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One often hears it said that “hope is not a plan.” Yet in most countries around the world today, developed and developing alike, governments’ plans to meet their growing fiscal obligations over the next several decades amount to little more than a hope. A number of major challenges—demographic, technological, climatological, and geopolitical —to the well-being and stability of our societies are visible on a horizon of as little as 10 years if not sooner. Some are clear and predictable, others vague and uncertain. Some of them alone pose a serious threat to the financial solvency of national governments, raising the prospect of vastly increased future public outlays, whether for pensions, health care long-term care, infrastructure, or security. Should even a few of these developments reach peak force simultaneously—as is not only likely but probable—they could merge into a “perfect storm” of an economic and political crisis, which would not necessarily limit itself to the country or countries where it started.

Meanwhile efforts to prepare for these challenges have proven difficult. Only a small minority of countries today project their budgetary commitments even as far as the medium term of 3 to 5 years, and only a handful look out as far as 10 years or more. Even the latter have progressed little beyond the diagnostic stage—action on the critical needs identified by their long-term analysis continues, for the most part, to be only addressed fitfully.
The reasons why actions are fitful and delayed are easily understood. Policymakers in all countries already have a full plate of demands for more urgent policy action that are all too immediate, and the demand to meet those commitments comes from living, voting constituencies. Tax rates in many countries are tightly limiting the appetite for these efforts at fiscal consolidation aimed at long-run objectives. The temptation is strong to leave tomorrow’s problems for tomorrow’s policymakers to solve, since it is they who will answer to tomorrow’s voters. Politicians are naturally reluctant to ask their constituents to bear costs today when the benefits will accrue long after the politicians have left office; but it is easy to make promises when the bill will come due in the far distant future. Financial markets, usually, are willing to play along: most government bonds have terms of just a few years—rarely even as long as 15 to 20—and the industrial country governments, at least, have been good borrowers, defaulting seldom if ever. 

Moreover, considerable uncertainty admittedly surrounds any projection whose horizon is measured in decades. Fiscal forecasts of even a year or two ahead have often turned out to be wildly wrong—why should forecasts looking out a generation have any credibility at all? Modestly optimistic changes in assumptions on a few key variables are enough to wish many of the problems away and shrink the rest. Besides, haven’t we heard dire fiscal warnings before and still managed to muddle through? And if our economies continue to grow and productivity to rise, won’t future generations be much richer than we, and able to fend for themselves?

The short answer is that the impact of all of these long-term developments are closer than they may appear to policymakers focused on the problems directly in front of them. Many of the major long-term dangers to government budgets threaten to materialize within the lifetimes of many people living today and certainly within those of their children and grandchildren. Today’s voters—and therefore politicians—therefore should have a purely selfish reason to confront these challenges. The question for policymakers—and for academics, business leaders, journalists, and others—is whether enough is being done to alert the electorate to the urgency of these issues and their implications. 

Also, although the financial markets may continue for a while to support governments in their over committing and overspending, they will not wait until a country is frankly insolvent to cut off its borrowing; indeed, the markets’ belated recognition of a looming fiscal crisis is likely to bring that crisis forward in time. And before that happens, as the magnitude of the risk begins to become apparent, interest rates on that borrowing are likely to reflect rising risk premia, further constricting the borrowing government’s room for fiscal maneuver.

Finally, an important difference between the present situation and past relative calms before storms is that the future resources of governments today are already precommitted to an extent not seen before in history. The social insurance programs that now make up a large portion of government spending barely existed just a couple of generations ago, and, as is well known, the outlays of these programs in the industrial countries and some emerging markets are set to explode as the baby-boom generation of the 1950s and 1960s enters retirement within the next decade. This will leave little room in the budget for countries to address other emergent concerns.

Governments therefore need to do much more, now, to prepare for the fiscal consequences of the predictable and the unpredictable developments that their countries face over the next several decades. They need to undertake more and deeper analysis of the problems and of their own capacity to deal with them. They need to integrate regular consideration of these issues solidly within their existing short-term budget practices and processes. They need to establish and nurture budget institutions that will ensure that the results of their analysis are clearly communicated to the public and fully debated both inside and outside of government. And, finally, they need to act to address the problems. They need to make changes, both to their rules and procedures governing aggregate levels of revenue and spending, and to specific programs and policies throughout the public sector. 
The substance of these changes will depend on the country, on the preferences and capacities of its people and institutions, and on the extent of its existing policy commitments, and, most importantly, on the specific challenges that it faces. To the extent that these challenges are shared—and especially where countries’ needs are complementary, as they are in some cases—there is scope for cooperation among countries to find common solutions and avoid undesirable spillovers. But in all countries, efforts to reform fiscal policies and processes must be as comprehensive as the challenges to be faced are many. 

A Survey of Emerging Long-Term Fiscal Issues 

A number of readily identifiable, major social, economic, and natural developments can be expected to happen worldwide, and to happen concurrently, over the next few decades. All are likely to bring about significant structural changes in individual national economies, and some in the global economy as well. Some 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 occur, as they have throughout history. Governments, as responsible stewards, need to be prepared for both kinds.
Population Aging

Perhaps the most important of the emerging long-term issues that governments face is also the most predictable: the inevitable aging of populations throughout the world, a phenomenon that will be acutely observed in the world’s industrial countries. Rising life expectancies, together with a sharp decline in fertility following the mid-20th-century baby boom, guarantee that the population share of the elderly will increase dramatically in virtually all the high-income countries of North America, Europe, and Asia over the next few decades. The share of the very elderly (those over 85) will grow even faster. As a result, the overall dependency ratio—total persons requiring support (mostly elderly and children) divided by total working-age persons able to support them—will increase to unprecedented levels in most of these countries. The trend will also be evident in many of today’s emerging markets and in some developing countries, but with a lag, as their life expectancies rise.
Graying populations will have their most profound implications for government budgets in most industrial countries. Almost all have in place today a number of generous programs for their elderly citizens, including guaranteed public pensions, health care (either insured or directly provided by the state), and, in a few countries, long-term nursing care. These programs were adopted in an era when life expectancies were much shorter than they will be in this century, and they have long proved politically difficult to reform. But today, the cost of these programs commands a large share of the budget, a share that will grow in the next few decades. In the United States, population aging alone will cause government spending on public pensions and health care to almost double as a share of GDP by mid-century, from 7 percent in 2000 to almost 13 percent in 2050. These fiscal pressures could be even higher if the growth in the cost of medical care cannot be restrained. Recent estimates of the European Union suggest that by the year 2050, member countries will at least observe fiscal pressure, in the absence of policy change and deriving strictly from age-related factors, which will require higher expenditure shares on the order of  3.5-4.5  percent of GDP on average. 
The effects of population aging in the industrial countries will also 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-aged workers increase their retirement saving, and then upward as they consume their accumulated savings in retirement. These adverse trends may make it harder for these baby-boom workers to save enough for retirement, leading to demands on the public purse to make up the difference.

