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Fiche on AWG projections for Belgium

1. Description

The AWG projections for Belgium are based upon a projected increase in the old age dependency ratio from 26.2% in 2004 to 47.1% in 2050. Population of working age would decline by some 550,000 units (more than 8%) between 2004 and 2050. However, this decline would be fully 'absorbed' by the projected fall in unemployment and employment would even rise marginally in the period considered. Hence, average yearly activity growth would be very close to the assumed annual increase in labour productivity (some 1.7%).

Against this background, the ageing-related expenditure increase between 2010 and 2050 is estimated at 6.6% of GDP. The bulk of the increase (about 5.1% of GDP) is accounted for by pension outlays. Health care spending is projected to increase only moderately (by around 1.2% of GDP) while long-term care would rise by 0.9% of GDP by 2050. Outlays for both unemployment and education spending would fall by some 0.2% of GDP in the 2010-2050 period.

2. Comparison with alternative projections

In order to assess the risks of the AWG projections, a comparison with the national projections carried out by the Study Group on Ageing (that works under the responsibility of the High Council of Finance) may be useful. According to the most recent annual report of this Study Group (June 2007)
, ageing costs would amount to some 5.6% of GDP between 2010 and 2050, i.e. significantly lower than estimated by the AWG. The Study Group projects a much lower growth of pension outlays (accounting for a difference of around 0.8% of GDP) and a much steeper fall in unemployment expenditure (accounting for a difference of some 0.6% of GDP) and, unlike the AWG, also explicitly takes account of the projected decline (of 0.4% of GDP in the period considered) in the outlays for family allowances. However, this difference between the AWG and the Study Group estimates is partially offset by more buoyant health care expenditure in the Study Group's projections (some 0.7% of GDP higher than in the AWG scenario) and the fact that the latter projections do not include the projected decline in education expenditure in the ageing costs although they are mentioned pro memoria (with the Study Group projecting a roughly similar decline as the AWG).

With respect to the demographic hypotheses, a marked difference pertains to the migration assumptions. While total net immigration is significantly higher in the AWG projections, the age structure is more favourable in the Study Group projections: in the latter, net immigration in the age group from 15 to 39 years is higher but this is more than offset by lower immigration for older age groups. Mainly because of this different view on the age structure of migration, the demographic dependency ratio would rise less in the Study Group projections (to 45.4% by 2050) than in the AWG ones despite the considerably higher 2050 life expectancy assumptions used in the former (a difference of nearly 2 years for men and more than 2 years for women).

In addition, the Study Group projects a much more dramatic fall in the unemployment rate than the AWG: despite a much smaller fall in the population of working age by 2050, the decrease in the number of unemployed would be considerably higher than that projected by the AWG (some 325,000 units compared with 150,000).

Finally, contrary to the AWG, the Study Group incorporates the measures contained in the so-called Generation Pact (adopted in December 2005). The latter primarily aim at discouraging and restricting early retirement. According to the Study Group, they would have a (limited) favourable impact on the employment rate.

All in all, employment growth would be slightly more buoyant in the Study Group scenario. As the assumptions with respect to labour productivity growth are roughly similar in both projections, this would translate into slightly higher activity growth in the Study Group projections (more than 1.7% on average in the 2010-2050 period compared to 1.65% in the AWG projections).

With respect to pension expenditure, both projections use the same methodology and social policy assumptions (notably concerning the real increase in pension entitlements by 0.5% a year - in addition to their full indexation to prices - implying a strong relative decline of an individual pension with respect to the average wages through time). The different evolution of pension expenditure relative to GDP can be mainly traced back to the differences in macroeconomic and demographic assumptions, particularly concerning the more favourable demographic dependency ratio and employment rate in the Study Group projections.

The difference between both projections with respect to health care expenditure (including long-term care) is of a methodological nature. The Study Group essentially takes into account a 'mechanical' impact of ageing by assuming that spending profiles by age cohort and sex remain constant while the increased life expectancy in the AWG reference scenario is partly matched by a higher number of years spent in good health. In addition, the impact of non-demographic factors would be more limited in the AWG projections, witnessed by a lower income elasticity of health care spending (declining from 1.1 in 2005 to 1 by 2050). An alternative scenario presented by the AWG (the 'positive income elasticity of demand' case) is methodologically closer to the Study Group's approach as it assumes constant consumption profiles by age cohort (but still takes into account a lower income elasticity than the Study Group) and indicates a slightly more buoyant growth in health care expenditure: the increase in the 2010-2050 period would be about 0.3% of GDP larger than in the AWG reference scenario but still some 0.6% of GDP below that projected by the Study Group.

