OECD, and the European Commission all provide estimates for industrial countries (Table 1) and the IMF (2003) has recently described the size and 

	Table 1. General Government Gross and Net Debt in the OECD: 2007

	(in percent of GDP)

	
	
	
	

	 
	Gross Debt
	 
	Net Debt

	
	
	
	

	Australia           
	15.1
	
	-5.1

	Austria
	67.6
	
	39.8

	Belgium
	87.5
	
	72.5

	Canada              
	66.8
	
	24.5

	Czech Republic
	35.3
	
	4.3

	Denmark             
	30.6
	
	-1.7

	Finland
	47.9
	
	-61.4

	France
	73.7
	
	41.2

	Germany
	68.8
	
	50.2

	Greece
	89.7
	
	64.3

	Hungary             
	74.2
	
	51.8

	Iceland             
	31.0
	
	8.7

	Ireland
	30.2
	
	1.0

	Italy
	118.9
	
	93.7

	Japan               
	179.0
	
	86.3

	Korea
	33.0
	
	---

	Luxembourg
	12.8
	
	---

	Mexico 1/
	43.8
	
	36.1

	Netherlands
	59.2
	
	33.4

	New Zealand         
	23.4
	
	-9.7

	Norway
	40.7
	
	-167.8

	Poland              
	48.1
	
	---

	Portugal
	73.9
	
	46.7

	Slovak Republic     
	35.5
	
	---

	Spain
	42.9
	
	21.9

	Sweden
	50.2
	
	-17.4

	Switzerland 1/         
	44.0
	
	43.5

	Turkey 1/
	42.8
	
	38.9

	United Kingdom      
	47.2
	
	40.3

	United States
	62.4
	
	44.2

	
	
	
	

	  G7
	77.9
	
	51.3

	  EU 12
	69.6
	
	48.5

	  OECD
	73.9
	 
	43.2

	Source: OECD Economic Outlook.
	
	

	1/ World Economic Outlook, International Monetary Fund.

	Aggregate averages calculated using purchasing power parity GDP.


composition of public debt for emerging market countries (Table 2). The data suggests that a number of industrial countries have debt levels that exceed the Maastricht criteria. These include Italy, Belgium, Greece, and Japan etc.  Many emerging market countries also exhibit such high debt levels. Even where debt levels are low, a government may be financially vulnerable if a significant share of its debt is in relatively short maturities and/or denominated in foreign currencies (IMF, 2003).

Far less data exist that capture measures of implicit debt. Some countries, international organizations, and academic researchers have sought to measure the harder forms of such debt in terms of the net present value of unfunded obligations. More frequently, analysts have sought to shed light on the magnitude of potential future fiscal disequilibria.

One approach estimates the magnitude of increased expenditure, as a share of GDP, arising from the net impact of aging populations, given current legislative commitments and holding nonaging factors constant. A sub-variant of these projections goes further, adding additional assumptions on the potential impact of some non-age related factors. Typically, on the expenditure side, this relates to measures of medical care cost inflation which in many industrial countries, is adding to the pressures arising from aging itself. Of course, other factors relevant to measuring the prospective increase in the ratio

of expenditure include assumptions on the growth rate, demographic patterns, labor force participation rates, etc. 

Table 3 provides alternative measures, from various official sources—the European Commission (2004), the IMF, or country sources, of the projected change in primary (i.e., noninterest) budgetary outlays arising principally from aging pressures. Sometimes these estimates take account of a possible reduction in expenditure on education due to a smaller pool of young to be educated. Other times, these estimates are partial, encompassing only the impact of aging populations on pension outlays. European Commission estimates suggest an increase in the share in GDP of age-related expenditure during the period 2000-2050 that ranges from as low as 1-2 percent for such countries as Italy, Portugal, U.K., and Austria, to an intermediate range of 4-7 percent of 

	Table 2. Total Public Debt in Emerging Market Economies(2002) (as percent of GDP)

 

	

	
	Total Debt
	Share of External in Total
	
	Total Debt
	Share of External in Total

	Argentina
	149
	
	64
	
	Nigeria
	90
	
	76
	

	Brazil
	56
	
	26
	
	Pakistan
	96
	
	56
	

	Bulgaria
	62
	
	90
	
	Russia
	35
	
	82
	

	China
	26
	
	16
	
	South Africa
	39
	
	20
	

	Egypt
	58
	
	48
	
	Thailand
	55
	
	34
	

	Lebanon
	178
	
	45
	
	Colombia
	56
	
	57
	

	Malaysia
	70
	
	40
	
	Cote d'Ivoire
	92
	
	86
	

	Mexico
	48
	
	33
	
	Ecuador
	58
	
	81
	

	Peru
	45
	
	78
	
	Morocco
	71
	
	32
	

	Turkey
	80
	
	40
	
	Panama
	63
	
	83
	

	Uruguay
	84
	
	75
	
	Philippines
	99
	
	43
	

	Venezuela
	46
	
	73
	
	Poland
	46
	
	...
	