Developing and emerging market countries will not be unaffected by these changes—indeed, recent history suggests that their economies are particularly sensitive to interest rate fluctuations. Some emerging market developing countries, as already mentioned, will see initially a substantial increase in their productive labor force in the context of their demographic transition. But for many developing countries, particularly in South Asia, the Middle East, and Africa, the main demographic problem will be the reverse of that in the industrial countries, namely, a growing young and working-age population urgently seeking jobs. If those jobs are lacking, the result could be high unemployment rates that provoke social and political instability, which could easily spill across borders. To prevent this, developing country governments will have to invest in public infrastructure to support private business expansion and job creation, and in education and public health services to ensure that the growing labor force is capable of filling the jobs thus created.

At the interface of these two darkening clouds—an increasingly dependent aging population in the rich countries, and a job-hungry working-age population in the poor countries—is a potentially bright silver lining. The abundance of resources generated by increased retirement saving in the industrial countries could be channeled to meet investment needs in the rest of the world, improving the prospects for all. But recent experience has shown that 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. In particular, financial institutions and capital markets in the recipient countries need continued reform so that they can allocate the incoming capital to worthwhile projects. There is great scope for international cooperation to make this process work better. The danger is that governments on both sides may find themselves too overwhelmed with their own demographic and other fiscal challenges to cooperate effectively.

Climate Change

Just as certain as the fact of demographic change is the evidence of climate change. Uncertainty surrounding the extent of future global atmospheric warming and its physical and economic effects may exceed that surrounding population aging. But there is no longer any serious doubt that climate change will occur. The volume of greenhouse gases already in the atmosphere is expected to raise global average temperatures by 3 to 10 degrees Fahrenheit over this century. Nothing in the Kyoto Protocol or other efforts to reduce emissions would undo this impetus toward warming already in the system. Warming of this magnitude, to say nothing of that stemming from future emissions in the next century, will have substantial—and, in net terms, destructive—effects on the world’s natural resources, primarily its arable land area and biodiversity. Other impacts will arise from a tendency for more and more-severe hurricanes and other extreme weather events and from a rise in mean sea level.

The fiscal implications of climate change have been little studied, however, perhaps because so little is known precisely about what change is likely to bring. But a few things can be said with some confidence. First, the rate of climate change will most likely be gradual, allowing countries to adapt if they act now or soon. Second, like population aging, climate change is expected to affect different countries differently. Some, such as the United States and Canada, may even benefit in net terms from longer growing seasons (though some regions and sectors of the economy may be adversely affected). Developing countries are likely to suffer disproportionately, because they tend to be located in the tropics (where climate change is likely to do the most damage), their economies depend heavily on agriculture, and their large cities lie mostly in coastal areas. More adverse scenarios are also possible, though these with only a very small probability. Some scientists have noted that in the earth’s recent history, there have been instances where more abrupt climate changes have been experienced within a short period of time (such as a sudden weakening of the Gulf Stream), which could wreak enormous havoc.
Much of the worldwide burden of climate change will fall on the private sector, and thus on the public sector only indirectly through lower tax revenue. But governments are also likely to bear the costs of adapting public infrastructure, building new infrastructure such as irrigation networks and sea barriers, preventing and dealing with the spread of tropical diseases, conducting agricultural research and extension, resettling populations from low-lying areas, and providing emergency assistance when extreme weather events or other catastrophes occur (witness the flooding in Central Europe in the summer of 2002). A wild card in all this is the impact of loss of biodiversity: its potential cost to the public and private sectors is simply unknowable. Meanwhile both governments and private firms still face the costs of preventing further climate change in future centuries by actions to reduce greenhouse gas emissions and absorb greenhouse gases.

Globalization

A third long-term development falls under the general and now-familiar title of globalization. Although the economic benefits of reduced national barriers to trade and finance are well known, the greater international mobility of some factors of production than of others has important implications for public finances. In a globalized world economy, capital is freer to seek out those countries where it is less taxed. This can lead to tax competition among countries and a general shifting of taxation to the less mobile factor, labor. Moreover, those countries that lose in the competition for capital will tend to have slower productivity growth, leading to job loss and lower incomes, and hence lower government revenue. Globalization has also been reflected in a shrinking of the world in terms of the speed at which information is shared and the greater awareness of events and technological and market developments. Globalization also has created a world where governments are more constrained in their management of their budgets, with capital markets imposing risk premia on unsustainable fiscal policies. Governments are also far more subject to pressures to provide infrastructure at international levels.
Urbanization

Increased urbanization, especially in developing and emerging market countries, is in part an effect of some of the other long-term developments already highlighted. Demographic change, globalization (which often shifts output and jobs from agriculture to manufacturing), and loss of arable land due to climate change can all contribute to the unchecked growth of cities. But urbanization is also an important fiscal challenge in itself. In many developing and emerging market countries, governments will be hard pressed to keep up with the physical infrastructure and energy demands needed to make these new mega cities livable. In some regions of the world, governments will also be pressed to deal with increasing limits on the availability of scarce natural resources. Pressures on available water resources will be particularly acute in the Middle East, North Africa, and South Asia. 
Scarcity of Natural Resources
Pressures on available supplies of some natural resources will emerge in coming decades. Most widely discussed will be pressures on available water supplies—in the Middle East, in North Africa, South Asia, and possibly even China. Some also speculate on a peaking of petroleum reserves within a few decades and supply pressures later in the century.
Technological Change

