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Addressing Long-Term Fiscal Challenges 

in an Interconnected World

Peter S. Heller

Many countries are confronting a slowly gathering fiscal storm. For some the consequences are years, possibly decades away. For others the fiscal threats are much closer. Some of the threats reflect structural trends arising from a country’s demographics, sociology, location, or economic profile. Others reflect the way in which a country’s policies or economic situation is influenced by its interdependence with the world economy or by the forces of globalization. But the concatenation of the underlying structural trends already apparent today suggests that policymakers must confront and anticipate these long-term challenges. How they do so will depend on the country, the preferences and capacities of its people and institutions, its policy commitments, and the challenges that it faces.

This chapter surveys some of these long-term challenges and examines how policymakers could begin to address their fiscal implications. Its main message is that governments have an important domestic responsibility to take account of long-term risks by considering both the current aggregative fiscal policy stance and the specifics of policy and transfer programs. Governments also need to leave adequate fiscal leeway to deal with predictable and the unpredictable developments over the next several decades. 
These steps are important preconditions for exploring mutually beneficial cooperation at the international level. To the extent that these challenges are shared, governments need to work together internationally to understand how these common problems will influence the economic context and the assumptions on which they make decisions. Especially when countries’ needs are complementary, there is scope for cooperation—both behind national borders through concerted domestic action and at the international level through regional and multilateral efforts—to find common solutions and avoid undesirable cross-border spillover effects. 

This chapter introduces some of the principal transformative issues of the next several decades, examining two with global significance: population aging and climate change. It outlines possible policy responses and the likely fiscal implications. It considers how governments can better take account of long-term issues in their fiscal policymaking process through changes in analytic methods. It examines some policy reforms that address both the aggregate fiscal situation and the content of specific government policies viewed from a long-term perspective, and proposes several concrete steps in response to political economy considerations. The chapter then considers how governments, through strengthened multilateral policy coordination, can develop mutually beneficial solutions to many long-term fiscal challenges. 

Principal transformative issues of the 21st century 

Several social, economic, and environmental developments can be expected over the next few decades. They include the aging of many populations; disease outbreaks, both new and resurgent; climate change; natural resource scarcities, including increasingl limits on the world's oil reserves; “technology revolutions” that create bursts of productivity growth but also pose new risks; greater tax competition; and various cultural and political challenges, including international terrorism and tensions and conflicts associated with globalization. Many of these trends are already well under way and likely to affect many countries in the same rough time frame (box A. 1 in the annex provides a more detailed overview of these trends). Most are likely to have significant structural economic effects across industrial and developing countries. Some may have substantial global effects. Many will have significant fiscal implications, even if their magnitude is uncertain. Besides these identifiable, if not wholly predictable, developments, other less foreseeable disruptive trends and events are likely to emerge, as they have throughout history. Governments, as responsible stewards, need to be prepared for both kinds of challenges.
To get a clearer sense of the intergenerational and international dimensions of these trends and their potentially significant fiscal ramifications over the long horizon, two issues are examined in more detail—population aging and the possible effects of climate change. 

Population aging

Perhaps the most important emerging long-term issue that governments face is also the most predictable: the aging of populations, particularly in industrial countries, reflecting rising life expectancies and sharp declines in fertility (the demographic effects of which are illustrated in figure 1). Emerging market and developing countries will experience a comparable aging phenomenon, albeit with a lag of about a decade or so during which some will initially see a substantial increase in their productive labor force. For many developing countries, however, particularly in South Asia, the Middle East, and Africa, the more immediate demographic challenge will be a growing young and working-age population urgently seeking jobs (figure 2). If those jobs are lacking, the result would be high unemployment rates that could provoke social and political instability, which could easily spill across borders. Pressures for migration to the aging, more developed areas of the world will be intense. The challenge is whether these pressures can be productive for both source and receiving countries, or whether they lead to destabilizing conflict and brain drain.
Figure 1. Projected share of the elderly in the population by region, 2025 and 2050
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Note: Elderly refers to people ages 65 and older.

Source: United Nations 2003.
Figure 2. Projected share of youth in the population by region, 2025 and 2050
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Note: Youth refers to people ages 15–24.

Source: United Nations 2003.
Graying populations will have their most profound and immediate implications for government budgets in most industrial countries. Social insurance programs oriented to the elderly, including guaranteed public pensions, health care (either insured or directly provided by the state), and long-term nursing care already command a large share of government budgets. This share will grow in the next few decades—and it will grow even faster if escalating medical costs are not restrained. A study of 12 industrial countries estimates that the cost of public benefits for the elderly could double on average, from about 12 percent  to 24 percent of GDP between 2000 and 2040 (Jackson and Howe 2003) (figure 3). 
Figure 3. Cost of public benefits for the elderly for selected industrial countries, 

2000 and 2040 (percent of GDP)
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Source: Jackson and Howe 2003, p. 7.
The effects of aging populations in the industrial countries will be felt worldwide. The simultaneous graying of countries that now account for a substantial share of the world’s output can be expected to put pressure on global interest rates: downward at first, as relatively prosperous middle-age workers increase their retirement savings, and then upward, as they consume their accumulated savings in retirement. These trends may make it harder for these workers to save enough for retirement, leading to demands on the public purse to make up the difference. Depending on how countries respond, these trends could affect global capital markets, with impacts on industrial and developing countries alike.

