                                                            CHAPTER 5


                         The Long-Term Future: The Ageing Population Challenge.



After the next ten years, the main economic challenge facing both the US and the EU will be the impact of the ageing of the population on public expenditure. The combination of the present persistent falling trend in fertility in most OECD countries and their present persistent growing trend of life expectancy is going to put a very strong pressure on public finances in the future. The spending pressure will be much higher in the EU than in the US, making it much more difficult for the former not only to be able to comply with the budget rules established by the Maastricht Treaty and by the Stability and Growth Pact (SGP) which are necessary to achieve a successful Monetary Union but, what is more worrying, to keep a sustainable level of budget balances and of the debt to GDP ratios. The consequences can be extremely negative for the future growth of the EU. A “greying” population means less active population, less entrepreneurship, less innovation, higher, and probably unsustainable, public expenditure and, therefore, a lower rate of growth. A few recent reports have tried to measure the impact of ageing on public finances and all of them reach similar conclusions: the impact is large enough to become the most important economic challenge of the XXI century for the OECD countries and especially for the EU.  





      5.1) EU Commission Report


          5.1.1) EU Demographic Projections up to 2050


The Economic Policy Committee of the European Commission, under the mandate of the ECOFIN Council, which was worried about the fiscal impact of the EU future ageing demographic prospects, established a “Working Group on Ageing Populations” in 1999, which after working for two years, issued a final report titled “The budgetary challenges posed by ageing populations” (European Economy, 2001, No 4) This report was done in parallel with a similar report by the OCDE (Economic Outlook, No 69, June 2001)


The report is divided into four sections. The first one includes demographic projections up to 2050 for all member countries. The second one looks at their effect on public expenditure on pensions. The third one measures the direct impact of ageing populations on public expenditure on health and long term care. The final section considers the sustainability of public finances.


The underlying demographic assumptions on which the age related expenditure are based are the following: The average EU fertility rate in 2000 stood at 1.5 children per fertile woman, but ranged from 1.2 in Spain and Italy, 1.4 in Germany to 1.7 in France and the UK, 1.8 in Denmark and 1.9 in Ireland. By 2050 the EU average fertility rate will converge upwards to 1.7 children, with most of the increase occurring in the first two decades. The life expectancy is projected to increase steadily over the said period. Having risen from 67 years in 1960 to 75 in 2000, average life expectancy at birth for men is projected to rise by five years to 80 in 2050. For women, it is also projected to rise from 80 years in 2000 to 85 in 20050. Sweden with 82 years and Italy, Greece and Austria with 81 years will be above the average for men and France with 87 years and Sweden with 86 will be above the average for women. The migration flows assumption is an annual net inward migration to EU member States of around 640.000 migrants over the projected period, coming down from 661.000 in 2000 to 622.000 in 2050, constituting approximately 0.2% of the total population. Germany, Greece, Luxembourg, Austria, Portugal and Sweden will be above the 0.2% average. 


As a result of these assumptions, the total size of the EU population will continue to grow slowly from 376 million in 2000 to 386 million in 2020 and then to fall to 364 million in 2050, a drop of some 12 million compared with 2000. Whereas large falls are projected in the size of the total population in Italy, Spain and Germany, 17%, 11% and 85, respectively, the total population is expected to grow in a number of countries, including France and the UK, by 5% and 4% respectively, with the largest increases in Luxembourg and Ireland, 29% and 26% respectively. The total population size is projected to keep growing in France and UK until 2040, whilst it is already starting to fall in Italy and to decline in Spain by 2010 and Germany by 2015.


The EU working-age population (persons aged between 15 and 64) will stay broadly stable at some 246 million until 2015, after which it will decline to 203 million by 2050, a drop of 18%. In percentage terms, the largest declines are projected for Spain (–29%) and Italy (-33%) with only Ireland projected to see an increase of 5%. As well as declining in size, the labour force will be “greying”, with workers aged between 55 and 64 accounting for an increased share of total workforce. At the same time, the number of elderly persons aged 65 and over will rise from 61 million in 2000 to 103 million in 2050, an increase of some 70%. All member countries experience increases over 50% with the largest increases taking place in countries having low starting positions (Ireland, Luxembourg and the Netherlands)


As a consequence of these outcomes, the old-age dependency ratio of the EU, defined as persons aged 65 and over as a percentage of the working-age population aged 15 to 64, will more than double from 24% in 2000 to 49% in 2050. Striking differences across Member States are evident. In terms of starting position, Ireland has the lowest old-age dependency ratio at 17% compared with ratios of 25% and over in Belgium, Greece, Spain, France, Italy and Sweden. In most Member States that ratio will reach a new plateau around 2040, with the highest ratios of some 60% in 2050 for Spain and Italy. Finally, the very old-age group of persons, aged 80 and over, will almost triple from 14 million in 2000 to 38 million in 2050. 


5.1.2) Projected Public Pension Expenditure in the EU up to 2050


The assumptions made by the Age Working Group report are the following: Labour participation rates in the EU are based in the projections of the International Labour Organization (ILO, 1997). Participation rates for men will grow very slowly from 76.9%, in 2000, to 77.4%, in 2050, however participation rates for females will be converging to that of the men average in 2050, that is, from 57.7%, in 2000 to 69.5%, in 2050. Participation rates for males aged 15 to 54, fall slightly, from 85.1% to 84.6%, but for males aged 55 to 64 they rise from 52.6% to 56%. Participation rates for females rise in both age segments from 67% to 77.1% in women aged 15 to 54 and from 29.9% to 46.7% for women aged 55 to 64. It is very important to mention that these participation rates could be smaller since some countries, such as Spain, Ireland and the UK measure their participation rates for males and females only for aged 20 to 54, instead of 15 to 54, given that they tend to be smaller from 15 to 19 years of age.


Unemployment rates are expected to fall to their structural levels, as defined by the OECD, by 2050, that is, around 8%, although some countries like Spain have projected unemployment rates (4%) much lower than the ones envisaged by the Age Working Group and very difficult to achieve unless very radical labour reforms are implemented. 