Finally, the more substantial drop in unemployment expenditure in the Study Group scenario results primarily from the slightly more benign macroeconomic assumptions and to a lesser extent from the fact that the Study Group takes into account a limited fall in the replacement ratio (compared to a constant level in the AWG projections).

3. Risk assessment

Overall, a simple comparison of the AWG projections with a relevant national alternative seems to suggest that projections of ageing costs for Belgium come with a large degree of uncertainty. Choosing the least favourable projection for each expenditure category (i.e. essentially replacing the AWG projection for health care and long-term care by the Study Group alternative and not incorporating education expenditure) would imply that ageing costs could be as high as 7.6% of GDP in the 2010-2050 period. Alternatively, choosing the most favourable projection for each expenditure category would imply an estimate of the ageing costs of around 4.6% of GDP for the same period.

However, the set of both projections does not necessarily reflect the boundaries of uncertainty as even the least favourable of the AWG and Study Group projections for individual expenditure categories may come with upside risks.

In this context, one could question, for instance, whether the steep decline in the ratio between an individual pension and the average wage through time - implied by both the AWG and the Study Group projections - will be socially and politically sustainable, particularly in view of the growing importance of pension beneficiaries in the voting population. In this connection, the 2005 Report of the Study Group on Ageing indicates that an additional increase in real pensions by 0.5% a year would raise total ageing costs by 0.6% of GDP in the 2005-2030 period (no estimate is available for the post-2030 period). Hence, a simple rule of the thumb suggests that indexing pensions to nominal gross wages would raise the estimates of ageing costs by some 1.5% of GDP in the 2005-2030 period alone. The additional expenditure may amount to roughly 2.5% of GDP if the 2010-2050 period is considered.

In addition, both projections do not take into account a potential shift to the formal sector in long-term care due to changes in family size and female labour force participation rates. According to an alternative scenario considered by the AWG, this could push up ageing costs in the 2010-2050 period by 0.2% of GDP.

Finally, the Study Group's projection of health care expenditure may be significantly less favourable than the AWG’s but it still implies a more limited impact of non-demographic factors than that observed in the most recent decades. Against that background, the assumption in the AWG reference scenario of a declining income elasticity, from 1.1 in 2005 to 1 by 2050, may seem somewhat optimistic.

Hence, while the AWG estimate of 6.6% of GDP is in the upper half of the aforementioned [4.6;7.6] interval, downside risks are not necessarily predominant. In this context, it should be stressed that the lower estimates for pension and unemployment expenditure in the Study Group projections - that strongly determine the lower bound of the interval - are mainly driven by more benign macroeconomic assumptions that, for instance, were described as being 'on the sanguine side' by the IMF (2007).
 In addition, the Study Group explicitly acknowledges that the projected decline in the unemployment rate would require 'an active labour market policy' and may therefore not be consistent with a strict constant policy assumption.

All in all, a cautious alternative headline estimate for ageing costs may be constructed by:

keeping the AWG macroeconomic projections and expenditure estimates for pensions and unemployment and education expenditure;

taking into account a shift to the formal sector as in the aforementioned AWG alternative scenario;

and keeping the income elasticity used in the health care projections constant at 1.1 (rather than the gradual decline to 1 incorporated in the AWG reference scenario)
.

This would amount to an ageing-related expenditure increase of some 7% of GDP in the 2010-2050 period. Taking into account a full indexation of individual pension entitlements to average wages could push this ageing cost up to around 9.5% of GDP.

Fiche on AWG projections for Germany

1. General description

The latest AWG projections for Germany are based on a demographic scenario which implies a limited decline in the overall population of 6.5% between 2010 and 2050. However, the age structure will change dramatically with the dependency ratio increasing from 30.7% to 51.7%. The population of working age will shrink by 18.0%, while the elderly population will increase by 37.9%. However, the assumed increase in participation rates and the fall in structural unemployment will limit the decline in the number of employed persons to 13.4%. Overall, potential GDP growth should slow down from 1.7% to 1.2% per year despite an expected increase in labour productivity.