Climate change

While there is greater uncertainty about the extent of future climate change and its physical and economic effects than there is about population aging, there is no scientific doubt that climate change will occur. Greenhouse gases are projected to raise average global temperatures by 1.4–5.8 degrees Celsius over this century (IPCC 2001b, p. 8). Warming of this magnitude will have substantial effects on the world’s natural resources, primarily its arable land area and biodiversity. 

Other impacts will arise from the greater frequency and severity of hurricanes and other extreme weather events, which are projected to result in substantial economic losses and pressure on insurance systems (figure 4). In the last 50 years, global economic losses due to extreme weather events have increased tenfold, from an average of $4 billion a year in the 1950s to roughly $40 billion a year in the 1990s. The insured portion of those losses increased from negligible levels to about $9.2 billion a year. In view of changing risk patterns the global insurance industry will need to reevaluate what risks it can realistically cover and what premiums it will need to charge. The role of government, as the ultimate reinsurer, will likely become the subject of pressing debate.

Figure 4. Global costs of extreme weather events, 1950–99
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Source: IPCC 2001a, p. 42.

What are the potential fiscal implications of climate change? First, the rate of change will likely be gradual, allowing countries to adapt if they act soon. Second, like population aging, climate change will affect coun​tries differently. Some, such as the United States and Canada, may even benefit in net terms. However, deve​l​op​ing countries will suffer disproportionately because they tend to be located in the tropics and along the equator, where climate change is likely to do the most damage. Furthermore their economies depend heavily on agriculture and their large cities lie mostly in coastal areas, which are vulnerable to rising sea levels, flooding, and other effects of extreme weather events. One recent estimate suggests that when the concentratin of carbon dioxide in the atmosphere reaches twice the preindustrial level—now projected sometime in the second half of the 21st century— the aggregate global costs will be significant, equalling $670–$890 billion a year (stated in  purchasing power parity terms for 2000) , or the equivalent of 1.5–2 percent of world GDP. Industrial countries are projected to lose 1–1.5 percent of GDP and developing countries about 2–9 percent (Conceição 2003).
Much of the worldwide burden of climate change will fall on the private sector. But govern​ments are also likely to bear some costs, including those of adapting public infrastructure, preventing and dealing with the spread of tropical diseases, conducting agricultural research, reset​tling populations from low-lying areas, and providing emergency assistance when extreme weather events or other catastrophes occur. 

Meanwhile, both governments and private firms face the costs of preventing further climate change by taking actions to stabilize or reduce greenhouse gas concentrations. Reducing carbon dioxide emissions by an average of 5 percent below 1990 levels by 2008–12, as called for by the Kyoto Protocol, is expected to cost around $125 billion a year (IPCC 2001b, p. 25).
 And even if the Kyoto Protocol is ratified, the world still faces the challenge of how to induce developing countries—particularly some of the large, faster growing emerging market countries, notably India and China—to invest in production and consumption technologies that foster reduced greenhouse gas emissions. 

The way forward

There are no silver bullets for resolving the long-run challenges. Policymakers not only confront large prospective aggregate deficits. They must also deal with considerable uncertainty about the deficit size, a multiplicity of underlying factors, and political institutions prone to myopia. And they must do so in a global market environment, where their policy decisions are affected by the actions of other countries. A multipronged strategy is thus required. 

The broad task will include at least four critical steps, three at the national level and one requiring international cooperation. The first is to place budget analysis and decisionmaking within a long-term perspective. The second step is to identify fiscal policy areas for concrete domestic actions. The third step responds to political economy considerations by developing sound national institutional processes for framing budget policy decisions that address long-term concerns and by building on independent or international surveillance functions. The fourth step focuses on possible cooperation with other countries, as appropriate and justified by clear national benefits. 

Taking a long-term analytical perspective 

Before the impact of new developments on the horizon can be taken into account, a country needs to determine whether the budget is on a sustainable path. Such assessments judging whether the current primary fiscal balance (the balance—surplus or deficit—exclusive of interest payments), if maintained, would increase the ratio of public debt to GDP. Countries also need to broaden their analysis to include the implicit debt arising from long-term policy commitments that can be identified but does not yet appear on a government’s books. For example, the contributions that workers make to a public pension program or medical insurance that entitle them to receive benefits at retirement are recorded now as current government revenue on its income statement, but the corresponding obligations to provide future benefits are not shown as a liability on a government’s balance sheet. 