Rapid technological change, like globalization (with which it is intimately linked), almost certainly does far more good than harm. Innovations in information technology and telecommunications have increased productivity and lowered costs in a host of industries worldwide, and biotechnology holds great promise for solving the perennial problem of keeping growing populations well fed and healthy. But particularly in the sphere of medical care, where governments are heavily involved as providers or insurers, technological advances also raise people’s expectations about what is possible. Rising demand, driven in part by rising expectations, has contributed to an acceleration of costs. Virtually all government today are struggling with the challenge of providing decent medical care within the constraint of an affordable budget. The pressure of costs rising faster than real per capita income growth will only add to the impact of population aging. The spread of some new technologies could also subject entire economies—even the world economy—to the risk of systemic breakdown: the consequences of some lethal computer super worm or virus, or of some genetically modified Franken-bug run amok, are as awful to contemplate as they are difficult to predict or prevent.

Security Issues

One of the least predictable long-term fiscal challenges to governments worldwide is that stemming from political tensions and other sources of heightened insecurity, both within and between countries. These tensions are likely to arise in part as a side effect of some of the developments already discussed—from climate change that leads nations to compete over scarce water and other resources, or from unemployed, disaffected youth massed threateningly in the new mega cities. Cultural and religious divisions are likely to provide tinder for conflict as well, as they have throughout history. And a serious additional irritant is the growing absolute disparities in income per capita between industrial and developing countries. 

An important implication is that recent trends toward smaller public outlays for military and security (including antiterrorism) purposes may be reversed. Pressure on industrial countries to increase their foreign aid has already begun to rise. Governments may also be pressured to assume some of the private risk of terrorist attack through public or publicly subsidized terrorism risk insurance, despite the moral hazard potentially involved. Such public commitments could expand into a much larger commitment in the future. And over all these considerations looms the grim threat of an even greater blow to the public finances from a successful terrorist attack using weapons of mass destruction.

Today’s Debts
A final important factor influencing the future fiscal position is the level of outstanding government debts today. The failure to improve fiscal balances and reduce debt levels represents a starting burden, with implied interest costs, that must be reduced by fiscal restraint (expenditure cutbacks, higher taxes) at the same time as fiscal pressures will rise from the other factors mentioned above. If interest rates raise above their present low levels—a development easily imaginable if markets attach higher risk premia in the face of potentially higher debt levels—the difficulties of meeting debt service costs and increasing fiscal pressures will be even greater.
“Uncertain” certainties

One reason why so many pressing long-term developments seems to loom so large today is that humankind’s understanding of the social and the natural world has grown immensely over the past two centuries, allowing us to better foresee both the consequences of our own activity and our limits in shaping those consequences. For example, only in the last few decades has climate science learned to detect the global greenhouse effect of increased atmospheric concentrations of carbon dioxide and other gases. Past investments in research have produced a much greater awareness of the possible outcomes from all these developments, and it is this awareness that makes long-term fiscal planning both possible and urgent.

Yet our expanding knowledge also makes us more keenly aware of the many uncertainties that surround even those long-term trends we think we know the most about, such as population aging. We have learned to categorize, quantify, and measure these uncertainties, to the point where, ironically, among the things we know best are the dimensions of our ignorance. It is essential that policymakers understand, as they make policy decisions that have long-term consequences, the different profiles of the uncertainties they face, and that some things, despite all our efforts, will remain unknowable and unpredictable. Indeed, it is this large residual presence of uncertainty that makes long-term fiscal policymaking very different from that for the short and medium term.

Some of these uncertainties are already routinely dealt with by social scientists and the policymakers they advise. For example, there is uncertainty about how much life expectancy and fertility rates will change over some future period, even when one knows that it will change and in which direction. How would key economic variables—interest rates, exchange rates—vary if one took account of the differential time paths of aging across major economic regions of the world in coming decades? An important uncertainty is the impact of policy actions. Suppose all industrial countries—in response to perceived long-term fiscal challenges, raised their public saving rates? What would be the impact then on global capital markets. Much would depend on how households—in their decisions about childbearing or retirement--respond to such changes in government tax or spending policy.

Other uncertainties lie, strictly speaking, outside the realm of the usual models in the social and natural sciences. Do our models tell us much about the possibility of structural shifts in the underlying dynamic of the phenomena they purport to explain. If reality changes, so must the model. The potential impact of climate change on the Gulf Stream provides one example of such a shift. This would affect the probability distribution of outcomes in ways that are difficult to handle, even when we know that dramatic shifts are possible, if unlikely. Finally, there are the true wild cards—the “inevitable surprises” that are on no one’s radar screen. Here the danger is that the developments that we do foresee and have some competence to analyze may crowd out the others from our attention, so that we fail to exercise due vigilance against the new threats, which then emerge seemingly out of nowhere.

Thus, governments and the electorate need to consider how much risk aversion they wish to accept in choosing among alternative scenarios. How much fiscal leeway should be allowed? Policies should be tailored according to the degree of uncertainty. The more uncertain the underlying variables, the greater the need to rely on ensuring an fiscal leeway to support a government’s ability to respond to uncertain challenges. This suggests the importance of ensuring a prudent overall debt position. In contrast, for policies where a greater degree of precision on uncertainty is possible, a fine tuning of policy is more possible.
The Way Forward

With a new century posing multiple new challenges to policymakers, it should come as no surprise that there can be no simple solutions. Policy makers not only confront large prospective aggregate deficits but also much uncertainty as to their magnitude, political institutions prone to myopia, and a multiplicity of specific underlying factors that are responsible. And countries must function in a global market environment, where their policy decisions are influenced by the actions of other countries. A multipronged strategy is thus required. 
The first aspect must be to integrate a longer-term perspective into the analysis of a government’s budget, both at the program level and in the aggregate, taking all relevant risks and uncertainties fully into account. The second, to ensure appropriate action on the findings of that analysis, is to develop sound institutional processes within and possibly outside the government for framing, debating, and arriving at budget policy decisions that address long-term concerns. A third and obvious dimension is the substance of the decisions made. Decisions will certainly need to include both measures aimed at the aggregate fiscal balance and reforms to specific policies and programs. Finally, each reforming country should take into account that its actions will give rise to spillover effects on other countries. A joint approach to many issues may prove necessary for effective policy solutions.