It is projected that the ratio of ageing-related expenditure to GDP will increase by 3.9 percentage points between 2010 and 2050, about the average for the EU and the euro area. While pension, health care and long-term care expenditure will increase by 2.6 percentage points, 0.9 percentage point and 1.0 percentage point respectively, expenditure for unemployment benefits and education is actually expected to fall by 0.2 and 0.3 percentage point. 

2. Comparison with alternative projections and risk assessment

In order to assess the sensitivity and reliability of the results obtained by the AWG, the underlying assumptions as well as the outcome are compared with other available studies, especially a national study conducted by the Ifo Institute.
 With regard to the underlying demographic development, the projection employed by the AWG assumes a slower increase in life expectancy than the latest official population projection by the Federal Statistical Office.
 This seems to be one of the main reasons why the AWG scenario shows a significantly lower dependency ratio in 2050. According to a sensitivity test performed by the AWG, a further increase in life expectancy at birth by 1.6 years for men and 1.3 years for women between 2010 and 2050 – which would largely match the Federal Statistical Office’s assumptions – would imply an additional increase in ageing-related expenditure of approximately 0.5 percentage point in 2050 (0.2 percentage point for pensions, 0.2 percentage point for health care and 0.1 percentage point for long-term care). Even this scenario might still underestimate the decline in mortality rates as it implies an increase in life expectancy which is considerably lower than the almost linear increase of 2½ months per year observed in past decades. Moreover, there is a risk that net migration, which is anticipated to alleviate the decline in the population, might turn out to be considerably lower than expected.

Concerning macroeconomic assumptions, the AWG projections regarding the participation rate are similar to those in the Ifo study with a somewhat higher starting level assumed for 2010 being offset by a slower increase afterwards. In any case, the impact of changes in the assumed employment rate on pension expenditure would be limited, according to the sensitivity analyses performed by the AWG.
 Labour productivity is anticipated to grow at a similar rate in both studies. The baseline assumptions on unemployment by the Ifo study deviate markedly from those by the AWG. However, the Ifo study authors themselves regard the baseline assumption, which is taken from a report by the Rürup Commission, as being potentially too optimistic. In their risk scenario, they therefore use a long-term unemployment rate quite similar to that used by the AWG.

Turning to individual expenditure items, the increase in pension expenditure between 2010 and 2050 projected in the Ifo study (3.0 percentage points) is slightly higher than the increase in the AWG reference scenario. Numerous differences in the assumptions and the methodology of the two studies make it difficult, however, to trace the driving factors behind this discrepancy. Disregarding convergence of currently comparatively high pensions in East Germany to western levels as in the Ifo study should, for example, lead to an upward bias for pension expenditure increases. Risks related to already enacted legislation changes not taken into account in the AWG calculations appear to be slightly on the downward side, according to the current perspective. A gradual increase in the statutory retirement age from 65 to 67 by the year 2029 – subject to a possible revision in future years – has now been enacted. This could lower pension expenditure by roughly ¼% of GDP in 2050.
 While the assumption that the dampening factors built into the pension adjustment formula would always be effective and never subject to escape clauses presented a clear upward risk to the AWG expenditure projections at the time, legislation has now been enacted which ensures that any skipped adjustment will be made up for in later years. 

Concerning health care and long-term care expenditure, non-ageing-related cost drivers can potentially play a large role in the future trend. Scenarios and sensitivity analyses performed by the AWG itself as well as in the Ifo study and by the OECD
 suggest substantial uncertainty in this respect. In the AWG reference scenario, the increase in the health expenditure ratio (without the special scheme for civil servants) projected by the AWG for the 2005 to 2050 period is 0.6 percentage point and 0.5 percentage point lower than the increases anticipated by the OECD (cost containment scenario) and the Ifo study respectively. In the AWG reference scenario, an income elasticity of demand of 1.1 in the base year is assumed, converging to 1 in 2050. If income elasticity were to remain at 1.1 over the whole projection period, the increase in health expenditure would rise by 0.3 percentage point to 1.2 percentage points over the 2010-2050 period in the AWG projections.
 The health reform of 2006, which has not been taken into account in the latest AWG calculations, will probably not have a pronounced effect on long-term expenditure developments.