The latitude that a government has to vary the scope of these obligations needs to be entered into the analysis. Obvious uncertainties make estimating implicit obligations an unwieldy exercise, but without some accounting for them, the government’s fiscal picture is dangerously incomplete and misleading. Account also needs to be taken of potential liabilities—areas where a government has no obligations today but may be compelled to take them on in the future. For example, contingent liabilities may arise from government guarantees of state enterprise debt or the deposit insurance system. More problematic are contingencies for which the government has no explicit commitment but on which it may be expected to intervene nonetheless. Identifying these requires an honest and comprehensive assessment of the government’s role in society (without creating too much of a moral hazard). 

Such extended fiscal accounting can be structured as a balance sheet summarizing the government’s assets and liabilities, including accrued and contingent liabilities, discounted to the present. Or it can be accomplished through long-term projections. Many governments (and the International Monetary Fund) already construct fiscal projections for the medium term. Several industrial countries make 10–30 year (if not longer) projections of their fiscal balance, at least for certain parts of the budget such as the major social insurance schemes. (See box 1 for some examples.) 

Such projections are valuable despite the many uncertainties. They can inform policymakers of the resources available for public investment and the implied fiscal leeway for new policy initiatives or contingencies. Fiscal gap indicators can be used to estimate the amount of fiscal adjustment needed to restore sustainability and to calculate a revised time path indicating whether the adjustment will cause debt to fall or assets to accumulate. 

Box 1. Examples of extended fiscal accounting practices

Several industrial countries practice various forms of long-term fiscal accounting.  Among them:

The United Kingdom’s “Code for Fiscal Sustainability” requires the government to publish illustrative long-term projections covering a period of at least 10 years. In recent years it has published 30-year projections.
New Zealand’s “Fiscal Responsibility Act” mandates that the government take long-term factors into consideration in its annual Fiscal Strategy Report. Explicit consideration is given to projections of at least 10 years, to demonstrate that the overall budget framework is consistent with long-term policy objectives. 

Australia’s “Charter of Budget Honesty” requires the government to present a medium-term fiscal strategy with each budget. Also required is a longer-term intergenerational report that evaluates the long-term sustainability of present government policies over the 40 years following the release of the report. This evaluation is also intended to take account of the financial implications of demographic changes.
The United States’ 75 year Analytic Perspectives, although not explicitly required by law, includes the president’s budget projections in the stewardship section of the volume. These assume continuation of current policies as well as a discussion of the government’s balance sheet, including some liabilities not yet included in the primary budget data. 
Source: United Kingdom, His Majesty’s Treasury 2000, 2001; New Zealand Treasury 1995, 2001; Australia Treasury 2002; U.S. GAO 2003, p. 38.

The use of long-term forecasts could be extended in several ways. The most desirable extension would be stochastic estimates that yield a sense of how wide the range of likely error is around a given outcome. Assessments are also needed of the scope for change in the structure of a country’s budget, to indicate how much give there may be in various areas of the budget. For understanding the international dimensions of structural change, a multiregional general equilibrium approach (as, for example, used by Conceição in [chapter 5?] of this volume) to long-term forecasting and policy analysis might be especially valuable, given that many industrial and emerging market countries are facing similar long-term developments. This approach could also be used to measure the impact of convergent policy approaches and behavioral patterns—as societies respond in their savings and investment decisions—on world interest rates and other global macroeconomic variables. 

Changing government programs to promote fiscal sustainability

Domestically, governments can enhance fiscal sustainability in two ways. They can explore aggregative approaches that focus on the level of the budget as a whole, responding to conjunctural fiscal pressures by increasing taxes or reducing other expenditures or alternatively, by freeing budgetary room through fiscal consolidation that reduces public debt (and thus the associated interest costs) or builds up assets (prefunding). And they can take specific policy reforms to reduce future spending commitments at the program level. 


Higher taxes or prefunding. Some governments are already applying aggregative approaches. Denmark has set targets through 2010 for the budget balance and growth in public consumption (Denmark, Ministry of Finance 2003). Sweden’s multiyear budget framework explicitly includes binding ceilings on expenditures for three years on a rolling basis (Sweden, Ministry of Finance 2003). Over time, balanced budgets or surpluses can reduce public debt, creating room to accommodate future spending commitments. The government may even be able to retire its debt and accumulate assets, in effect prefunding future outlays. These approaches often rely on fiscal rules (discussed later) that require governments to stay within preset fiscal bounds. 