Extending the Analysis

The first step toward developing a comprehensive picture of a country’s long-term fiscal health is to determine whether the budget is on a sustainable path, before taking into account the impact of new developments on the horizon. Since at least the 1980s, countries have made such an assessment by determining whether the current primary fiscal balance (the balance—surplus or deficit-- exclusive of interest payments), would, if maintained at that level, lead to a higher ratio of public debt to GDP. An upward forecast trend in that ratio is a clear danger sign, the more so if current debt ratios are already high.

Of course, this simple technique is limited in several ways. First, it looks only at the aggregate balance and the explicit debt owed by the government and thus says nothing about what parts of the budget are causing the problem. Second, although this approach can suggest the amount of budget adjustment needed to restore sustainability, it does not indicate what level of deficit or surplus policymakers should pursue in the long run. Third, and more fundamentally, the debt ratio approach is essentially a mere extrapolation. Not only does it take no account of any new long-term considerations on the horizon, e.g., whether there are explicit or implicit commitments relating to future spending that may give rise to budget pressures, but it does not in any way indicate the degree of risk to which current fiscal policy is subject.

The next step, then, is to broaden the analysis to include the implicit debt arising from those long-term policy commitments that can be identified but that do not yet appear on the government’s books. For example, the contributions that workers have made to a public pension program entitle them to receive benefits upon retirement, yet although the contributions are recorded as government revenue, the corresponding future obligation to provide benefits is not shown as a liability. Of course, those future benefits depend on several factors that are not precisely known, such as the life expectancy of the beneficiaries and the age at which they will choose to retire. Even less precisely known, but just as certain a commitment, is future spending on such things as education and health care. The latitude that the government has to vary the scope of these obligations needs to be assessed and entered into the analysis. On the other hand, there may be some scope for taxes to be raised in the future to cover these commitments, but the level of taxes that future taxpayers will tolerate, and that will allow the economy to operate with adequate efficiency, is likewise uncertain. 
Finally, the durability of the existing policy framework needs reexamining: a country may, for example, have modest commitments with respect to public pensions, but a more realistic assessment may find that, as a consequence, many more poor elderly will be added to the welfare rolls than policymakers had expected. All this uncertainty makes the estimation of implicit obligations an unwieldy exercise, but without some accounting for these various obligations, the government’s fiscal picture is dangerously incomplete and misleading. 

Account also needs to be taken of any areas where a government has no obligations today but may be compelled to take them on in the future. This includes, on the one hand, the government’s contingent liabilities that arise from its guarantees of, for example, state enterprise debt or the deposit insurance system. More problematic for budgeting are those contingencies for which the government has made no explicit commitment to intervene but in which it may be expected to intervene nonetheless. The outbreak of a dangerous viral epidemic might be an example. Identifying the latter requires an honest and comprehensive assessment of the government’s role in society. At the same time, however, policymakers must be careful about explicitly declaring in detail what commitments the government will undertake, for fear of creating a moral hazard. 

There are essentially two ways of structuring such an extended fiscal accounting: one is in the form of a balance sheet, summarizing all the government’s assets and liabilities, including accrued and contingent liabilities, discounted to the present; another is through long-term projections. Surprisingly, the concept of a government balance sheet is a relatively recent one, and to date only a few countries (New Zealand is one) have adopted it—and even they still record only the country’s explicit debt. 

Many governments (and the International Monetary Fund) already construct extended fiscal projections for at least the medium term. A number of industrial countries make longer-term projections of their fiscal balance, at least for certain parts of the budget such as the major social insurance schemes. These usually go out 10 to 30 years, but in some cases extend up to 75 years. Given the many uncertainties already discussed, it is clear that even the best and most comprehensive long-term forecasts will be to some degree off the mark. But they are valuable nonetheless. It is less important, for example, to know with precision in what year a given program—or the budget as a whole—will become insolvent than to know that at some point it will.

Once an adequate methodology for constructing long-term fiscal projections is in place, policy analysts can obtain further insight by examining the time profile of the fiscal balance under alternative scenarios. Particularly useful are time path analyses, which provide a sense of the trajectory of expenditure and revenue over time and of the imbalances that may arise at different points in time. 
Fiscal gap indicators can help estimate the aggregate fiscal adjustment needed to restore sustainability. These and other “synthetic indicators” are based on the notion of an intertemporal budget constraint—future deficits must at some point be offset by future surpluses, where both deficits and surpluses are expressed as present values. Several such indicators have already been developed (e.g., by Olivier Blanchard, Willem Buiter, and the European Commission’s Economic Policy Committee). Besides providing a sense of the budget’s sustainability, these indicators can also illustrate the intergenerational redistribution implied by alternative fiscal scenarios. However, they do not reveal the economic consequences of alternative actions, and of course they are as sensitive to changes in underlying assumptions as the forecasts from which they derive.

The chosen fiscal gap indicator or indicators can next be used to calculate a revised time path, which will estimate the extent to which the debt will fall or assets accumulate as a result of the indicated adjustment. It might at that point be judged that the projected asset accumulation is unrealistic, because of irresistible political pressures to spend accumulated balances, in which case alternative scenarios entailing specific policy reforms may need to be constructed. The projections also need to inform policymakers as to the amount of resources made available for public investment and the implied fiscal leeway for new policy initiatives or to respond to contingencies.