For long-term care, the expenditure increase in the OECD projections is 0.2 percentage point higher than in the AWG reference scenario while there is almost no difference with respect to the Ifo study. A shift towards more formal long-term care would imply an increase in expenditure of 1.4 percentage points (2010-2050) according to AWG figures
 and of 2.2 percentage points (2005-2050) according to the OECD’s “increased participation” scenario compared to 1.0 percentage point in the AWG baseline. While the AWG calculations are based on a dynamic increase in long-term care expenditure per nursing case, unit costs so far were nominally fixed by law. However, legislation raising benefits has recently being enacted. In any case, it appears unlikely that expenditure per nursing case will remain unchanged until 2050. 

3. Conclusions

All in all, a cautious alternative headline estimate for the increase in ageing costs may be obtained by adjusting the assumption on future life expectancy in the AWG reference scenario to that in the AWG high life-expectancy scenario. Health expenditure projections could be further adjusted to reflect a constant income elasticity of demand of 1.1. This also suggests an increase in health expenditure that is more in line with alternative studies. For long-term care expenditure, the AWG’s increase in formal care assumption could be adopted. On the other hand, the estimated increase in pension expenditure could be reduced to take account of recent legislation changes. Adjusted in this way, the increase in the ageing-related expenditure ratio would amount to some 4.8 percentage points in the 2010-2050 period. 

Fiche on AWG projections for Greece

1. Description

According to the latest AWG projections for Greece, the overall population will decrease by 5.3% between 2010 and 2050. In contrast to this moderate decline, population of working age will shrink by some 1.7 million units (about 23%) over the same period, while the elderly population will grow by 66%. Due to this change in the age structure, the old-age dependency ratio will more than double from 28.0% in 2010 to 60.4% in 2050. As the decline in working age population is partly compensated by an increase in the labour force participation rate (by 1.4 percentage points, to 70%) and the fall in the unemployment rate (-1.6 percentage points, to 7.0%), the decrease in the number of employed persons is limited to 17.7%. Given that labour productivity is expected to slow down substantially, overall potential GDP growth is projected to fall from 2.9% to 0.8%.

Against this background, the AWG estimates that expenditure on health care will increase by 1.4percentage points between 2010 and 2050, while spending on education and unemployment benefits is expected to remain broadly stable. There are no AWG projections available for either pensions or long-term care.

2. Comparison with alternative projections

In order to give a rough idea of possible future expenditure on pension and long-term care in Greece, alternative projections are used, in particular those included in the Stability Programme Updates.

Projections for pension expenditure were included in Greek Stability Programmes up to the 2004/2005 Update. These figures were identical to the projections included in the 2002 Update of the Stability Programme, which were provided by the Hellenic Actuarial Unit. These projections mainly used the assumptions from the AWG 2001 Ageing Report
 but took the effects of the 2002 pension reform into account. They showed an increase of 10.4percentage points over the period 2010-2050. The same document foresaw an increase in health care expenditure of 1.4% of GDP over 2010-2050. These forecasts assumed a smaller increase in the old age dependency ratio than the 2006 AWG projections (28 percentage points against 34percentage points, as a result of both lower life expectancy for women – almost a year – and a higher fertility rate – 1.6 versus 1.5). Moreover, the 2002 projections assumed a large increase in the overall participation rate (from 69.4% in 2010 to 77.1% in 2050, reflecting higher female participation) and a sharp reduction in the unemployment rate (from 11% in 2000 to 7% in 2010, further dropping to 5.5% in 2050). Both assumptions are much more favourable than the reference scenario adopted by the 2006 AWG.

Estimates for health and long-term care expenditure are provided by a recent OECD study
: and for health expenditure also by the 2006 AWG. 

a) Under comparable assumptions concerning the quality of extra life years, income elasticity of health expenditure, and the evolution of health costs, OECD projections for health care are slightly more conservative than those made by the AWG. For instance, assuming healthy ageing, a unit income elasticity, and no cost effect, both the AWG and the OECD project an increase in the spending ratio of, respectively, 1.0 of GDP over the period 2004-2050 and 0.6% of GDP from 2005 to 2050. However, the slightly different AWG reference scenario points to an increase in health costs of 1.4percentage points over the period 2010-2050 (1.7% over 2004-2050), and different OECD scenarios point to expenditure increases of up to 2.8% of GDP over 2005-2050.

b) Baseline OECD projections assuming healthy ageing, zero income elasticity and a partial “Baumol effect” (i.e. that long-term costs per dependent increase by half of average labour productivity) indicate an increase of long-term care spending by 0.8 percentage points over 2005-2050. In the same scenario, an increase in older workers’ participation rate to 70% (in line with the AWG assumptions) - and hence an increase in formal long-term care - results in extra spending amounting to as much as 2% of GDP over the projection period. 