Higher participation rates and lower unemployment rates can offset some of the impact of demographic projections on the size of the labour force or working-age population. Therefore, the key variable is not so much the old-age dependency ratio (elderly as a percentage of the working-age population, but rather the balance between economically active and inactive persons, who must be supported. Two new ratios must therefore be measured. The first one is called “potential economic dependency ratio” which expresses the number of potentially inactive persons as a percentage of the labour force, that is, the population aged 15 and over inactive or not in the labour force, as a percentage of the total number of persons in the labour force.  The second one is called “effective economic dependency ratio” that expresses the actual number of inactive persons as a percentage of the total persons employed, that is, the number of persons aged 15 and over, who are not employed, as a percentage of the total number of persons employed. Clearly, these ratios are higher than the old-age dependency ratio, and both rise over the projected period.


The potential economic dependency ratio increases, for the EU as a whole, from 74% in 2000 to 96% in 2050 and the effective economic dependency ratio increases from 90% in 2000 to 106% in 2050. Some countries exceed such percentages. In the first ratio, Belgium increases from 92% to 113%, Spain from 92% to 114% and Italy from 109% to 125%. In the second ratio, Belgium increases from 114% to 128%, Spain, from 123% to 128% and Italy, from 134% to 142%. The countries with lower ratios are, in the first case, Denmark, with 66% in 2050, Sweden, with 76%, Ireland, with 77% and Luxembourg with 32% and, in the second measure, again Denmark, with 76%, Portugal and Sweden, with 86 and Luxembourg with 29%, at the end of the projected period. Nevertheless, most measures of economic dependency ratios include children (persons aged 0 to 14). When children are included in the EU ratios the potential economic dependency ratio increases from 112% in 2000 to 131% in 2050 and the effective economic dependency ratio increases from 135% to 145% between both years. That is, each person employed in 2050 will have to support 1.45 inactive person. However, in this case, children are excluded from the definition of inactive persons to facilitate the comparison with the evolution of the old-age dependency ratio.


 Finally, the macroeconomic assumptions of the projections are the following: The real GDP growth will go down, from an average annual rate of 2.5% during the period 2000 -2005, to an average of 1.6% from 2000 to 2050. Labour productivity growth will stay constant at an average annual rate of 1.8% over the whole period. 


The results of these assumptions combined on public pension expenditure, before taxes, as a percentage of GDP are shown in table 22. Pension measures are meant to refer to all replacement revenues for the older population, for example, they include early retirement, disability and survivors pensions and other transfers to the elderly, such as unemployment benefits to people aged 55 and over and “social pensions”. As regards the starting position in 2000, spending in on public pensions accounted for an average of 10.4% of GDP, albeit with considerable variations among Member states. It ranges from low levels of 4.6% of GDP in Ireland and 5.5% in the UK, to 14.5% in Austria and 13.8% in Italy. These differences stem from the fact that public pensions in some countries include earnings-related schemes with entitlements dependent upon past contributions: this tends to lead to a higher level of public expenditure on pensions. On the contrary, public pensions schemes in other countries operate on a more “flat-rate” basis, often aiming at providing a minimum level of retirement income, supplemented with private occupational schemes and/or private savings, which fall outside the public sector and, consequently, the scope of the projection exercise. 


The projections show an increase in public pension expenditure between 3% and 5% of GDP in most Member States over the period up to 2050. The EU average goes from 10.4% of GDP in 2000 to 13.9% of GDP in 2050. The countries that experience higher increases are Greece with 12.2%, Spain with 7.9%, the Netherlands with 6.2%, Denmark with 5%, Finland with 4.7%, Ireland, with 4.4% and Portugal, with 4.1% of GDP. Nevertheless, there are notable differences among them, given that Denmark, Finland, Ireland and the Netherlands have large funded components of their pension systems, whilst Greece, Spain and Portugal rely exclusively on a “pay as you go” financing. Germany and France have average increases of 5% and 4%, given that German figures are accounted before the 2001 reform. The UK is the only one to actually project a decrease of public pension expending, as a percentage of GDP, this is largely the result of the indexation of pension benefits to inflation. The increases in Sweden and Italy are small, 2.6% and 2.1% of GDP respectively. This is the result of having introduced in the 1990s reforms establishing the so-called “notional defined contribution” pension schemes, which mimic the operation of funded pension schemes, but remained financed on a “pay as you go” basis (in Sweden a proportion is financed on a funded basis) These schemes limit the impact of ageing on pension expenditure in two important ways. First, a close actuarial link is established between contributions and entitlements. Second, the final pension annuity at the age of retirement is determined by a formula that takes into account the life expectancy at the age of retirement. Therefore, public finances are sheltered from the impact of increases in life expectancy that are mostly shifted to the individual.


These increases of public pension expenditure as a percentage of GDP are decomposed into four explanatory factors. The first is the population ageing or dependency ratio effect, which measures the changes over the projected period in the ratio of persons, aged 55 and over, to the population aged 15 to 54. The second is the employment effect, which measures the changes in the share of population at working-age (15 to 64) that is employed, that is, the inverse of the employment ratio. The third is the eligibility effect, which measures the share of population aged 55 and over that receive a pension, and the fourth is the benefit effect, which measure the changes in the average pension relative to output per worker. The dependency ratio rises very substantially in all countries placing an upward pressure on public pension expending and it is the main driving force of the increase in pension expenditures. The eligibility ratio places also an upward pressure, being the second driving force of higher expenditures, due to the large increase in female participation rates, although is partly compensated by the reduction in the number of women receiving “survivors” pensions. The increase in the effective retirement age would also counteract the increases, given that it will lower the share of persons aged 55 and over receiving pensions. The benefit and the employment ratios tend to offset part of the expenditure increases. 


Finally, it is important to take into account that these projections could worsen if the population decreases further, if the participation rates end to be lower, if the employment rates are lower and/or the productivity ratios are lower than expected by the initial assumptions, and the other way round.

                 5.1.3) Projected increases in EU public expenditure on health and long term care.