A rules-based aggregative approach can be an effective strategy, but it has its limitations. Government actions to reduce the overall deficit or debt can induce reactions by households and businesses that can offset the intended boost in national saving. Taxpayers may respond to increased government saving by reducing their own saving in the belief that taxes will be lower in the future. If an aggregative approach results in regular budget surpluses, political pressures may arise to spend the growing assets. A large fiscal nest egg may also reduce the will of governments to reform policies and programs in ways that would support long-term fiscal health. 

An aggregative approach may require an increased tax burden that is inefficient or politically insupportable. For some industrial countries (notably the United States), a larger tax burden might be a reasonable solution, since tax shares are notably lower than in the past and lower than those in many other industrial countries (IMF 2003a). For many European countries, however, where the ratio of total taxes to GDP is higher, there may be less room for raising the tax ratio without undermining incentives to work or inducing growth in the shadow economy to avoid taxation. 

Spending cutbacks may also be hard to sustain beyond a certain point. Governments may have little room to trim their outlays on public goods outside of defense—doing so might worsen existing biases against physical investment. While subsidies could be a good candidate for further rationalization in some countries, in most  they are already quite a small share of total spending. More broadly, an aggregative approach that relies on spending cuts may sharply reduce a government’s room to maneuver in the economy, leaving the government as no more than a vehicle for redistributing income. There would thus be scant remaining capacity to use the budget for macroeconomic stabilization, to provide public goods, to address the challenges of globalization, or to formulate initiatives in response to new risks and external shocks.

Various institutional mechanisms can support an aggregative approach in addition to fiscal rules. Some countries have relied on earmarking--placing funds in a “lockbox--” to forestall attempts to raid the funds for current spending.
 An example is the New Zealand Superannuation Fund, which is intended to build up a pool of assets separate from the gross debt target of the government to prefund part of the public pension scheme. The fund is not expected to be drawn upon for at least 20 years.
 Norway’s Government Petroleum Fund, established in 1990, invests oil and gas royalties in external financial assets to accumulate resources to finance in part the large anticipated outlays associated with an aging population and to prevent the country’s currency from appreciating.
   


Reforms of specific policies and programs. Whereas the aggregative approach to achieving long-term fiscal sustainability in essence raises the present fiscal balance more or less directly, reform of specific policies and programs indirectly raises the future fiscal balance by reducing the nature and extent of future commitments or increasing future revenues. Reforms may reduce explicit commitments to future beneficiaries or may specify a previously vague commitment at a lower level than might otherwise have prevailed. Some broad categories of policy reforms can be identified.

First, the aggregate financing parameters of a specific program can be adjusted without altering the program’s benefit structure. For example, the contribution rate for a public pension program might be raised. Or discrete adjustments can be made to the benefit parameters without any change in contribution rates. Benefits could accrue more slowly, they could be taxed or tax rates could be raised, minimum benefit levels could be lowered, copayments and deductibles on government health insurance could be raised, or the way future benefits are determined could be changed, for example, by altering the benefit indexation formula or tying the age of eligibility to changes in life expectancy. Both financing and benefit parameters can be subject to mandatory periodic review of their financial sustainability.

Reforms can also change the quality or quantity of benefits or reduce their coverage. In medical insurance programs, for example, the quality of services may be reduced, coverage of some services may be dropped, or rationing or longer queues for service may be allowed. Financial incentives could make households more proactive about their health in terms of prevention efforts (e.g., diet, exercise) or their demands for more competitive alternatives for medical services and pharmaceuticals.

Reforms may totally revamp a program or substitute a new one. Examples are shifting a medical insurance program’s financing from fee for service to some form of managed care or medical savings account and replacing a public pay as you go, defined benefit pension system with a private, funded, defined contribution system.

Policy reform may also involve regulations requiring preventive actions: curbs on smoking might lower the government’s future health care spending; tighter restrictions on building in low-lying coastal areas may lower future fiscal costs of responding to climate change. Some reforms might involve increased spending today to avoid larger spending tomorrow. For example, funding research on technologies to reduce greenhouse gas emissions or facilitate capture and storage of carbon dioxide could lower the future cost of addressing the effects of climate change.

Governments may also revisit specific policy commitments as risks change and as new risks emerge, such as new diseases, climate change, terrorism, and dangers accompanying new technologies (such as computer viruses). Globalization is likely to intensify these risks and introduce new ones. The private insurance industry will cover some of these risks, but it may set limits on that coverage. Where important risks go uncovered, governments may need to provide some minimal coverage or some support for private insurers. It may need to act as a financial backstop for catastrophic situations through reinsurance, or it may require private insurers to provide coverage and then share part of the burden. And it can promote the development of insurance markets through more effective regulation and dissemination of information to consumers.
 