	Chile
	21
	
	52
	
	Ukraine
	35
	
	71
	

	Croatia
	51
	
	59
	
	India
	84
	
	10
	

	Hungary
	57
	
	47
	
	Indonesia
	81
	
	56
	

	Korea
	37.2
	
	10
	
	Jordan
	77
	
	105
	

	 
	
	
	
	
	Costa Rica
	37
	
	42
	


Source: IMF (2003)

	Table 3. EU Countries: Projected Changes in the Expenditure and Revenues: 2008-2050

	Age-related Expenditure
	Tax Revenues
	Net Change

2008-50

	Pension
	Health Care
	Education
	Other Age-Related Expenditure
	Total
	
	

	Belgium 1/
	3.8   
	
	2.8
	
	-0.4
	
	-1.7
	
	4.5
	9.0
	0.0
	
	4.5
	

	Denmark*
	1.4
	
	2.4
	
	-0.3
	
	1.9
	
	5.4
	
	2.5
	
	2.9
	

	Germany 1/
	3.9
	6.7 
	1.2
	
	0.2
	
	-0.2
	
	5.1
	
	0.9
	
	4.2
	

	Greece**
	10.3
	
	1.5
	
	-0.1
	
	-0.2
	
	11.5
	
	0.0
	
	11.5
	

	Spain
	5.0
	
	1.5
	
	-0.3
	
	-0.2
	
	6.0
	
	0.0
	
	6.0
	

	France 1/
	1.8
	5.3
	1.0
	
	-0.4
	
	-0.3
	
	2.1
	
	0.0
	
	2.1
	

	Ireland**
	3.7
	
	1.7
	
	-0.8
	
	-0.1
	
	4.5
	
	0.0
	
	4.5
	

	Italy
	0.1
	
	1.7
	
	-0.4
	
	-0.1
	
	1.3
	
	0.0
	
	1.3
	

	Luxembourg
	1.9
	
	0.0
	
	0.0
	
	-0.1
	
	1.8
	
	0.0
	
	1.8
	

	Netherlands
	3.5
	
	3.0
	
	-0.1
	
	0.3
	
	6.7
	
	2.9
	
	3.8
	

	Austria
	0.4
	
	1.2
	
	-0.6
	
	0.5
	
	1.5
	
	0.0
	
	1.5
	

	Portugal
	0.8
	
	0.8
	
	-0.3
	
	0.0
	
	1.3
	
	0.0
	
	1.3
	

	Finland
	2.9
	
	1.0
	
	-0.4
	
	1.5
	
	5.0
	
	0.0
	
	5.0
	

	Sweden**
	0.9
	
	2.4
	
	0.5
	
	2.9
	
	6.7
	
	0.4
	
	6.3
	

	U.K.***
	0.2
	
	2.0
	
	0.0
	
	0.1
	
	2.3
	
	0.0
	
	1.4
	

	Norway****
	
	
	
	
	
	
	10.5
	
	
	
	
	
	
	

	Japan
	
	
	4.0
	
	
	
	
	
	
	
	
	
	
	

	Canada
	
	
	7.0
	
	
	
	
	
	
	
	
	
	
	


 Source: European Commission (2004), p. 41; *: 2011 replaces 2008; **:2007 replaces 2009; ***2009 replaces 2008; **** 2003 to 2040;1/ Independent IMF estimates for Germany, France, Norway, Japan, and Canada
GDP for Belgium, Netherlands, Germany, Spain, and Sweden, to a high of 10-12 percent of GDP for Greece and Norway (European Commission, 2004; IMF for Norway). IMF estimates suggest an increase in health expenditure in Canada of 7 percent of GDP, respectively, between 2000 and 2050, almost all of which relates to aging factors (IMF, 200?)). Similar estimates for Japan suggest an increase in health expenditure between 2004 and 2024 of 4 percent of GDP. For the United States, a Congressional Budget Office Report (U.S. C.B.O., 2003) provides a number of potential scenarios for primary spending, with both aging and nonaging factors taken into account. The extent to which health care inflation can be contained and other expenditures moderated are the key outstanding questions. Using their intermediate scenario (where “the cost growth [of health care] appears far likelier to average more than 1 percent annually over the next 50 years than to fall below that level”) and with defense expenditures halving between now and 2050 as a share of GDP, primary spending in the U.S. would rise between now and 2050 by about 6.5 percent of GDP. In the higher spending path (where Medicare and Medicaid expenditure grows at past rates), the CBO scenario projects US primary expenditures rising by about 16 percent of GDP!