3. Risk assessment and summing up

The 10.4% of GDP increase over 2010-2050 projected by the Greek authorities in 2002 can only be taken as a lower bound due to the favourable demographic and macroeconomic assumptions. An IMF study following the 2005 Art. IV consultation, drawing also on earlier projection exercises by the Greek authorities, suggests that more realistic estimates would put the increase at 12% of GDP.
 This is largely in line with the result of the 2001 AWG Ageing Report and forecasts in the recent OECD Economic Survey of Greece (Paris, 2007)
. The OECD used the 2006 AWG updated projections for the dependency ratio and the employment rate for a revision of the Greek pension expenditure projections, while keeping the same profile for the pension benefit ratio as in the 2002 official Greek projections.

Although AWG health care projections do not appear over-conservative when compared to the OECD alternative, the underlying income elasticity of expenditure is rather low (1.1, declining to 1.0 over 2010-2050) compared to available estimates over different time spans (2.1 for 19972-2002; 1.6 for 1982-2002; 1.8 for 1992-2002). If, as a minimum, the elasticity were kept constant at 1.1 throughout the projection exercise, based on sensitivity provided by the AWG report, the spending ratio would increase by an extra 0.1 percentage point between 2010 and 2050.

Putting together all available information, age-related expenditure on pensions, health and long-term care may be expected to rise by close to 15.4% of GDP over the period 2010-2050, 12% of which for pensions, 1.5% for health care (correcting the AWG reference scenario for a constant income elasticity of 1.1) and 1.8%
 for long-term care. 

Fiche on AWG projections for Spain

1. Description

The AWG projects that the old age dependency ratio for Spain will increase from 24.6%. in 2004 to 65.6% in 2050. However, the projected increase in the effective economic old age dependency ratio is even bigger, from 40% in 2004 to 88% at the end of the projection period. Population of working age would decline by around 6.2 million (more than 21%) between 2004 and 2050, which would be only partially offset by the projected fall in unemployment and higher labour market participation rates. As a result, the total labour force would contract by 1.6 million people and total employment would decline by some 646,000 units in the period considered. Hence, the average annual GDP growth rate would be 1.6%, slightly below the average labour productivity growth rate. However, average GDP growth would be well below that figure between 2030 and 2050, with growth rates at around 0.8%.  

Against this background, age-related expenditure is expected to increase by some 8.9% of GDP between 2010 and 2050. The bulk of the increase is due to pensions (6.8% of GDP) and, to a lower extent, health care (2% of GDP). Long-term care expenditure would increase to a much lesser extent, by 0.3% of GDP, over the 2010-2050 period, while both unemployment benefits and expenditure on education are projected to decline marginally.

2. Comparison with alternative projections

No alternative national projections for total age-related expenditure are available for the AWG ones to be matched against. However, the Ministry of Labour and Social Affairs (MTAS) carries out projections on pension expenditure that can be used for comparison purposes. The last ones date back to July 2005. According to these projections, which only cover contributory pensions, outlays on pensions are expected to increase by 6.8% of GDP over the period 2010-2050. 

By contrast, the AWG projections comprise both the contributory system and the system for military and central government employees (CPE), who have their own pension scheme administered by the State. Netting out the pension outlays for the latter system - that would go down by 0.4% of GDP between 2010 and 2050 - the contributory pension expenditure increase projected by the AWG amounts to 7.1% of GDP, 0.3%. higher than projected by the MTAS. 

As regards the demographic scenario, the official national projections appear slightly more favourable. Total population is projected to increase by 2.7 million, compared to a 1.5 million rise in the AWG baseline demographic scenario. This difference stems mainly from higher net migration inflows in the national projections, especially until 2010. By contrast, life expectancy and, therefore, the elderly population aged 65 and above is projected to expand faster in the AWG demographic scenario. 

The macroeconomic scenarios do not seem to be substantially different. Except for the period 2005-2010, when the MTAS projects higher real output growth, GDP growth turns out to be similar in both sets of projections. In addition, employment rates evolve in parallel until 2020 (from 2020 onwards, the MTAS does not make explicit the projection of this variable).  