In all these situations moral hazard is a consideration. If the perception becomes widespread that the government will step in to cover losses, it might weaken the incentive to obtain coverage in the market and induce more risky behavior. Insurers might see the government’s potential intervention as an opportunity to shift the burden of a costly area of coverage. Part of the answer to moral hazard is to communicate clearly to the public what government will not cover.

 
The government can reduce its exposure to risk through regulation and infrastructure investment. Urban planning standards, building codes, and land-use restrictions can be expanded to address risks on the horizon, such as the effects of a rising sea level because of climate change. Through infrastructure investment, government can facilitate adaptation or reduce the fiscal risks associated with extreme weather events. Additional outlays on research, for example, into ways of adapting to climate change, may be necessary to support the policy response to some risks, especially the less predictable ones.

 Responding to political economy considerations by improving the budget process

The political and economic challenges of such program changes, especially reductions in a government’s potential future expenditure commitments, should not be underestimated. Even modest changes can have profound distributional consequences, within or across generations, that will generate political resistance. Those who will be affected by the changes should know they are coming and have sufficient time to adapt. When a narrower targeting of benefits is accomplished through means testing, concerns about moral hazard and allocative efficiency inevitably arise. Also, scaling back in one area, such as public pensions, may increase the burden of commitments in another, such as assistance for the poor. Finally, some reforms, such as indexing the minimum age for pension benefits to life expectancy, shift risk from the government to the benefit recipient. Recipients must be informed well in advance of the increased risk. 

Addressing long-term fiscal challenges thus also needs to take account of the political economy issues that underpin policymaking. As Jones discusses (chapter 27 in this volume), politicians tend to be short-term oriented and focused on “their” country (or even just “their” local constituency). Encouraging them to adopt a broader (sometimes cross-border) and longer term perspective is an enormous challenge. 

The best way to begin is probably with important reforms to the budgetary process that introduce more broad-based consideration of long-term issues. Four main elements are involved: providing transparent and comprehensive information, establishing an independent mechanism for assessing the fiscal dimensions of long-term trends, establishing a mechanism for public debate on the central long-term questions, and ensuring that the interests of future generations are adequately considered.

Transparent and comprehensive information. Integrating the long term into the annual budget process is not a simple matter of extending detailed budget projections from the current 3–5 years to 10 years or more. That would only lend a false accuracy to the projections. Rather, the objective should be to provide more information more transparently and to highlight how current policy decisions influence the long-term fiscal position, and vice versa. The key question is what types of information and assessments to provide.

One essential element is an assessment of whether fiscal policy under the present budgetary regime is sustainable over at least the next 25–40 years and a projection of what surpluses or deficits are likely to emerge at different periods over that time frame. Long-term assessments should be sufficiently disaggregated to clarify how much each major program contributes to the projected growth of total spending, with a range of scenarios under alternative assumptions. The long-term implications of any new budget initiative should be quantified, including the likely time path of expenditure. 

The accounting framework adopted in the budget should adhere to the transparency codes of the International Monetary Fund (IMF) and the Organisation for Economic Co-operation and Development (OECD), especially with respect to accrual accounting for explicit liabilities.
 The fiscal consequences of fiscal commitments should be explicitly disclosed. Implicit liabilities, contingent liabilities, and guarantees  should probably be included as memorandum items, with or without quantitative estimates (Brixi and Mody 2002).

Key uncertainties in the budget projections and the principal downside risks to fiscal sustainability should be reported, along with any strategies for attenuating those risks or reducing the degree of uncertainty about them. The costs associated with realization of any contingent liabilities should be reported, as well as any contingency provisions or reserves against those liabilities. 


Independent and competent assessments.  Having an independent body that provides its own forecasts and assessments of the long-term fiscal situation can help to maintain public confidence by providing an independent perspective on government budgeting. This entity could be located within the government but administratively separated from the executive function, or it could be a private or quasi-public institution. Unlike a corporate auditor, an independent budget review agency should also stimulate public debate on key budget issues, including long-term issues, and call attention to (if the executive does not) the major risks to the budget and their implications. 

There is also an important place for international surveillance of countries’ long-term budget positions, not least because fiscal recklessness in one country can affect neighbors and trading partners and even the global economy. The large private credit rating agencies (such as Moody’s, Standard and Poor’s, and Fitch-IBCA) perform this function to some extent since their sovereign risk assessments take fiscal sustainability issues into account. The IMF, through its annual surveillance discussions with its member countries, plays the lead role in international fiscal surveillance.
 International surveillance by market actors or international agencies could also facilitate more broad-based transparency.


Mechanism for public debate on long-term issues. For transparency to contribute to sound policymaking, government needs to foster public awareness and debate on the key long-term issues confronting public decisionmakers. In many countries the legislature is the natural forum for ventilating the key long-term issues raised by the executive’s budget proposals. If such debate does not arise spontaneously, a mechanism should be introduced in the budget process that fosters debate. Some countries might want to establish an independent fiscal commission, charged with highlighting key long-term fiscal issues for the electorate before each national election. 