The economic implications of increased public expenditure on health and long term care are quite different than in the case of public pension expenditure. This is because the first one would also translate into an increase in the size of an already relative large sector of the economy, which will affect the sectoral structure of the economy and the overall economic development.  


At first sight, health care and ageing seem to be highly correlated because older persons tend to consume more health care than other age groups this seems to be the case especially for very old persons. Looking at the distribution of health care expenditure by age on an static basis, that is, on a single year, is shows that, at early ages health expenditure tend to be high, up to 5% of GDP per capita, mainly because in some member countries costs of birth are included in public health expenditure. After childhood, the age-related expenditure profiles reveal increasing per capita expenditure levels with age, in all EU member countries, increasing from 2.5% of GDP per capita at ages 5 to 9, up to 17% at ages 80 to 89, and, then, they tend to fall for the highest age groups over 90, down to 15% of GDP per capita and below. The reason is that, at very old ages, expenditures are increasingly included in long-term care and not in health care, although it is often difficult to distinguish between both kinds of expenditures. Males tend to generate more expenditure on health care with age than females in most member countries.


Expenditure on long-term care show a similar pattern than expenditure on health care, although the levels of expenditure in terms of GDP per capita at prime ages tend to be lower and, at very old ages, tend to be much higher. This is the result of some member countries supplying long term care in a formal institutional setting, as it is the case for health care, although more and more is being provided at the home of the elderly, which it is preferred by the latter and implies a lower level of expenditure. Contrary to the case of health care expenditure, when long-term care is broken down by sex, female expenditure, in terms of GDP per capita, tends to be higher than male expenditure in most member countries.


Nevertheless, contrary to the apparent conventional view, the very high growth of health care expenditure levels in the second half of the past century, that almost double between 1960 and 1990, was driven mainly by the increased coverage by public health care and public insurance and by the increased demand or consumption of health care in line with increased prosperity, as well as by the supply of more expensive technology and by the higher medical price inflation, but not so much by the ageing effect. Another reason for the limited effect of population ageing on health care expenditure is that this type of expenditure over the life of an individual tends to be concentrated at the end of life, irrespectively of the death age this is the reason why they are called “death costs”. Given that mortality rates are higher in older age groups, the concentration of expenditure at the end of life leads to an upward bias in the distribution of health expenditure by age of these groups. But to the extent that in the future life expectancy is going to continue increasing and mortality rates at an specific age going to continue decreasing, projections based on the static age-related expenditure profiles as above are going to overestimate the impact of ageing on future aggregated expenditure levels. Life expectancy has been increasing significantly in the second half of last century and is expected to continue increasing in the future. These increases have gone hand in hand with improvements in the average health status of the elderly, due to new pharmaceutical discoveries and new medical treatments and technologies as well as more prevention and information about how to achieve a more healthy life. But on the other hand, the very old continue to be characterised by illness, disability and frailty. In sum, ageing may not be the key driver of expenditure increases in the future (Jacobzone, 2001)


The projections carried out by the Ageing Working Group are limited to the impact of ageing on health care and log-term care expenditure up to 2050. Therefore, they do not take into account the previous non-aged related factors, which are going to reduce the future expenditure and make this simple approach to have a number of drawbacks. The first is that the future relationship between age and health care and long-term care expenditures is going to be much more complex than projected. The second is that the projections avoid explicitly modelling other important factors such as the diffusion of medical and pharmaceutical technology, the relative prices for medical inputs, the intensity of care at older ages and the extent to which long-term care is provided in a formal setting. 


Projections are based on the same demographic and macroeconomic assumptions that the preceding ones on public pension expenditure and all base line projections share a common methodology. They use two different costs assumptions. The first is that expenditures per head on both health and long-term care, across all age and sex groups, grow at exactly the same rate as GDP per capita. The logic of this assumption is that it is neutral in macroeconomic terms. If there is no change in the age structure of the population, then the share of the health and long-term care sectors in GDP will remain the same over the period even if the size of the population changed. The second is that expenditures per head grow at the same rate as GDP per worker, that is, at the same rate as productivity. The reason for this one is that wages are a key determinant of costs in both sectors, given that are labour intensive.     


 The results of these projections are shown in table 23. The impact of ageing on the levels of health and long-term public expenditure in EU member countries, up to 2050, would range on additional expenditure ranging between 1.7% and 3.9% of GDP. The total EU weighted average goes from 6.6% of GDP to 8.8% of GDP in 2050, if measured by GDP per capita and to 9.3% if measured by GDP per worker. Their total levels of expenditure on both public services by 2050 will range from 7.5% in Italy to 12.1% in Sweden. These levels compare with a range, in 2000, from 5.5% in Italy to 8.8% in Sweden, that is, levels of expenditure, in 2050, which are around 30% to 40% greater than in 2000. The countries that experience the highest expenditure increases are those that have a strong tradition of formal provision of long term care for the elderly, such as Denmark, the Netherlands, Sweden and Finland. Therefore, it is long-term care, not health care, the one that takes the largest percentage of the increase. In almost all member countries, except Greece and Spain, projection results under the GDP per worker cost assumption are higher than under the GDP per capita cost assumption, because employment growth over the projected period will be lower that population growth, due to the changing age composition of the population, including, notably, a population “greying”.


 In sum, on the one hand, these simple projections tend to overestimate the direct impact of population ageing on overall expenditure levels because they do not take into account but, on the other hand, other factors which have driven in the past the increases in health and long-term care expenditure costs per head or per unit are not explicitly included. The simple cost assumptions used in the projections may underestimate the impact of these non-demographic factors in driving costs per head or per unit. In any case the increase in the fiscal burden implied by the projections is significant and will add to the increase in pension expenditures and worsen the sustainability of public finances.


5.1.4) The Future Sustainability of Public Finances in the EU.


The former projections up to 2050 show that ageing populations could lead to an average annual increase in public expenditure on pensions of 3.5% of GDP for the EU member countries and that they could increase the average annual health and long-term care public expenditures by 2.7% of GDP in 2050. That means a total annual average increase in EU public expenditures of 6.2% of GDP by 2050. This will put a substantial pressure on member countries to sustain sound public finance positions that comply with the EMU requirements of the Stability and Growth Pact (SGP) and which facilitate growth and employment. 