The use of long-term forecasts could usefully be extended in several ways.. The most desirable extension would be the stochastic estimation of fiscal gap indicators, which would yield a sense of how wide is the range of likely error around a given outcome. 
Assessments are also needed of the scope for change in the structure of a country’s budget, on both the revenue and the spending side, to indicate how much “give” there may be in various areas of the budget. A multiregional general-equilibrium approach to long-term forecasting might be especially valuable given that many industrial and emerging market countries, both large and small, are facing very similar long-term developments, especially population aging, at the same time. Such an analysis could in principle measure the impact of these convergent developments—as societies respond in their savings and investment decisions--on world interest rates and other global macroeconomic variables. 

Improving the Budget Process

Integrating due consideration of long-term issues into the formal budget process has five main elements: providing transparent and comprehensive information; establishing an independent and competent mechanism for providing an assessment of the fiscal dimensions of long-term trends; the use of fiscal rules to constrain political pressures; establishing a mechanism that ensures public debate on the central long-term questions; and, hardest of all, finding a solution to the political economy problem of ensuring that the interests of future generations are adequately taken into account by political decision-makers and the electorate.
In nearly all countries, the annual budget process is where decisions are made that influence the long-term sustainability of the fiscal framework, and therefore the annual budget document, possibly supplemented with separate annexes or reports, is the logical place to inject consideration of long-term issues into the budget discussion. Many countries already frame their annual budgets within a medium-term context. But integrating the long term into the budget process is not a simple matter of extending detailed budget projections from the current 3 to 5 years to 10 years or more. Indeed, doing so would only lend a false accuracy to the projections. Rather, the objective should be the transparent provision of both more information and a perspective that highlights how current policy decisions influence the long-term fiscal position, and vice versa. The key question is what types of information and assessments should be provided.

An essential element of such information is the government’s assessment of whether fiscal policy under the present budgetary regime is sustainable over at least the next 25-40 years, and of what surpluses or deficits are projected to emerge in different periods within that time frame. Stochastic analyses might also be reported, to shed light on how far the actual outcome is likely to vary from the main projection. Fiscal gap measures and the associated estimates of tax burdens and debt or asset accumulation should also be provided, as well as of those that would result if the adjustment indicated by the fiscal gap were postponed for 5 or 10 years. If constraints have been imposed on the revenue or the spending side, the implications for the rest of the budget should be spelt out. In addition, 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 extent possible, to the transparency codes of the IMF and other organizations, especially with respect to accrual accounting for explicit liabilities. It is absolutely critical that the fiscal consequences of existing fiscal commitments be explicitly disclosed. A harder question, as already noted, is how implicit liabilities, contingent liabilities, and guarantees should be presented. An intermediate option between reporting them fully in the balance sheet and not reporting them at all is to include them as memorandum items, with or without quantitative estimates.

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 presented under alternative assumptions. Key welfare implications of current policies, especially key transfer programs, should also be made clear, for example by reporting projected spending per recipient or, for pensions, the share of previous salary that the public pension system will replace. Generational account balances might be presented to illustrate any redistribution across generations. If projected benefits appear to be inadequate or to lead to an unsustainable fiscal position, a menu of possible policy changes to rectify the situation should be presented.

The key uncertainties in the budget projections and the principal downside risks to fiscal sustainability should certainly be reported, as well as any strategies being undertaken to attenuate those risks or reduce the degree of uncertainty about them. The government should also be clear about its attitude to the principal risks—whether risk neutral or risk averse—and about the consequences of possible adverse outcomes. The costs associated with realization of any contingent liabilities should be reported, as well as any contingency provisions or reserves—or lack thereof—against those liabilities. 

Just as independent auditing is an indispensable part of responsible financial practice in the corporate world, so, too, a separate, independent perspective on the budgeting of governments is needed to maintain public confidence in the process. This suggest the value of an independent body—the U.S. Congressional Budget Office (CBO) is a specific example--that would provide its own forecasts and assessments of the long-term fiscal situation. Such an entity could be located within the government itself but kept administratively separate from the executive function, or, conceivably could be established as a private or quasi-public institution. Unlike a corporate auditor, however, an independent budget review agency should do more than simply vouch for the accuracy of the government’s accounting and forecasts. It 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. The role of such an agency raises some difficult questions: a constant danger is the undermining of its neutrality through inadequate funding or poor staffing or through capture by political interests.

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 its neighbors and trading partners, and in some cases the global economy. The large private credit rating agencies perform this function to some extent. However, it is the IMF, through its annual Article IV surveillance of its member countries, that plays the lead role in international fiscal surveillance worldwide. The IMF has already undertaken long-term assessments in some countries, and in principle this work could be broadened and made more routine, though the IMF lacks the power to compel countries to pursue appropriately farsighted policies.

Fiscal rules can play an important role in fostering discipline that can be supportive of aggregative fiscal policies that contribute to addressing long-term fiscal disequilibria. Aggregate fiscal policies that promote balanced budgets or even surpluses over the medium term, can contribute to reduced public debt levels relative to GDP and thus reduced interest outlays, thus freeing up budgetary room to respond to new budgetary pressures (e.g., with respect to aging populations) (as described more fully below). Some have argued that there is particular force associated with rules that are nationally owned (i.e., adopted by a country’s legislature) and that these have more political force and legitimacy than those rules associated with membership in a larger multicountry union (e.g., the EU).
Finally, if sound analysis, transparency, and effective independent monitoring of governments’ budgets are to have the desired effect, the public at large needs to be aware of, and participate in the debate on, long-term issues and how policymakers are addressing them. How this can come about will depend on the political framework of the country in question. In many countries, the legislature is the obvious forum for ventilating the key long-term issues raised by the executive’s budget proposals. If such debate does not arise spontaneously, a mechanism could be introduced in the budget process to ensure that it occurs. For example, a rule might be established that if the independent budget review agency flags what it sees as an unsustainable long-term fiscal position, the government must report to the legislature on how it proposes to address the specific issues raised. A recent proposal by the U.S. General Accounting Office would require that the annual budget resolution set limits on the creation of new—or the expansion of existing—fiscal exposures, with a “point of order” (a parliamentary maneuver used to block adoption of a resolution) allowed, thus forcing debate, should the limits be exceeded. A third possibility would be to set up an independent fiscal commission charged with highlighting key long-term fiscal issues for the electorate before national elections.