A second category of analysis measures the magnitude of public debt which would prevail if tax ratios and other expenditure categories were held constant to GDP. Such an approach thus takes account of the impact that higher debt-financed primary expenditures would have on interest outlays, and thus on overall expenditure levels looking ahead. Thus, the rising expenditure shares are assumed to be financed by higher debt. Such analyses critically start with an assumption on the prevailing fiscal policy stance of the country concerned, and assume that, but for the aging-related pressures, the current fiscal stance would be unchanged. Thus, for countries currently running a high primary fiscal surplus (e.g., Italy and Belgium), such a stance is assumed to be maintained thereafter but for the change in age-related outlays. Thus, a present position of surplus (deficit) would result in an increase (decrease) in assets over time, unless offset by the emergence of a reduced balance associated with growing age-related expenditures.

Kremer’s study for Standard and Poor’s (Kremer, 2004) is illustrative of this approach.  His results, shown in Table 4, indicate general government debt ratios rising sharply through 2050 in a number of countries. Germany, France, Netherlands Portugal, and 

New Zealand show debt levels five times higher as a share of GDP than presently, with levels in the 200-300 percent of GDP range. The ratio for the U.S. more than triples, rising to 158 percent of GDP. Japan’s ratio rises from 144 percent of GDP today to 738 percent of GDP by 2050! These results are affirmed in other analyses. The aforementioned CBO study provides scenarios that show that with tax ratios roughly at current levels (actually slightly higher), the U.S. Federal government’s debt to GDP ratio will rise to close to 200 percent of GDP by 2050 and, if health outlays are not controlled from their current growth pace, will reach 200 percent of GDP even earlier, by 2035, with much higher levels by 2050. IMF estimates for France largely reaffirm Kremer’s results. The European Commission’s estimates (Table 5), when based on a starting point of the 2003 budget scenario (but using a baseline of 2008), show results that for many countries (though not all ) suggest debt levels even higher than calculated by Kremer.
 

A third category of analysis seeks to judge what sustained change in the primary fiscal balance would be necessary, up front, in order to maintain the net public debt level at existing levels (an approach owing to Buiter and Blanchard). Such an approach yields either a measure of the “tax gap” of the “primary gap.” The former (latter) equals the amount of permanent adjustment to the tax to GDP ratio (the primary balance to GDP ratio) that would be needed to ensure that the discounted flow of future net primary surpluses matches the current level of public debt. If an adjustment is necessary, a further accumulation of public debt is implied in the future. 

	Table 4. Evolution of General Government Debt in the Absence of Further Adjustment

 (In percent of GDP, 2000-2050)  1/


	
	2000
	2010
	2020
	2030
	2040
	2050

	
	
	
	
	
	
	
	
	
	
	
	
	

	Australia
	17
	
	0
	
	(5)
	
	6
	
	30
	
	68
	

	Austria
	67
	
	56
	
	44
	
	50
	
	74
	
	104
	

	Belgium
	110
	
	70
	
	44
	
	50
	
	73
	
	92
	

	Canada
	82
	
	45
	
	36
	
	60
	
	102
	
	136
	

	Czech Republic
	19
	
	70
	
	122
	
	201
	
	321
	
	490
	

	Denmark
	47
	
	29
	
	40
	
	69
	
	104
	
	125
	

	Finland
	45
	
	28
	
	24
	
	48
	
	91
	
	144
	

	France
	57
	
	70
	
	89
	
	131
	
	190
	
	260
	

	Germany
	60
	
	70
	
	85
	
	128
	
	203
	
	307
	

	Greece
	103
	
	66
	
	41
	
	68
	
	145
	
	275
	

	Hungary
	57
	
	56
	
	53
	
	59
	
	73
	
	101
	

	Ireland
	39
	
	19
	
	13
	
	23
	
	42
	
	65
	

	Italy
	110
	
	91
	
	73
	
	69
	
	80
	
	89
	

	Japan
	144
	
	204
	
	287
	
	399
	
	536
	
	718
	

	Korea
	36
	
	17
	
	(9)
	