The Ageing Working Group (AWG) has taken a pragmatic approach in the absence of an agreed definition of sustainable public finances and assessed sustainable public finances in terms of compliance with the budgetary requirements of the Maastricht Treaty and the SGP. That is, avoiding excessive deficits, keeping debt levels below the 60% of GDP reference value and respecting the “close to balance or in-surplus” requirement of the SGP. Although the SGP only imposes commitments on member countries for budget positions in the medium term (three to five years) and does not require explicit longer-term targets, sustainability is de facto ensured, provided budget balances respect the “close to balance or in-surplus” target. 


Based on this simple and transparent approach, the AWG has constructed some long-term sustainability indicators, defining sustainability as non-violation of predetermined levels of deficits and debt, which involves making a number of arbitrary assumptions and benchmarks, which are not very different to those found in the synthetic indicators proposed in the sustainability literature such as those developed by Buiter (1985) and Blanchard (1990) Moreover, the AWG recognises that sustainability also entails keeping the tax burden at reasonable levels and ensuring that non-age related expenditures are not crowded out by increased spending on pensions and health care.


The AWG takes a two-step approach to cast light on the sustainability of public finances. The first step involves verifying whether existing budgetary policies can insure continued compliance with the EMU budget requirements. The second step involves estimating synthetic indicators of the scale of budgetary adjustments required by the member countries to ensure sustainable public finances. For the first step, a baseline test is undertaken, which involves extrapolating budget balances and debt levels on the basis of the baseline age-related expenditure projections. A set of assumptions is required. The tax burden and non-age related expenditures are held constant and a fixed interest-growth differential is maintained throughout the projected period. It is then possible to estimate the evolution in public debt over the projected period, a result that hinges upon whether the starting primary budget surplus (that is, excluding debt service payments) is sufficiently high so that the fall in the interest burden over time can absorb the additional age-related expenditures. Given the sensitivity of the results to the underlying assumptions, three stress tests are carried out to ascertain whether public finances are sustainable, under different circumstances. The first is setting the initial primary balance at more or less favourable levels compared with the baseline. The second is assuming a higher or lower age related expenditure growth and the third one assuming higher or lower interest-growth differentials.   


The second step develops two synthetic indicators of the required adjustment effort. The first indicator considers the difference between the projected primary surplus in the baseline projection and the required primary surplus necessary to ensure a balance budget in all years of the period up to 2050. The second indicator is a “financing gap” or “tax gap”, which measures the difference between the current tax ratio (which is held constant over the period) and the constant tax ratio needed to achieve a predetermined budgetary target at a specified date in the future. Both indicators are applied to two stylised countries: an “average debt” country where the initial level of public debt is 60% of GDP and a “high debt country” where initial public debt is set at 100% of GDP. In both cases, non-age related expenditure is assumed to be constant at 23% of GDP. Age related expenditure is assumed to stay constant at 16% of GDP until 2010, and thereafter, it increases in a linear fashion by 5 percentage points of GDP by 2030 and stays constant at 21% of GDP until 2050. Both countries are assumed to be in a position of budget balance in 2005. Real interest rates are fixed at 4% and inflation at 2%. Nominal GDP growth is assumed to be constant at 4% over the period. In this setting, the lower interest burden of the “average debt” country results in a lower constant tax burden than in the “high-debt country”.


The results for the “average debt” country show that, in the baseline scenario, a budget position below the 3% reference value is maintained until 2025. Thereafter, deficits increase to unsustainable levels as debt levels increase. Government debt stays below the 60% of GDP reference value until about 2035, but the reference value is breached some 10 to 15 years if stress tests are applied. When assessing the required level of adjustment, the difference between the projected primary surplus and the required one to achieve a balance budget position is shown in table 24, both in the baseline scenario and with stress tests. The required primary surplus is of 3.5% of GDP in 2005 and goes down slowly to 2% in 2020 and to 0.6% of GDP in 2050. The difference between the required and the projected primary surplus goes up from 0.1% of GDP in 2005 to 2.2% of GDP in 2050. If the initial primary surplus is worse than in the baseline, the difference goes up from 1.1% of GDP in 2005 to 3.2% of GDP in 2050, and if the age-related expenditure is higher than in the baseline, the difference goes up from 0.1% of GDP in 2005 up to 2.7% of GDP in 2050.


The results of a “high debt” country with a larger initial primary surplus, show, in the baseline scenario, that the deficit gradually increases but remains below 1.5% of GDP over the projected period. Public debt level falls slowly and by 2015 reaches 60% and stays below 60% until 2050, but with the negative stress tests, both deficit and debt levels increase above reference values at the end of the period. The required primary surplus is 5.8% of GDP in 2005 and goes slowly down to 3.3% of GDP in 2020, to 1.5% of GDP in 2040 and to 1.0% in 2050. The difference between the required and the projected primary surplus goes up, in the baseline scenario, from 0% of GDP in 2005 up to 1.5% of GDP in 2030 and then down to 0.2% of GDP in 2050. With a worse initial primary surplus the difference goes up from 1% of GDP in 2005 up to 1.2% of GDP in 2050. With higher age-related expenditure the difference goes up from 0% of GDP to 2% of GDP in 2030 and then down to 0.7% of GDP in 2050. 


In both cases it is shown that by having large primary surpluses the member countries will be able to meet the costs of ageing populations. Nevertheless, historical experience shows how difficult is to maintain such high primary surpluses over long period of time. The “high-debt” country needs to maintain an average primary surplus of 2.8% of GDP over the whole period up to 2050 and the “average debt” country needs to maintain an average primary surplus of 1.7% of GDP over the same 50 years period. Both levels are extremely difficult to meet for so many years, considering the fact that there could be a business cycle recession every ten years. Besides this fact, by looking only at projected changes in primary balances, a paradoxical policy conclusion emerges: “high debt” countries are better placed than “average debt” countries to meet the budgetary cost of ageing. This is because high debt countries need to run very high primary surpluses in order to cover interest payments and to respect the close-to-balance or in-surplus rule of the SGP. Nevertheless, this focus on the changes of primary surpluses overlooks the fact that high debt countries will have to sustain a greater degree of “budgetary effort” keeping higher primary surpluses than the average for a longer period of time.