Achieving Sustainability Through Higher Taxes or Prefunding
Strategies to address the problem of a possibly unsustainable fiscal position are of two basic types. Aggregative approaches work at the level of the budget as a whole. These may be relatively passive—responding to conjunctural fiscal pressures by increasing taxes or reducing other expenditures, or active, freeing budgetary room through fiscal consolidation measures that reduce public debt (and the associated interest costs) or buildup assets (prefunding). The latter of course requires up front measures to reduced the present expenditure share or increase the revenue share in GDP. The second strategy (which may coexist with the former one) consists of specific policy reforms aimed at reducing the magnitude of future spending commitments at the individual program level.
A number of governments already have begun to rely on aggregate approaches to address concerns of medium- to long-term fiscal sustainability. The heart of the argument is that, by running balanced budgets or surpluses, the public debt can be reduced, creating leeway with which to accommodate future spending commitments. The government may even be able to retire the debt and accumulate assets, in effect prefunding future outlays. 

Aggregative approaches often rely on fiscal rules that require governments to stay within preset fiscal bounds. Policy actions are thus necessary when some measure of the fiscal deficit or public debt exceeds some threshold. Although fiscal rules are in place today in many countries—the SGP and Maastricht being the most notable example--, long-term fiscal challenges were often not the original motivation for their introduction. Other reasons for adopting such rules have been to restrain growth in spending as a share of GDP, to create favorable conditions for monetary union (in the case of Europe), or to lower the risk premium on government borrowing. 
The SGP rule of the European Union calls for member countries to achieve at least budget balance over the cycle and limits deficits to no more than 3 percent of GDP. The United Kingdom’s Golden Rule similarly calls for budget balance, but for government consumption only; capital spending is subject to a “sustainable investment rule,” which sets a limit on the debt-to-GDP ratio over the business cycle. New Zealand has a similar rule but excludes assets accumulated under its principal public old-age fund. In the Netherlands, a rule specifies that every four years, any revenue in excess of projections is partly returned to the public through lower taxes and partly applied to debt reduction. Finally, governments in some European countries are required to regularly adjust the social insurance contribution rate to meet funding targets—in effect a sectoral fiscal rule.

A rules-based aggregative approach can be an effective strategy, but governments can and should rely on it only within certain limits, for several reasons. One is that, as already noted, government actions to reduce the overall deficit or debt can induce reactions on the part of households and businesses that at least in part offset the contribution to national saving that is the ultimate goal. A now-familiar macroeconomic argument holds that reduced government saving may lead taxpayers to perceive that taxes will be higher in the future, inducing them to increase their own saving. 

Other important problems with an aggregative approach may arise to the extent that it results in the government running continuous regular surpluses, resulting in an accumulation of assets. Political pressure to spend that growing wealth is sure to be intense. Norway, for example, has already seen projections of the peak balance in its Government Petroleum Fund decline as the public has demanded increased outlays for health and education. Attempts in the United States to set aside funds for Social Security in a “lockbox” have proved abortive. A large fiscal nest egg may also reduce the will of governments to reform specific policies and programs in ways that would support long-term fiscal health. Finally, asset accumulation raises issues of how the assets will be managed:
Various institutional mechanisms can support an aggregative approach in these circumstances. The fiscal rules themselves, for example, can be enshrined in law or enforced through some multilateral or peer-group surveillance mechanism. Earmarking funds and placing them in a “lockbox” can hinder attempts to raid the funds for current spending, but the effectiveness of this strategy depends largely on whether the assets are perceived as truly separate from the rest of the budget and their preservation perceived as truly necessary. The short and unhappy life of the U.S. Social Security lockbox shows what can happen when these conditions are not met. Accrual accounting can be a useful presentational tool in such an environment, by exposing the true size of the government’s unfunded liabilities.

Still another difficulty with an aggregate approach is that it may require an increase in the tax burden, at least for a time, that is inefficient or politically insupportable. For some industrial countries (notably the U.S.), a rise in the tax burden might appear a reasonable solution, with tax shares notably lower than observed in many other industrial countries (or even in comparison to earlier periods). In contrast, for many European countries, comparison of the ratio of total taxes to GDP suggests that there may be a limit to how high that ratio can be raised (it appears to be somewhere around 50 percent) without inducing growth in the shadow economy to avoid taxation or undermining incentives to work. Globalization may also contribute to restraining tax rates by promoting tax competition among countries.

The flip side of this problem is that spending cutbacks may also be hard to sustain beyond a certain point. Studies suggest that many governments have little room to trim their outlays on public goods outside of defense—doing so might worsen existing biases in spending against physical investment. Subsidies appear to be the best candidate for further rationalization, but in most countries these are already quite small in relation to 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, with scant remaining capacity to use the budget for macroeconomic stabilization, to provide public goods, to address the challenges of globalization, or to formulate new initiatives in response to new risks and external shocks.

To conclude, if fiscal rules are tailored to support an aggregative fiscal strategy aimed at the long as well as the short to medium term, some clear prerequisites are entailed. The rule must be realistic in what it requires with respect to tax burdens and expenditure provision over the long term. It must be comprehensive, so that, for example, central government surpluses are not offset by deficits elsewhere in the public sector. And it must be based on an accrual concept that takes full account of the implications of policy reforms with longer-term financial implications.

Achieving Sustainability Through Reforms to Specific Policies

Whereas the aggregative approach to achieving long-term fiscal sustainability is in essence one of raising the present fiscal balance more or less directly, reforms at the level of specific policies and programs can be thought of as indirectly raising the future fiscal balance by reducing the nature and extent of future commitments. In some cases these reforms may entail some reduction in the terms of explicit commitments already made to future beneficiaries; in others they may specify a previously vague commitment at a lower level than might otherwise have prevailed. But it is critical that these reforms not be understood as a means of reducing or weakening the role of the state or its public welfare function. To the contrary, they are a way of ensuring that the state remains relevant, i.e., capable of providing necessary public goods and achieving an equitable distribution of wealth and income, and prepared to respond to new challenges. Rather than simply retreating from commitments, well-thought-out reforms can create effective new policy structures and redefine the role of government in ways that benefit society for generations to come.