Regardless of the institutional approach taken, what is fundamental is that there be a mechanism for informing the electorate of the principal long-term risks confronting the country and their potential consequences, including the costs of failing to address them. The same mechanism could also be used to examine cross-border policy implications and to explore cooperative solutions, as appropriate.


Safeguarding the interests of future generations. Even with transparent information, an independent perspective, and adequate public debate, the problem remains that political leaders have an incentive to underestimate—and often the ability to circumvent—any fiscal sustainability concerns. Possible solutions include constitutionally established ceilings or targets for the allowable tax burden or the debt to GDP ratio or an independent fiscal agency with constitutional authority to force adjustments in aggregate expenditure or in the overall tax bill. 
Fiscal rules, which can foster discipline supportive of aggregative fiscal policies that contribute to addressing long-term fiscal disequilibria, are another possible solution (box 2). Fiscal rules have been written into national fiscal responsibility laws. They are also a requirement of some economic and monetary unions. 

Box 2. Examples of fiscal rules
The EU Stability and Growth Pact calls on member countries to achieve balanced budgets or surpluses over the medium term, with a maximum allowable overall deficit of 3 percent in any given year. Over time, adherence to this rule would lead to the steady diminution of net public debt to GDP ratios (assuming a comprehensive measurement of public sector fiscal operations), thus creating additional budgetary room for social insurance expenditures associated with a rising old-age dependency ratio (ratio of the elderly to the working age population).

The Golden Rule of the United Kingdom (UK) requires that current government consumption be at least matched, if not exceeded, by current revenue. It seeks to achieve intergenerational fairness by requiring each generation to leave an unchanged level of resources to the next generation.
Source: europa.eu.int/comm/economy_finance/ and www.statistics.gov.uk/CCI/nugget.asp?ID=172.
Experience suggests some clear prerequisites for the use of fiscal rules. The rules must be realistic in their expectations for tax burdens and expenditure provision over the long term. They must be comprehensive, so that, for example, central government surpluses are not offset by deficits elsewhere in the public sector. And they must be based on an accrual concept that takes full account of policy reforms with longer term financial implications.

Engaging in international cooperation to foster national fiscal sustainability

In addition to national policy changes that countries undertake individually, there are international cooperative efforts that can ease looming fiscal burdens and increase the prospects of success for all. Other chapters in this volume discuss the possibilities for cooperation—both behind national borders through concerted domestic action and internationally through regional and multilateral efforts. This chapter offers a few examples. 

One important opportunity for cooperation arises from differences in the future demographics of the world’s industrial and developing countries. Industrial countries need to increase their saving to prepare for the retirement of their aging baby boomers, but if they channel savings into investments only within that same group of countries, interest rates could fall, making the prefunding of retirement benefits all the harder. But if the increased retirement saving were channeled into investments in the rest of the world, this could improve prospects for all. 

The rub is to match those savings with productive investments. Wasteful investments were behind the East Asian financial crisis and its aftershocks elsewhere, and investors in industrial countries have been cautious about reentering the arena. Merely pipelining money from developed to developing countries does not guarantee its productive absorption. Much remains to be done to build the capacity of emerging markets and developing countries to absorb large inflows of foreign capital. 

A key step is to reform and strengthen financial institutions and capital markets in these countries so that incoming capital is allocated to worthwhile projects. Corporate governance reform, strengthened accounting practices, and greater transparency are all needed. There is great scope for international cooperation to make this process work better. The danger is that governments on both sides may be too overwhelmed by their own demographic and other fiscal challenges to cooperate effectively. Countries can enhance their potential for exploring and undertaking mutually beneficial cooperation by undertaking the important changes at the national level discussed above—taking a long-term analytical perspective and changing programs to promote fiscal sustainability.
Similarly urgent is the need to develop an international framework for “productive” migration. Aging industrial countries can benefit from immigration from the overpopulated, young countries of the world, providing labor for many activities through actual and virtual migration. Virtual migration includes different forms of outsourcing and the direct provision of services within developing countries (medical treatment in the more advanced centers of emerging and developing countries, for example). While migration to industrial countries cannot solve the fiscal problems of a rising elderly dependency rate, it can be an important part of the solution. Migration is also an important source of remittances to the developing world.
 The problems of migration also need to be considered, from brain drain, which reduces the growth potential of developing countries, to the social challenges of assimilation (particularly given underlying cultural differences). The pressures for immigration will be great—the question is whether immigration can occur in a coordinated, rational way or whether it will lead to undesirable unplanned outcomes. 