                                   5.2) OECD Report

 
     5.2.1) Demographic and Expenditure Projections to 2050


The OECD has coordinated another report called “Fiscal implications of ageing: Projections of age-related spending” (OECD, 2001) using projections based on the work of national experts as well, but with the difference that it has not controlled the use of underlying population and macroeconomic assumptions within the models beyond those agreed by the participating countries. 


The demographic assumptions are the following: Fertility rates, for the OECD average, go up from 1.54 children per woman in 2000 to 1.66 children per woman in 2050. The EU average is 1.52 children in 2000 and 1.68 children in 2050, for Japan, the rates are 1.38 in 2000 and 1.61 in 2050 and for the US are 2.05 in 2000 and 1.95 in 2050, all of them below the population replacement rate which is 2.1 children per woman. Life expectancy for males at birth, for the OECD average, goes up from 74.1 years in 2000 to 79.3 years in 2050, and for females, the OECD average goes up from 80.6 years in 2000 to 84.7 years in 2050. The EU averages are, for males 74.9 in 2000 and 79.9 in 2050 and for females 81.0 in 2000 and 85.2 in 2050. The Japan figures are, for males, 77.4 in 2000 and 79.4 in 2050 and, for females, 84.1 in 2000 and 86.5 in 2050. Finally, for the US, the life expectancy for males goes up from 73.9 in 2000 to 79.1 in 2050 and the life expectancy for females goes up from 79.6 years in 2000 to 83.5 years in 2050. There is also an assumption made for annual net immigration rates, as a percentage of the total population. The OECD average is 0.22% in 2000 and falls to 0.20% in 2050. The EU average is 0.16% in 2000 and 0.19% in 2050. The Japan figures are not available and the US rates are 0.33% in 2000 and 0.25% in 2050. 


In sum, these assumptions show an average increase of fertility of around 8% and a lengthening in average lifetimes of about 4.5 years, between 2000 and 2050. In the case of the EU the increase in average fertility is of 10% and the average increase in life expectancy is of 4.6 years. In the case of the US, average fertility declines by 5% and life expectancy increases by 5.2 years. The assumptions for participation rates, unemployment and labour productivity rates are the same as in the EU report, that is, the ILO 1997 and the OECD 2000.


Under these assumptions, the base line projections for old age dependency ratios, measured as individuals aged 65 and over as a percentage of those aged 20 to 64, increase, in the case of the EU average from 26% in 2000 to 52% in 2050, that is, the ratio doubles. In the case of Japan, the ratio goes up from 23.5% in 2000 to 65% in 2050, almost the triple. For the US the increase is smaller going from 22% in 2000 to 37% in 2050, an increase of 68% only. That is, the US old age dependency ratio will be, in 2050, 15 percentage points lower than in the EU and 28 percentage points lower than in Japan.


Under these baseline old age dependency projections, the baseline projections for total old age related public expenditure, including not only pensions but also long-term unemployment, disability, early retirement programmes, health and long-term care are the following: Total average age-related spending for the OECD countries goes up from 16.9% of GDP in 2000 to 22.4% of GDP in 2050, an increase of 5.5 percentage points of GDP. In the case of the EU, the average increases from 18% of GDP in 2000 to 24% of GDP in 2050, that is, an increase of 6 percentage points. In the case of the US the increase is 5.5 percentage points but at a much lower level, from 11.2% of GDP in 2000 to 16.7% of GDP in 2050. In pensions and early retirement the US expenditure increases from 4.6% of GDP in 2000 to 6.7% of GDP in 2050, 2.1 percentages points of GDP while the EU expenditure increases from 10.6% of GDP in 2000 to 13.6% in 2050, 3 percentage points. Health and long-term care expenditures, rise in the US from 2.6% of GDP in 2000 to 7% in 2050, 4.4 percentage points, while in the EU from 7.4% in 2000 to 10.4% of GDP in 2050, 3 percentage points. 


The OECD report points out the difficulty of the EU countries to face an increase of age-related public expenditure of around 6 percentage points of GDP in the next 50 years, given that the average level of total budget revenue in the EU was, in 2000, around 52% of GDP, while in the US was only around 30% of GDP. The room for manoeuvre for increasing the tax pressure is much narrower in the EU therefore the adjustment will have to come from a strong reduction of the primary surpluses, an increase in the budget deficits or both. 


The OECD report simulates the fiscal impact of ageing on debt levels in a stylised country. In the stylised OECD country, pension spending represents 8% of GDP in 2000, the primary surplus 2.5% of GDP and net debt 55% of GDP. The projected increase in age related spending, from 2000 to 2050, is 6% of GDP and the change in age related spending is fully reflected in the overall primary balance, given that other government revenues and expenditure remains constant over the whole period up to 2050. Assuming a 1.9 per cent annual real GDP growth and a real interest rate of 4%, debt will increase, over the period up to 2050, by 100 percentage points, therefore, net debt will double, going up from 55% to 110%.    


If we consider the stylised country to fit the average EU country, the impact of this raising trend in age related expenditure on public debt figures could be explosive. At present, the average EU debt to GDP ratio is around 70% and could surge to 170% in 2050 if no pension or labour market reform is made by then. On the contrary, the present US debt to GDP ratio is 50% and it will increase only to 90%, by the year 2050, if there is no new reform made in the meantime. These figures could be even higher for the EU if we take into account that in most of the new potential members there is, at present, little pension coverage for the retirees and that their actual average debt to GDP ratios are similar (close to 70%) to those in the EU at present.


   5.3) United Nations Population Division Demographic Forecasts


The United Nations Population Division of the U.N has updated its demographic forecasts to 2050 in its latest report (2003) showing some differences with the EU and OECD reports.