It is far beyond the scope of this essay to enumerate all the types of policy reforms that governments worldwide have taken or might take to improve their long-term fiscal position. But some broad categories can be identified.

First, the aggregate financing parameters of a 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 an increase in a sales or income tax might be earmarked for the program. Conversely, discrete adjustments can be made to the benefit parameters without any change in revenue: changes can be made to the rate at which benefits accrue; taxation of benefits (so-called clawback provisions) can be introduced or increased; minimum benefit levels can be lowered; co-payments and deductibles on government health insurance can be raised; or the process by which future benefits are determined can be changed, for example by changing benefit indexation formulas or tying the age of eligibility to changes in life expectancy. Both financing and benefit parameters can be made subject to mandatory periodic review of their sustainability.

Reforms can also change the quality or quantity of benefits or reduce their coverage. In health care programs, for example, the quality of services may be reduced or coverage of certain services may be dropped; rationing or longer queues for service may be allowed. Provisions may be introduced that provide financial incentives for households to be more proactive in their approach to their health (though dieting, exercise, or smoking cessation) or in their demand for more competitive alternatives for medical services and pharmaceuticals.
Reforms may extend to the total revamping of a program or its substitution with a new one. An example of the former might be the shift of a health care program’s financing from fee-for-service payment to some form of managed care or medical savings account. The replacement of a defined-benefit, pay-as-you-go public pension system with one based on prefunding of individual accounts would be another example of the latter.

Policy reform may also take the form of preventive action: curbs on smoking, for example, might help lower the government’s future health care spending; tighter restrictions on building in low-lying coastal areas could help economize on the future fiscal costs of responding to climate change. Some such reforms might actually involve increases in current expenditure to avoid larger spending commitments decades hence. For example, spending today on research on technologies that reduce greenhouse emissions or which facilitate capture and storage of carbon dioxide could lower the future cost of addressing climate change; expanded immunization programs for childhood diseases could both lower overall health spending and contribute to a more productive work force in the future. 

The political and economic challenges and complexities involved in reducing a government’s potential future expenditure commitments should not be minimized. In many areas, such as social insurance, even modest changes can have profound distributional consequences, within or across generations; these are certain to generate political resistance and even hostility to reform. In addition, reforms must often be phased in very gradually, and their implications presented transparently, so that those affected are aware of the changes and have sufficient time to adapt. When the narrower targeting of benefits is accomplished through means testing, concerns about moral hazard and allocative efficiency inevitably arise. And, as noted previously, 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, also in effect shift risk from the government to the benefit recipient. Recipients must be informed of the increased risk they are involuntarily taking on.

Governments may also want to revisit their specific policy commitments with respect to the risks that they retain as well as the new risks that they choose, or are compelled, to take on. These risks may include emergent new diseases, climate change, terrorism, and the dangers that may accompany new technologies (such as computer viruses), among others. Globalization is likely to intensify these risks and introduce new risks of its own. Although the private insurance industry will seek to cover at least some of these risks, it may set limits on the coverage it provides, or that coverage may prove too expensive for many who need it, and some important risks may go uncovered. 
When should the government step in to provide such coverage or to support private insurers in doing so? This is a question that can only be answered case by case, but a number of options are available short of government providing insurance by itself alone. 
For example, in some instances, government may play a role in some degree of reinsurance, thus creating a financial backstop for catastrophic situations, or it can require private insurers to provide coverage while the government itself bears part of the burden. And it can promote the development of insurance markets through more effective regulation and through the dissemination of information to consumers.

In all these situations, moral hazard considerations come into play. 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 it might induce more risky behavior. For their part, insurers might see the government’s potential intervention as an opportunity to shift the burden of a costly area of coverage. Moral hazard is an enormous topic with implications that range far beyond the issue of fiscal sustainability, but from the government’s perspective, part of the answer to moral hazard is to communicate clearly to the public what government will not cover—and perhaps, strategically, to communicate somewhat less clearly about what it will.

The government can importantly reduce its exposure to risk through its own actions in the regulatory domain and in infrastructure investment. Urban planning standards, building codes, and land-use restrictions can be made more stringent and expanded to address risks seen on the horizon such as the effects of sea level rise from climate change. In its own infrastructure investment program, government can act in ways that either facilitate adaptation or reduce the fiscal risks associated with extreme weather events, for example. Improved transportation and telecommunications infrastructure can also be part of the response to the increased competitive pressure from globalization. Additional government 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.

Whereas most of the above reforms tend to reduce the reach of government, other possible policy changes to address long-term issues would expand it. For example, the burden on the state and on future generations from population aging might be eased by policies that encourage fertility or immigration. However, increased fertility would obviously increase the share of children in the population before eventually increasing the work force, with implications for education and child health spending, among other things. Immigration, as noted previously, raises the difficult question of how to assimilate—and bear the costs of—a large number of new immigrants.

The last point raises the broader issue of how to deal with some of the other ramifications, some of them possibly unforeseeable, of reforms aimed at reducing future policy commitments. Do such ramifications impose costs on the government or society that outweigh any benefits from reduced commitments? Are some income groups or generations net gainers or losers from reforms, and should the latter be compensated? Do the allocative distortions of a given reform offset the expected benefits? All these difficult questions help explain why governments are often so reluctant to introduce reforms that will imply a significant reduction in commitments to at least some in society.

Coordinating Policies Internationally

In several areas, coordination of countries’ efforts to ease their looming fiscal burdens could well increase the prospects of success for all. As already noted, the differing future demographics of the world’s industrial and developing countries provide an important opportunity for such coordination. The industrial countries obviously need to increase their saving in order to prepare for the retirement of their aging baby-boomers, but if that saving were channeled into investment only within that same group of countries, it might well encounter diminishing returns. Interest rates could fall, making the prefunding of retirement benefits all the harder. 
In principle, developing countries, in contrast, should have an almost unlimited potential supply of worthwhile investment projects. If the industrial countries’ savings could be directed to these investments, the results could be hugely advantageous for both sides. The rub, of course, is how to match those savings with investments that are actually productive: the gratuitous waste of such resources lay at the core of the East Asian financial crisis and its aftershocks elsewhere and has left investors in the rich countries cautious in reentering the arena. Much work is needed to strengthen the absorptive capacity of recipient countries, especially through improving the regulation of their banks and capital markets. Corporate governance reform, strengthened accounting practices, and greater transparency are all needed.