	22
	
	85
	
	171
	

	Luxembourg
	5
	
	(3)
	
	(8)
	
	4
	
	25
	
	35
	

	Netherlands
	57
	
	48
	
	46
	
	76
	
	144
	
	232
	

	New Zealand
	37
	
	19
	
	15
	
	44
	
	116
	
	216
	

	Norway
	34
	
	(41)
	
	(136)
	
	(83)
	
	31
	
	139
	

	Poland
	40
	
	59
	
	81
	
	131
	
	212
	
	325
	

	Portugal
	53
	
	69
	
	87
	
	125
	
	192
	
	278
	

	Spain
	61
	
	31
	
	6
	
	1
	
	21
	
	60
	

	Sweden
	55
	
	32
	
	14
	
	21
	
	43
	
	59
	

	U.K.
	41
	
	32
	
	17
	
	17
	
	32
	
	55
	

	U.S.
	51
	
	47
	
	40
	
	57
	
	95
	
	158
	

	
	
	
	
	
	
	
	
	
	
	
	
	


1/ Projections relate to a base year of 1999-2003, and assume that in every country, the average fiscal stance during 1999-2003 is maintained in every year going forward (excluding the effect of incremental future age-related expenditures and changes in the debt service bill originating from declining or rising government debt levels relative to 2003. Source: Kremer (2004)
In principle, this kind of measure gauges whether future fiscal obligations are unfunded at current tax rates. Such estimates are of course sensitive to the time period over which fiscal equilibrium is sought. Some measures focus only on the next 50-75 years, others look to an infinite time horizon. European Commission estimates (Table 6), again based on the 2003 budget scenario, suggest that tax shares would need to be raised by 2-4 percent of GDP in a number of countries to ensure no increase in debt levels in 2050 

	Table 5. Projected Evolution of Debt Levels up to 2050  1/

(as a percent of GDP)

	
	2003
	2010
	2030
	2050

	Belgium
	
	102.3
	
	
	67.2
	
	
	-35.7
	
	
	-114.0
	

	Denmark
	
	42.7
	
	
	6.9
	
	
	-65.5
	
	
	-131.9
	

	Germany
	
	64.0
	
	
	74.3
	
	
	156.5
	
	
	336.6
	

	Greece
	
	101.7
	
	
	72.2
	
	
	52.4
	
	
	181.0
	

	Spain
	
	51.8
	
	
	31.6
	
	
	-21.4
	
	
	-12.4
	

	France
	
	61.4
	
	
	71.8
	
	
	142.1
	
	
	288.0
	

	Ireland
	
	33.1
	
	
	27.0
	
	
	50.1
	
	
	138.4
	

	Italy
	
	106.0
	
	
	92.0
	
	
	82.7
	
	
	107.8
	

	Luxembourg
	
	4.9
	
	
	-3.9
	
	
	-35.7
	
	
	-47.8
	

	Netherlands
	
	54.0
	
	
	53.8
	
	
	88.7
	
	
	185.9
	

	Austria
	
	66.4
	
	
	55.1
	
	
	26.1
	
	
	18.4
	

	Portugal
	
	59.5
	
	
	60.9
	
	
	72.1
	
	
	127.6
	

	Finland
	
	-14.6
	
	
	-52.8
	
	
	-79.5
	
	
	-88.6
	

	Sweden
	
	33.0
	
	
	15.2
	
	
	19.8
	
	
	97.6
	

	U.K.
	
	39.3
	
	
	45.3
	
	
	89.5
	
	
	177.5
	


1/ The baseline for the projections is FY 2008, and the projection assumes that the cyclically adjusted primary balance in 2008 remains the same as the 2003 level (except for the projected age-related expenditure trends). Source: European Commission (2004), p. 43.

	Table 6. EU Countries: Results of the Sustainability Gap Indicators



	
	2003 Budget Scenario

	
	
	  S1
	
	S2
	

	Belgium
	
	-5.1
	
	
	-1.0
	
	

	Denmark
	
	-2.0
	
	
	-1.3
	
	

	Germany
	
	4.4
	
	
	4.4
	
	

	Greece
	
	2.3
	
	
	3.8
	
	

	Spain
	
	-0.3
	
	
	0.6
	
	

	France
	
	3.6
	
	
	3.5
	
	

	Ireland
	
	2.2
	
	
	2.5
	
	

	Italy
	
	1.1
	
	
	1.3
	
	

	Luxembourg
	
	-1.2
	
	
	-1.1
	
	

	Netherlands
	
	2.6
	
	
	2.7
	
	

	Austria
	
	0.2
	
	
	0.5
	
	

	Portugal
	
	1.6
	
	
	1.8
	
	

	Finland
	
	-1.1
	
	
	-2.8
	
	

	Sweden
	
	1.4
	
	
	1.0
	
	

	U.K.
	