 
Table 25 shows some long-term demographic projections for the EU and the US up to 2050, based on the medium world population forecasts of the UN. According to this report, the 2000 average fertility rates are 1.4 children per woman at the EU and 2 at the US, the first one being lower than the population replacement rate, that is actually 2.1 children per woman and the second one being much closer to it. The new 12 EU member countries from Eastern Europe have still a lower fertility rate, 1.2. Those fertility rates are expected to increase achieving by 2050, 1.7 children in the EU, 1.8 in the new 12 EU members and 2.2 in the US. Life expectancy at birth is 78.5 years in the EU, 68.4 years in the new 12 members and 77.5 in the US, but is expected to reach 83.5, 82.6 and 77.8 respectively in the year 2050. 


According to these fertility and life expectancy rates, the present EU population of 380 million will fall to 364 million by 2050, while the present US population of 285 million will go up to 397 million in the next fifty years, overtaking the EU population. Nevertheless, by then, the EU will include, most probably, around 39 member countries. The present 15 member countries will become very soon 27, that is, the new 10 member countries that joined in 2004 with the addition another 2 (Bulgaria and Rumania) in 2007 or in 2009. Later on, between 2012 and 2020, there will be another 6 potential candidates to join: Turkey, Albania, Bosnia-Herzegovina, Croatia, Macedonia, and Serbia-Montenegro. Finally, there are another 6 potential candidates that have some probability of joining sooner or later: 3 with a high probability (Iceland, Norway and Switzerland) and another 3 with a lower probability (Moldova, Ukraine and, especially, Belarus). All these new and potential 24 countries, if the other 12 join eventually the EU, will add another 360 million people to the present EU-15 therefore, by 2050, the EU population could reach 745 million, including present annual immigration projected to 2050. If the EU would stay only with 27 countries, the potential population will be only 475 million, that is, larger than that of the US in 2050.


On the other side, according to this report, the average rate of immigration in the last decade has been much higher in the US than in the EU: 6 million entered in the EU versus 11 million in the US. Extrapolating these rates to 2050, the population of both economies will increase in 21 and 55 million respectively. Given that the fertility rate increases in parallel with the rate of immigration, since immigrants tend to have more children, specially those who come from Latin America, which are the majority and have at present a fertility rate of 2.7, the population increase in the US population could be much higher. On the contrary, the fertility rates of Central and Eastern European countries is even lower than in the EU, only 1.3 and in 2050 are expected to reach 2.2, therefore, the likelihood of a big population increase in the fully enlarged EU is much lower than in the US, unless there is a massive inflow of African immigrants, who are going to maintain high fertility rates in the next decades. The advantage of the US is that it has been, traditionally, an immigration country, where there are already 40 million “Hispanics” (15% of its total population) and a fast increasing immigration of Asian origin. In the EU, not having the possibility of very large immigration from the new Central and Eastern members, Africa can become the main pool of migrants in the future.


The UN report, as a consequence of these assumptions, is forecasting a worse elderly dependency ratio that the EU and the OECD reports. Given that the median age is increasing faster in the EU and the new 12 members than in the US and that the population aged 60 and over as a percentage of the total population is also increasing much faster in the EU than in the US, the UN forecasts a much higher elderly dependency ratio, which is more representative of the present European situation where early retirement is much higher than in the US. The UN elderly dependency ratio is measured as the number of people aged 60 and over as a percentage of the number of persons aged 15-59. It shows that, at present, that ratio for the EU is 35% and for the US is only 25%. By the year 2050, the EU elderly dependency ratio will double, reaching 70%, that is, 70 persons to be supported by every 100 at working age, while the US ratio will only go up to 35%, half of that of the EU. The EU dependency ratio projection could very well take into account the new potential 24 members from the East and Centre of Europe, because their fertility and life expectancy will tend to grow over the next 50 years converging to the EU average. Nevertheless, at present, the UN forecasts that the elderly dependency ratio in Eastern Europe will be reaching 30% in 2050, less than half than in the EU. There is little potential error in these forecasts given that, for instance, the population over 65 to 100 years in 2050 is going to be today’s population between 18 and 53 years of age. 



                  5.4) CSIS Report


The Center for Strategic and International Studies (CSIS) in Washington has published recently another report “The Global Retirement Crisis” (2002) in which it projects that the ageing problem is going to have a larger impact on public pension expenditure than both the EU and the OECD reports estimate. In both official reports each member country made its own projection using its own pension model and the EU and the OECD established only a common set of demographic and economic assumptions to which all countries adhered. In general, their projections include all publicly financed old-age pensions (both retirement and survivors benefits) all minimum or social assistance pensions and all special early retirement pensions. In a few countries, however, there are significant omissions. The biggest are for the Netherlands (early retirement benefits) the UK (civil service pensions) and the US (state and local employee pensions) The CSIS report starts with a premise, that “baseline spending projections” should always be based on established historical trends, unless there is a compelling reason to depart from them. The CSIS uses both official pension expenditure projections as a starting base and then it adjusts then to reflect its different assumptions about unemployment, participation, fertility and longevity rates. 


The specific adjustment are as follows: First, the official projections assume that unemployment will fall beneath its recent historical average in every developed country except Japan and they do not offer any explanation for this development when unemployment has been chronically high in many EU countries for decades. Most economists agree that the problem is caused by rigid labour markets, high labour costs and easy access to generous unemployment, disability and early retirement benefits and that a large unemployment rate reduction is only possible with fundamental reforms. For this reason, the CSIS assumes that unemployment rates will stabilise at their 1990-2000 averages. This change raises projected pension costs significantly in a number of countries, with the biggest increase in Spain (2.3% of GDP by 2050) given that Spain had forecasted an unemployment rate of 4% by 2050, from the present 11%.