The higher pension expenditure in the AWG projections can be traced back to the behaviour of disability, widowhood, orphan and surviving relatives’ pensions. However, old-age pension expenditure is higher in the MTAS projections - despite lower growth in the number of pensions - which suggests higher average pension benefits than in the AWG projections.

It is difficult to compare both projections from a methodological point of view in that the MTAS does not offer detailed information on its model. In principle, both use broadly the same social policy assumptions. Consequently, the main differences seem to be due to the different demographic scenarios.

3. Risk assessment

Despite their high degree of uncertainty, the comparison with the MTAS ones might suggest that risks on AWG projections concerning pension expenditure would be broadly balanced. However, although more moderate than in other Member States, the decline in the benefit ratio (the ratio between the average pension and the average wage) might unveil an upward risk for the current pension projections. In this connection, any worsening of retirees’ living standards together with their increasing share in the voting population might be socially and politically unsustainable. 

Unfortunately, it is not possible to extend such a comparison to the other age-related expenditure items since there are no official projections. In any case, insofar as AWG health care expenditure projections reflect merely demographic factors and neglect the non-demographic drivers, the most important ones for explaining developments in this area in the recent decades, they may paint an optimistic picture. In this connection, it should be stressed that an alternative scenario presented by the AWG suggests that the increase in health care expenditure over the 2010-2050 period may be 0.2% of GDP higher than in the reference scenario if the elasticity of health care expenditure remains constant at 1.1 (instead of converging to 1 by 2050 as assumed in the reference scenario).

Upside risks may also prevail for the AWG projection of long-term care expenditure. In this respect, the AWG does not take into account the possible implications of the recently approved Dependency Law which establishes an obligation, under certain criteria, to provide formal care services to dependants. An alternative scenario presented by the AWG indicates that an increase in formal care could raise long-term care expenditure by 0.8% of GDP over the 2010-2050 period.

All in all, upside risks seem to dominate AWG projections, mainly on health and long-term care expenditure items. A cautious alternative headline estimate could consist of:

keeping the AWG macroeconomic projections and expenditure estimates for pensions and unemployment and education expenditure;

taking into account a shift to the formal sector as in the aforementioned AWG alternative scenario; and

keeping the income elasticity used in the health care projections constant at 1.1 (rather than the gradual decline to 1 incorporated in the AWG reference scenario).

This would amount to an ageing-related expenditure increase of some 9.9% of GDP in the 2010-2050 period. 
Fiche on AWG projections for France

1. Description

According to the latest AWG demographic projections, the French population is expected to continue its upward trend, increasing by 6% between 2010 and 2050 (+3.6 million inhabitants). In the meantime, the old-age dependency ratio
 would climb from 25.8% in 2010 to 46.4% in 2050. Conversely, the share of working age population would decrease from 65.0% in 2010 to 57.5% in 2050. Nevertheless, the labour force would contract only slightly thanks to a rise in the participation rate and a fall in unemployment. Thus, GDP growth would be close to the growth of labour productivity.

Against this background, the increase in ageing-related expenditure ratio between 2010 and 2050 is estimated at 3.1 percentage points (pp), which is less than the average for the Euro area. Pension, health, long-term care outlays would respectively increase by 1.9 pp, 1.5 pp and 0.2 pp. Unemployment benefits and education spending would both slightly fall by 0.2 pp.

2. Comparison with alternative projections

2.1 The COR projections

The COR (Conseil d’Orientation des Retraites
) carries out its own pension projections on a national basis. The AWG projections and the COR projections rely on the same model but the economic and demographic assumptions are different. In particular, the COR demographic projections are issued from the national statistics institute (INSEE).

Comparison of different demographic projections used in pension expenditure forecasts

	(central scenarios)
	AWG (2006)
	COR (2007)

	Fertility rates
	24:01.9
	10:01.8
	1.9

	Annual migratory balance
	2004: 63,882
	2050: 58,718 
	100,000

	Life expectancy at birth for men in 2050
	82.3
	83.8

	Life expectancy at birth for women in 2050
	87.9
	89


The last COR forecast was released in November 2007. Compared to demographic projections used by the AWG, the fertility index and migratory balance assumed by the COR-INSEE are more favourable for working-age population and pension expenditure. Nevertheless, the higher life expectancy assumed by the COR raises the pension burden, all other things being equal. 