Climate change is another area that would benefit from international cooperation. Any international effort aimed at controlling greenhouse gas emissions will have little impact if the most rapidly developing countries are excluded. But these countries are unlikely to be willing or able to contribute to this effort without significant financial assistance from the rich countries. A global bargain that distributes the burden fairly between rich and poor countries would benefit both. Cooperative efforts on research on climate change are also needed, and the results need to be widely shared if developing countries are to participate effectively in adaptation and mitigation efforts. In addition, the creation of new markets for emissions trading (see Sandor, chapter 17 in this volume) would contribute to a more efficient global response to climate change and will crucially hinge on cooperative efforts.

Finally, it is hard to imagine that the smoldering geopolitical tensions arising from the huge international disparities in income and power, from natural resource scarcities and environmental concerns, and, not least, from religious differences and strained ethnic relations can be resolved by any means other than international cooperation. Resolution of these tensions would go far toward easing the burdens on government budgets and reducing uncertainties worldwide. Some of the proposed solutions, such as increased aid transfers from rich to poor countries, would be costly to budgets as well, but future dividends could be enormous.

Conclusion

Future uncertainties are enormous for governments everywhere. Making fiscal policy in the face of these uncertainties is a dauntingly complex undertaking, presenting different challenges from fiscal policymaking in the short to medium term. But uncertainty does not absolve fiscal policymakers from addressing issues of the long term, because what they do or fail to do will critically influence the welfare of current and future generations and the role and capacity of the state. 

And while there is much we do not know about the future, there is also much that we do know. We know that important structural changes will occur in the coming decades, both in human societies and in the natural environment. We know that these changes will have important fiscal consequences, both because of the heavy overhang of existing government commitments, explicit and implicit, and because of unavoidable new commitments. We know further that these changes will not proceed along straight, predictable paths but rather will evolve dynamically and will interact, and thus can emerge explosively. And we know that delay in addressing these changes will increase their costs, some of which will be borne by those living today.

Governments and the societies they represent need to account much more explicitly for the potential fiscal consequences of these long-term developments and take direct actions to address them. They must do so despite the inadequacies of current analytical forecasting techniques and despite the political turbulence that will arise. And they must start doing these things now, because the long term has already begun.

With the way ahead so uncertain, this chapter provides not a map of the rough fiscal terrain ahead but a compass and a toolkit with many useful instruments and insights. Reform must proceed on many fronts, both because multiple reforms are needed and because together they establish a necessary symbiosis. Countries can take some key steps individually. They could improve analytical techniques, so that debate can proceed on an informed basis and so that the right actions are taken. They could implement detailed reforms of specific policies and programs, so that aggregate tax and spending reductions can close the remaining budget gap, while still leaving governments with adequate fiscal leeway to address unexpected policy challenges.  They could create effective institutions to monitor budget trends and force debate on emerging dangers.  

These steps will also enhance the prospects for international cooperation, likely to be a critical step in addressing long-term fiscal challenges. Countries could work collectively to identify and take advantage of complementarities in their fiscal needs, so that individual efforts at fiscal reform and rationalization do not work at cross-purposes. This last point is especially important. Although the issues to be faced, the strategies that will work, and the aspirations to be achieved may differ by country, the gathering force of this century’s long-term developments is worldwide in scope. It is a force that the world community, as a community, can no longer ignore.
Box A. 1 The range of long-term fiscal challenges
The list of long-term fiscal challenges facing countries is long and broad.

Demographic challenges

· For industrial and many emerging market countries increasing population share of the elderly and very elderly, declining population size for some, very high elderly dependency ratios. 

· For many developing countries increasing population size, continuing high youth dependency rates, increasing elderly share (albeit from low levels), high unemployment rates. 

· Further urbanization, with growth of megacities and large urban centers, significant shortfalls in urban water and sewage infrastructure.

· Significant likelihood of high levels of internal regional migration and international migration, with cultural tensions emerging; brain drain affecting the poorest countries.

· Continuing high burdens in some countries of HIV/AIDS, tuberculosis, and malaria; dramatic growth in burden of chronic diseases (cardiovascular, obesity, cancer) in emerging market and developing countries.

Climate change

· Rise in average temperature levels; significant change in precipitation rates, resulting in increased risk of flooding in some areas and drought in others; increased intensity and frequency of extreme weather events (hurricanes, flooding, landslides, water pollution); higher risks of flooding in major river valleys.

· Rise in average sea level, reflecting intensified polar warming.

· Some possibility of abrupt climate change—shift in thermohaline circulation and El Niño Southern Oscillation. 

· Increasing risk of vector-borne diseases
Economic growth, development, and globalization

· Pressures on the availability of critical natural resources (sources of energy and clean water). 

· In many industrial and emerging market countries, pressures for delayed retirement.

· Rising public debt ratios, reflecting high current debt to GDP ratios and rising fiscal burdens associated with social insurance obligations and rising cost of medical care.