 Second, the official projections assume that female labour force participation will rise, sometimes greatly, in every developed country except Norway. The CSIS assumes that women work patterns will remain unchanged, except to allow for a possible “cohort effect”. That is, in some countries such as Austria, Belgium, Greece, Ireland, Italy, the Netherlands, Portugal and Spain, younger woman have now higher participation rates than older woman, therefore, the CSIS assumes that women aged 40 to 54 in these countries will eventually have the same rates as women aged 20 to 39. In other countries, women under 40 years of age work at lower rates than women over 40. In this case it is assumed that there will no be a “cohort effect” given that if there will be, a consistent projection will show a declining overall participation rate. In some other countries the official projections assume an increase in older men participation rates, due to recent pensions reforms. The CSIS allows this assumption except in Austria and Italy, where the projected rise is far greater than can be explained by policy changes. In the first participation rates of men aged 55 to 64 is projected to rise 55% and in the second 38%. The CSIS reduces both to 20%.


Third, the official projections assume that fertility rates will rise in most developed countries, with the biggest increases in those countries that now have the lowest rates, without much justification for this assumption, when there is no present evidence of that shift now. In Italy, Austria, Greece and Spain, fertility rates are declining or flat across every age bracket and have been for decades. The only explanation possible is that fertility rates are now growing in some countries among women in their thirties and early forties, suggesting that they are merely postponing having children rather than reducing the number that they have planned. But the impact of this time shift is very limited and it is offset by falling rates among younger women. Therefore, the CSIS assumes that fertility rates will remain constant at their 1995-2000 averages. 


Fourth, the official projections assume that the rate of improvement in longevity or life expectancy at birth will slow, although most demographers think that it will continue to grow at the present pace, or, more precisely, that mortality will continue to fall at its historical pace. Some demographers, which expect a slowdown, argue that life expectancy cannot keep rising because medical progress will eventually push everybody to a “natural limit” to the human life span. But if there was such a limit, mortality improvements for the oldest elderly age brackets should be slowing relative to those for the younger elderly age brackets and variations in life expectancy should be narrowing as more people bunch up against the limit. None of this appears to be happening. For many years, Sweden and Japan had a longer life expectancy than the other developed countries and such a differential appears to be persistent. The CSIS assumes that age specific mortality rates in the developed countries will continue to decline at their long-term (1950-1994) averages. That assumption will raise life expectancy in every country, ranging from an extra six months in Germany to an extra nine years in Japan. Finally, the CSIS does not change the official assumptions about net immigration and labour productivity. 



Given these adjustments, the CSIS projections increase the levels of expenditure notably from the two previous official reports, the EU and the OECD ones. The combined EU-OECD projections show an increase in public expenditure related to ageing, from 2000 to 2050, of 6% of GDP in the case of the EU versus 13.1% of GDP estimated by the CSIS. In the case of the US the official increase is 4.4% of GDP and the CSIS estimates an increase of 10.1%.




           5.5) IMF Report


The IMF (2004 B) has conducted two very interesting analyses of the economic impact of demographic changes. First, it uses a large 115-country panel data set, covering the period 1960-2000, to investigate the relationship between demographic variables and per capita GDP growth, saving, investment, the current account and fiscal balances. Given that this econometric analysis suffers from the drawbacks that each variable is consider separately, rather than as part of an integrated economic system, and that historical correlations may not reflect causality, it uses a second instrument to look at the future impact on the economy of the ageing population, up to 2050. That is, a multi-region macroeconomic model, called INGENUE, which explicitly captures the interactions between variables and across countries within an integrated and consistent framework.


The first econometric analysis shows a series of facts: First, that GDP per capita growth is positively correlated with changes in the relative size of the working age population and negatively correlated with changes in the share of the elderly, i.e. the larger the labour force the higher is the positive productive impact and vice-versa (Bloom, Canning and Sevilla, 2001) (Gomez and Hernandez de Cos, 2003). Second, the higher the dependency ratio, the lower is the saving rate and, therefore, the lower is the saving rate and output growth. According to the life-cycle hypothesis of saving, people try to maintain a smooth pattern of consumption through their lifetime. This means that when current income is low relative to lifetime average income, saving will also be low and vice-versa. Young people tend to be net borrowers, adult people tend to be net savers and elderly people tend to be net dis-savers or lower savers than before (Faruqee, 2002) (Loayza, Schmidt-Hebbel and Servén, 2000). Third, the higher the share of the working-age population, the higher tends to be the investment rate and vice-versa, because the investment returns tend to be higher with a larger labour force (Poterba, 2001). Fourth, the higher the working-age population the more positive tend to be the current account balances and the higher the dependency ratio the more negative tend to be the current account balances. (Feroli, 2003) and (Chinn and Prassad, 2003) Fifth, the higher the dependency ratio the larger is the budget deficit and vice-versa. Elderly people need an increasing public expenditure in pensions, health and long-term care and a lower labour force reduces the number of contributors to and the tax revenue of social security (Heller, 2003). Ageing population also affects the financial markets, given that may put downward pressure on real equity prices in the years ahead, if retirees begin to liquidate their assets (Bosworth, Bryant and Burtless, 2004). 


These conclusions of the econometric exercise combined with the projections of the INGENUE model (Ingenue Team, 2001) show that projected ageing populations in advanced countries, with an increase in elderly dependency ratios and a decline in the working-age population could result in slower per capita GDP growth and lower saving and investment. The estimates suggest that these ageing trends could reduce annual real GDP per capita by an average of half a percentage point by 2050. The EU and Japan will be more negatively affected than the US. Japan GDP growth per capita will be reduced by 0.8 percentage points, the EU will fall by 0.5 percentage points, and the US by less than 0.3 percentage points. The decline in savings will also affect negatively the current account balances of Japan by 2.5% of GDP and the EU by 0.2% of GDP, while in the US will improve its current account balance by more than 1.5% of GDP. Other models like the MSG3 (Batini, Callen and McKibbin, 2004) show that the EU current account balance will also experience an improvement because investment will decline faster than saving. The reduction of GDP growth will be larger than that of GDP per capita growth. Europe for instance, will see its GDP growth rate reduced by 0.8% by 2050. 