	2.8
	
	
	3.1
	
	


Source: European Commission (2004), p. 43.
Note: S1 measures the difference between the current tax ratio and the tax ratio that ensures a debt level in 2050 as resulting from a balance budget position over the projection period. A positive sustainability gap indicates that there is a financing gap to reach this debt level in 2050. S2 indicates the change needed in tax revenues as a share of GDP that guarantees the respect of the inter-temporal budget constraint of the government, i.e., that equates the actualized flow of revenues and expenses over an infinite horizon.
relative to the current position (Table 6). The estimates for France and Germany are affirmed in similar kinds of analyses undertaken by the IMF in its surveillance work. Earlier estimates by Frederiksen  (2003) based on OECD data equally suggest the size of the outstanding gaps. The CBO (2003) study indirectly suggests how much tax adjustment would be needed in the U.S., since it provides scenarios whereby, with a higher revenue share, federal debt levels fall rather than rise sharply as noted earlier. Essentially, the alternative scenario implies that taxes would need to be about 6 percent of GDP higher by 2050; this of course overstates the magnitude of tax increase that would be required up front.

A variant of this last approach measures the ratio of the net present value of unfunded additional expenditures over some specified time horizon, to the net present value of future GDP. This ratio is conceptually analogous to the Buiter-Blanchard fiscal sustainability measure. Gokhale and Smetters (2003) have computed such a measure for the U.S., providing an estimate of the net present value of real overall Federal government fiscal imbalances under alternative assumptions on different programs. Their results suggest a range of $29 to $64 trillion, or a central scenario of $45 trillion--about 6.5 percent of the net present value of future GDP.

III. Concluding thoughts

Have government debt levels reached dangerous levels in some countries? Certainly, the existing data on explicit debt levels for many countries suggests there is room for concern. But a key message of this paper is that an examination of a government’s explicit debt is only the starting point for providing an answer. This clearly emerges from the less hard, but persuasive evidence of many analysts on the size of prospective fiscal obligations associated with aging populations. But it is also the implication of our argument that a government’s balance sheet does not adequately convey the pressures that will determine the sustainability of a government’s fiscal position.

 In the same way as the asset side of the ledger does not (and should not) capture the present value of the stream of revenues which a government can, with a high degree of likelihood, receive, the balance sheet does not capture the net present value of the likely stream of expenditure obligations of a government. As minimum, this is the case for those governmental functions for which there would be little dispute of their relevance –public security, education, judicial functions, etc., where the government has what we have termed a “constructive budgetary obligation.” But as we have noted, this gap in coverage extends to other types of obligations, some quite hard and others more implicit and difficult to quantify and often even to specify. Estimates of a government’s explicit debt underestimate the magnitude of such obligations. In effect, such estimates ignore a spectrum of fiscal obligations, which are critical to any assessment of the robustness of a government’s fiscal position over the medium to long term. 

Confronted with a spectrum of explicit and implicit debt as well as risk exposures, the challenge for policy analysts makers is to judge their potential magnitude and the implications for fiscal sustainability. Advocating a binary choice—only explicit debt counts and the rest to be ignored—is certainly unsatisfactory in terms of gauging the constructive fiscal obligations of a government. The formal position of the public sector accountant community that most public pension or medical care obligations to active workers should not be included as debt may both be legally valid and practically justified in terms of the difficulty of quantification. But such a position nevertheless ignores the strength and character of the political economy obligations of a government. For a government to formally and completely dismiss a mid career worker’s past contributions and to assert no claim on citizen’s expectations in certain spheres would imply that a government’s fiscal position had reached catastrophic proportions. 

Yet policy analysts also understand that when the scale of a government’s prospective obligations is fiscally unsustainable, in terms of the implied level of debt or required increase in tax rates, the numbers can only suggest that there is a critical need for policy change. These may relate to changes in legislative benefit parameters (e.g., in a reduced indexation formula or a phased-in delay in the retirement age or in the level of the replacement rate) or discretionary changes in nonparametric programs of government spending in a given sphere (e.g., the coverage and content of the medical care allowable under a state-run medical insurance program; or the implied queues for discretionary medical procedures). The implication is that in assessing the spectrum of “implicit” debts and fiscal risks to which a government is exposed, the challenge ex ante, in coming to terms with their magnitude, is to gauge what fraction of these debts and exposures to risk are politically necessary for a government to honor.