· Pressures to adapt social welfare systems in response to forced cutbacks of social insurance benefits

· High tax rate environments associated with rising fiscal burdens, resulting in reduced incentive for labor force participation.

· Increasing tax competition, limiting capacity of governments to tax capital; pressures for harmonization

· of approaches to international accounting practices and approaches to social insurance systems.

· A core set of countries that fall further behind industrial, emerging market, and some developing countries; continuing significant inequalities in income and wealth in many industrial and developing countries.

· Intensified pressure for some common consumption patterns—reflecting rapid information flows.

· Potential for unanticipated market volatility, reflecting large pools of investment capital (associated with institutional savings vehicles for retirement, immediacy of information flows, and effects of unanticipated surprises arising from security risks and resource shocks; potential for large price swings.

· Shifts in locus of many sectors (in agriculture and tourism particularly), reflecting climate change.

· Inadequate risk insurance affecting financial viability of many companies.

Political and cultural issues

· Heightened security risks (terrorist incidents, including possible use of weapons of mass destruction; technology and bioterrorism viruses; cyber terrorism).

· Potential for conflict over rights to critical natural resources (water, energy, forests).

· Cultural tensions associated with significant immigration into aging industrial countries.

· Tensions and conflicts associated with religion, particularly in Middle East and South Asian regions.

· Backlash against globalization, adversely affecting economic potential of some developing countries.

· Risks of regional breakdown in some high population countries (India and China) in the event that regional inequalities are not limited.

Scientific and technological developments 

· Potential innovations in nanotechnology, information technology, biogenetics.

· Potential for the occasional “technology revolution,” creating bursts of productivity growth.

· Technological innovations engendering advances in health and life expectancy but also engendering cost pressures in the medical care sector.

· Risks to security, risks to civil liberties.

· Potential for heightened economic vulnerability of long-established sectors.

Note: The thermohaline circulation is a global ocean circulation driven by differences in the density of the sea water, in turn controlled by temperature (thermal) and salinity (haline). With the Gulf Stream it contributes to the comparatively warm sea surface temperature along the coast of Western Europe and the mild European winters (See Broecker 1995 for additional detail.). El Niño refers to a major warming of the equatorial waters in the Pacific Ocean, typically occurring every 3–7 years. El Niño events are characterized by shifts in “normal” weather patterns (See http://www.wrh.noaa.gov/Monterey/afd-guide.html). 

Note: For an extensive list of possible sources of long-term fiscal pressure for various countries and regions, the interested reader may wish to refer to Heller (2003).
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� This is just one estimate of the cost of implementing the Kyoto Protocol. Estimated costs vary by study and region, depending strongly on the assumptions on the use of the Kyoto mechanisms, such as emissions trading, and their interactions with domestic measures. For a further elaboration on how these costs were calculated, see IPCC (2001b).


� Accrual accounting can be a useful presentational tool in such an environment by exposing the true size of a government’s unfunded liabilities.


� See www.nzsuperfund.co.nz/.


� See odin.dep.no/fin/engelsk/dep/p10001829/p10001837/bn.html.


� Pay as you go defined benefit programs rely on the young today to pay for the pensions of the old today. Thus, sustainability becomes suspect with declining population growth—fewer young people will be contributing to finance the pensions of more old people. Prefunded defined contribution (investment based) systems, on the other hand, rely on contributions from the young for their own pensions when they become old. For further discussion, see Feldstein and Liebman (2002).


� For a discussion on this issue, see Morgan on commodity risk insurance markets (chapter 18) and Shiller on macromarkets (chapter 20), both in this volume.


� The IMF’s “Code of Good Practices on Fiscal Transparency” calls on governments to provide a statement of fiscal risks and, if possible, to quantify the potential fiscal cost of such risks in their annual budgets (� HYPERLINK "http://www.imf.org/external/np/fad/trans/" ��www.imf.org/external/np/fad/trans/�). The OECD code on budget transparency calls on governments to provide a long-term report at least every five years, with more frequent assessments if there are major revenue or expenditure changes. The code advocates that policy commitments with significant future financial impacts, including unfunded public pension liabilities, be taken into account in any budgeting exercise. (OECD 2001).


� Usually undertaken once a year, these discussions—referred to as “Article IV consultations”—assess member countries on a range of economic policies (exchange rate, monetary and fiscal policies); structural policies (international trade, labor market issues, power sector reform); financial sector issues and institutional issues (central bank independence, financial sector regulation, corporate governance, policy transparency and accountability); and assessment of risks and vulnerabilities (focusing on the current account position, external debt sustainability, vulnerabilities stemming from large and volatile capital flows). For further information, see IMF (2003b).


� See chapter [x] by Conceição for a discussion of the benefits for both industrial and developing countries from such a strategy. 
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