Besides these estimates, other models predict that, in the next 50 years, the supply of labour could drop as much as 35% in Japan, 30% in Italy and 17% in Germany (Burniaux, Duval and Jaumotte, 2003). Moreover, according to these economists, the alternative solutions to this serious problem are the following: the participation rates among the working-age population would need to increase an average of 11 percentage points to keep the labour supply at the levels of 2000, but in Europe it will need to increase by more than the average: 21 percentage points for Spain, 19 points for Italy and 14.5 points for Germany, while only 3.5 points for the US. The extreme case is Japan were an increase of 100 percentage points in the participation rate of the labour force will not be enough to keep its labour supply constant. Or, the required cumulative immigration will need to increase, in 2050, up to 40% of the total population in Spain, up to 37% in Italy and up to 35% in Germany to keep the labour supply constant at the 2000 level, while in the US only up to 22% of the total population. Or, the raising of the retirement age to keep the ratio of the labour force to total population at the 2000 level will need to be of 12 years in Japan, 10 years in Spain and Italy, 9 years in Germany and only 2.5 years in the US. Naturally, the solution will have to be a mixture of the three partial measures, together with an increase in the fertility rate, but the main result is that Europe needs to make an extraordinary huge effort while in the US it will have to be more moderate.      


                                   5.6) Conclusion


Table 26 shows a summary of the differences in the public expenditure on pension and health projections between the EU report, the OECD report and the CSIS report. The average increase in total public expenditure for the EU, as a consequence of ageing, goes up, from 2000 to 2050, by of 7.2 percentage points of GDP, according to the EU report, by 6 percentages points of GDP, according to the OECD report, and by 13.1 percentage points of GDP according to the CSIS report. For the US, the increases in total expenditure related to ageing up to 2050 are of 4.4 percentage points of GDP, according to the OECD report, and of 10.2 percentage points of GDP, according to the CSIS report. Not only the increases in expenditure are lower in the US, between 2.9 and 3.8 percentage points of GDP less than in the EU, but also the ending level of expenditure in pensions and health is also much lower than in the EU, between 9.3 and 10.1 percentages points of GDP less than in the EU. Given that, as it was pointed out earlier, the present average fiscal pressure in the EU is 22 percentage points of GDP higher than in the US, (52% versus 30%) the fiscal effort that the EU needs to implement to cope with such an increase in public expenditure is huge and its room of manoeuvre for expanding tax revenue is very small. Therefore, the EU challenge is of enormous proportions in relative terms to the US one. 


Such a dramatic future fiscal situation in the future of the EU could be reduced somehow provided that: its fertility, employment and productivity rates increase much faster than their present trend; its present retirement age goes back to 70 years, its present immigration rates are increased substantially and its present pension pay as you go systems are changed to a mixed ones, in which the pay as you go system is maintained only for minimum pension levels for every citizen and the rest of pensions are based on collective and individual private funded systems. Unfortunately, none of these objectives is easy to achieve. The inflows of immigrants have to be very large and not compatible with the present restrictive regulations and the apparent increasing rejection that immigration suffers by the average European citizen, once a certain threshold, as a percentage of the total population, is surpassed. The increase in the retirement age is absolutely necessary to compensate for the increase in the life expectancy, but today the present trend still goes in the opposite direction, by companies reducing the early-retirement age down to 50 years.  The change from the pay as you go to the funded system needs to be financed by issuing new debt to avoid a major discrimination among cohorts, but the Stability and Growth Pact imposes very strict rules to reduce debt to GDP ratios to less than 60%. The increase in the employment rates needs a major labour reform in most member countries and an increase in competition by reducing product and factor market regulations. In the absence of these reforms the future budgetary and debt situation in the EU could become unsustainable, in the absence of very radical reforms.


In the US, on the contrary, although difficult, the budgetary and debt situations could be still manageable. Not only the levels of future public expenditure due to ageing are lower, but also its room for manoeuvre to increase tax pressure is larger as well as its room to increase its debt to GDP ratio, which is still almost 20 percentage points of GDP lower than in the EU, and it is not subject to the constraints of the Maastricht Treaty and the SGP. Its average labour force participation rates are over 10 percentage points larger than in the EU, even more in the case of the older workers. The US participation rate of persons aged 60 to 64 is 55% versus only 30% in the EU and its participation rate of persons aged 65 and older is 18% versus only 6% in the EU. The US old-age dependency ratio is going to be 35% in 2050, exactly half of the EU one. Moreover, the US pension plans posses 59% of all global pension assets, while its economic weight in the total economy is only 23%. In the EU, on the contrary, the UK alone has more pension assets than the rest of the EU combined allowing the UK to be the only European Union country whose public pension system faces no long-term cost challenge. The main weakness of the US is that it spends 4,200 dollars per capita on health care, nearly 50% more than the next runner up, Switzerland, and more than 70% more than the EU average. Therefore, it also needs to introduce strong reforms in its present health system. The recent book by Nyce and Shieber (2005) achieves similar results.


As it was pointed out earlier, this very large projected gap in the future budgetary and debt positions between both economies, could increase the present annual growth rate gap, of around 1 percentage point, in favour of the US, making even more difficult for the EU to catch up and converge with the US in the next 50 years. The European Commission projections (2001 and 2003) estimate that, the pure impact of ageing populations will be to reduce the potential growth rate of the EU 15 from the present 2% to 2.25% to around 1.25% in 2040. The cumulative impact of such a decline would be a GDP per head some 20% lower than could otherwise be expected. Already from 2015, potential economic growth will fall to 1.5% if the present use of labour potential remains unchanged. These estimates are even more negative that those of the IMF (2004 B). It is an extremely important issue that needs urgent and strong policy measures to counteract it.


To confirm the seriousness of this impact, a recent report by Standard & Poor’s the credit rating agency, says that if the present fiscal trends prevail and there are not major reforms, the cost of ageing in pensions and health will fuel downgrades of France, Germany, the UK and even the US from their present AAA investment grade to speculative or junk category. France will achieve a below BBB- grade in 2020, the US in 2027, Germany in 2030 and the UK in 2035, with a large increase in their borrowing costs. Although the US has a much healthier demographic trend than the EU, its budget deficit will add to the pain when its population ageing accelerates about 2020 (Standard & Poor’s, 2005)