This implies that a critical issue for politicians and policy makers is to determine what might be a “politically and economically viable” tax share—the tax ratio that can be realistically reached and sustained over the long-term. Serious policy analysis in relation to these risks cannot occur in the absence of clarification of the magnitude of revenues that can be realistically seen to be available to a government. As noted, I have argued that there are limits in the size of the tax ratio in GDP to which any country can aspire, and indeed that a number of European governments have already most likely reached those limits. Globalization pressures are likely to further reduce the economic viability of even these tax shares over time. Yet for a number of countries, there may still be room for an increase in the tax ratio, at least when cross-country comparisons are made as to what is economically (if not politically) viable. Thus, in the United States, an increase in the tax share is certainly plausible. Limiting the scope for policy action on the basis of the existing tax burden would be unnecessarily restrictive. Taking account of the tax share that can be plausible entertained, it is possible to then make an assessment of the magnitude of fiscal gap, between plausible revenues and prospective fiscal obligations that is not simply not ”payable,” with due account taken on the desired degree of fiscal leeway that a government should ensure.
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� Accountants treat guarantees on the balance sheet as a provision—a liability of uncertain amount and timing. 


� One should note that there is a quite widespread trend in the last decade for governments to start publishing information on such guarantees.


� Alternatively, one could place the NPV of the stream of contributions on the asset side of the ledger and the NPV of the stream of obligations on the liability side (in the sense of a constructive obligation).


� This does not mean that there are not many contentious issues associated with the measurement of such obligations There remains much controversy in the regulatory and private corporate sectors as to the appropriateness of the assumptions being made by corporations as to the interest rate at  which pension obligations should be discounted, or the return that is assumed to be earned on the equity assets held by pension funds (see Walsh and Labaton, 2004).


� Of course, one could make the same case concerning the “hardness” of obligations to the holders of government bonds. The number of sovereign defaults in recent years by important emerging market countries suggests that such obligations can also end up being diminished on a government’s books.


� This does not mean that there is not uncertainty on the amount and timing of a government’s obligations. While actuaries can make reasonable estimates of the likely pattern of retirements and longevity of retired workers, and assumptions can be made about the prospective growth in wages, assumptions on prospective fertility rates and the size of the future contributing labor force are far more conjectural.


� In effect, the value of accumulated rights of workers on the basis of their past contributions is estimated, and as in Chile’s pension reform, “recognition bonds” could be given that would earn interest and would mature at the time of a legally mandated retirement age. The value of such bonds would then be a form of explicit debt.


� For schemes that are wholly funded by general revenues, estimates of the “unfunded” liability of the scheme cannot be made. 


� More sophisticated analyses can be undertaken as well that seek to assess the robustness of these point estimates: stochastic analyses can judge the probability of a given measure of the debt or of the magnitude of required tax increase.


� This can be seen in the extent of the limits in coverage and magnitudes of deductibles for property claims by the insurance industry (Hamman, 2004).


� Conceptually, the recognition of such potential claims as a political risk exposure has an analogue with the arguments of environmental economists in presenting so-called “green” national income accounts. Measures of national income growth are adjusted if there has been a drawing down of a country’s environmental capital, e.g., through deforestation, depletion of other natural resources, and air pollution. If these negative adjustments are effectively stock adjustments—a reduction in the natural resource capital of a country—then these reductions in a country’s net asset position are fully analogous to a reduction in net assets associated with the accumulation of financial liabilities. Climate change similarly represents the building up of net claims with adverse effects on sectors and infrastructure whose bill will come due several decades in the future. It is certainly an important policy issue as to the locus of the burden—fully borne by households and the private business sector, or, directly or indirectly, through the government defraying some of the costs that may be difficult for a sector or region to absorb.


� This point has been recently made for Japan (Broda and Weinstein, 2004).


� In some cases, restrictions might be placed on the extent of asset buildup, reflecting the view that beyond a certain point, politicians react to excessive surpluses or asset holdings by reducing tax ratios (Kremer, 2004). 


� Comparison of the Kremer and European Commission results also reveal the sensitivity of projections to the assumed starting point and baseline fiscal stance that is assumed to be maintained (excluding the impact of age-related factors).
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