Similar cooperation would be welcome in the area of climate change. Any future international effort at controlling greenhouse gas emissions will have little impact if the most rapidly developing countries of the world are excluded. But these countries are not likely to be willing or even 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 be to the enormous benefit of both. Cooperative efforts into climate change research are also needed, and the results must be widely shared if developing countries are to participate effectively in efforts at adaptation.

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

Conclusion

For all countries and governments, the future poses enormous uncertainties, as it always has. Making fiscal policy in the face of those uncertainties is a dauntingly complex undertaking, and one far different from fiscal policymaking in the short to medium term, difficult as that is. Looking back at how little their predecessors of 75, 50, or even 25 years ago could have known or imagined about the world we inhabit today, policymakers might be excused for thinking it pointless even to worry about the far future in considering the stance of fiscal policy.

This essay has argued against such fatalism. Uncertainty about the future is real and considerable, but that fact does not absolve fiscal policymakers from addressing issues of the long term, because what they do or fail to do will critically influence both the welfare of current and future generations and the role and capacity of the state itself. That much can be said with certainty, because of several other things about the future that we do know for certain. We know that important structural changes will occur in the coming decades, both in human societies and in the natural environment. We know that those changes will have important fiscal consequences, both because of the heavy overhang of existing government commitments, explicit and implicit, and because of new commitments that governments will scarcely be able to avoid. 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 only increase their costs, some of which will be born by those living today.

It follows that governments and the societies they represent need to take much more explicit account of—and action to address—the potential fiscal consequences of these long-term developments. They must do so despite the present incomplete development of analytical forecasting techniques, despite the political turbulence that confronting these issues is sure to encounter, and despite the preference of many to postpone the difficult decisions for that very reason. And they need to do all these things now, because the long term has already begun.

Because the way forward is so uncertain, this essay has sought to provide not so much a map of the rough fiscal terrain ahead as a compass and a toolkit. That toolkit contains many useful instruments, but no magic bullets. No single policy reform will suffice to meet the long-term challenges; rather, reform must proceed on many fronts, and indeed there is a necessary symbiosis to the various reform strategies. Analytical techniques need to be improved, so that debate can proceed on an informed basis and the right actions taken. Effective institutions need to be created to monitor budget trends and force debate on emerging dangers, so that the effort to improve the analysis will not have been wasted. Detailed reforms at the level of specific policies and programs need to be implemented, so that aggregate tax and spending reductions can close the remaining budget gap. 
And countries need to work collectively to find and take advantage of complementarities in their fiscal needs, so that all their individual efforts at fiscal reform and rationalization do not work at cross-purposes. This last is especially important, because although the issues to be faced, the strategies that will work, and the aspirations to be achieved may differ from country to country, the gathering force of this century’s long-term developments is worldwide in its scope, and it is a force that the world community, as a community, can no longer ignore.
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Figure 2. Projected Climate Change Indicators 1
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Figure 4. Shares of World Population in 2025 in Countries with Physical or Economic Water Scarcity
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1 No reallocation of water or construction of water supply structures will satisfy all water needs in these countries.
2 Countries must increase primary water supply by more than 25 percent through additional storage and conveyance facilities.
3 Countries projected to import more than 10 percent of their cereals consumption, typically an indication of water scarcity.
Table 1. Fiscal Sustainability in OECD Countries: Primary Fiscal Balance Approach 

(In percent of 2002 GDP)

	
	Adjusted Structural Primary Balance1
	
	Adjustment in Primary Fiscal Balance Needed to Achieve Sustainability3

	Country
	
	Net Government Debt
	

	
	
	Explicit
	Implicit2
	Total
	

	Australia
	1.7
	5
	220
	225
	-2.8

	Austria
	0.8
	50
	199
	249
	-4.2

	Belgium
	6.1
	98
	207
	305
	0.0

	Canada
	3.0
	44
	376
	419
	-5.3

	Denmark
	3.7
	23
	155
	178
	0.1

	Finland
	4.5
	-42
	283
	241
	-0.3

	France
	-0.1
	38
	193
	231
	-4.7

	Germany
	-0.1
	44
	157
	201
	-4.2

	Greece
	4.0
	107
	490
	597
	-8.0

	Ireland
	-2.1
	36
	260
	297
	-8.0

	Italy
	3.4
	97
	53
	150
	0.4

	Japan
	-6.0
	58
	78
	136
	-8.8

	Netherlands
	2.5
	42
	253
	295
	-3.4

	Norway
	12.7
	-73
	898
	824
	-3.7

	Portugal
	-0.2
	55
	178
	233
	-4.9

	Spain
	2.7
	41
	312
	354
	-4.4

	Sweden
	3.3
	-1
	183
	182
	-0.3

	United Kingdom
	0.5
	29
	75
	104
	-1.6

	United States
	-0.8
	43
	223
	266
	-6.1

	
	
	
	
	
	

	Unweighted average, all countries
	2.1
	37
	252
	289
	-3.7

	GDP-weighted average, all countries
	-0.5
	46
	187
	233
	-5.2

	GDP-weighted average, EU countries only
	1.4
	49
	163
	213
	-2.9


Source: Frederiksen (2003).

1Actual primary balance (the general government fiscal balance exclusive of interest payments) that would prevail if the economy were at full employment.

2Debt that is “embodied in current expenditure standards and benefit rules” (Frederiksen, 2003, p. 4).

3A negative number indicates that fiscal policy is unsustainable; the value of the index in such cases indicates the size of an immediate and permanent tax increase or expenditure decrease that would be needed to bring the fiscal balance to a level consistent with intertemporal solvency.

Figure 1. Projected Shares of Elderly in Total Population by World Region
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Figure 3. Projected Population of World’s Largest Megacities
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