Comparison of macroeconomic and labour force assumptions used in pension expenditure projections

	(central scenarios)
	AWG (2006)
	COR (2007)

	Labour productivity growth
	2005:1.2 2020:1.8
	2025-2050:1.7
	1.8 (from 2012 on)

	Real growth rate 
	2005:2.2 2025:1.8
	2030-2050:1.6
	2005-2015:2.5
	2030-2050:1.8

	Unemployment rate
	7 (2015 onwards)
	4.5 (2015 onwards)

	Elderly (55-64) participation rate 
	25:42.3
	10:54.1
	25:43.8
	10:51.5


Economic assumptions are also different. Firstly, the COR suggests that the unemployment rate would fall to 4.5% of the working age population from 2015 onwards, compared to 7% in the AWG projections. All other things being equal, with a lower unemployment rate, pension outlays are the same but the level of GDP is higher so the expenditure ratio is lower. Secondly, according to the COR, labour productivity would grow each year at a constant rate (+1.8%), whereas, according to the AWG, it would gradually accelerate from a yearly rate of +1.2% in 2004 to + 1.7%
  from 2025 onwards. This higher labour productivity growth assumption leads to a lower pension burden
. Thirdly, the elderly participation rates in COR and AWG projections are different. According to AWG, the participation rate of older people (55-64) would increase by 11.8 pp, against 7.7 pp according to the COR. Thus, AWG projection assumes longer careers; the longer employees work, the higher pensions are. All in all, the COR assumptions lead to a more favourable financial requirement. According to the COR, the pension outlays would increase by 1 pp in 2020 and 1.6 pp in 2050, compared to 2006
. 

2.2 Alternative health projections

Many scenarios exist for public health projections; they are produced by the OECD
 and AWG, etc. Direct comparisons are not easy and, without being any more relevant
, the ’pure ageing’ scenario is the easiest one to be considered as a benchmark. It assumes that age-related spending per capita on health care remains constant and that costs evolve in line with GDP per capita. 

Comparison of a ’pure ageing’ scenario in health outlays projections 

	(% of GDP)
	2004/2005
	2050
	change

	AWG (scenario I)
	7.7
	9.5
	1.8

	OECD (‘demographic effect‘ without the assumption of healthy ageing adjustments)
	7
	8.4
	1.4

	OFCE

	7.7
	9.7
	2


We compare the AWG pure ageing scenario with the projections of the OECD and of a French independent research institute OFCE
. The OFCE projections relied on the most recent demographic projections produced by INSEE and lead to a higher ageing gap. Nevertheless, direct causality can not be shown. Although the three projections are roughly based on the same logic, they can differ both in demographic and age-related spending profile assumptions. Eventually, the impacts of each assumption are very difficult to separate from one another. 

It should be noted that the AWG projection is average. Nevertheless, the pure ageing scenario is only one possible scenario. According to experts, it might not be the likeliest. Thus, both the OECD and AWG have produced several alternative scenarios: the overall increase in health expenditure respectively ranges from 0.3 pp to 3.8 pp and 1.1 pp to 2.4 pp over 2005-2050. The central AWG scenario forecasts an increase in health expenditure ratio by 1.8 pp between 2005 and 2010, which only slightly differs from the pure ageing scenario and from the reference scenario of OCDE (cost containment scenario, +1.7 pp). 

2.3 Long-term care projections

According to the AWG, the French long-term care expenditure ratio is quite low
 compared to the average level in the euro area or in the European Union (0.3 % of GDP in 2004, against respectively 0.8 and 0.9). In the AWG baseline scenario, long-term outlays would increase by 0.2 pp between 2005 and 2050. A shift towards more formal long-term care would imply an increase in expenditure of 0.7 pp according to the AWG ’increase in formal care‘ scenario and of 2.6 pp according to the OECD’s ’increased participation‘ scenario. OECD scenarios are generally more pessimistic as the increase in long-term care expenditure over 2005-2050 ranges from 0.9 to 2.9 pp while it only ranges from 0.3 to 0.7 pp under AWG scenarios.

3.Risks assessment

Demographic assumptions. A key feature for AWG projections is life expectancy at birth. An unexpected lengthening of the average lifespan would entail additional pension, health and long-term care expenditure. The AWG provides sensitivity tests of an additional increase in life expectancy at birth of 1.3 years for women (i.e. 89.2) and 1.6 years (i.e. 83.9) for men until 2050, which would largely match the INSEE-COR assumptions. Thus, according to AWG, a higher expectancy would lead to an additional increase in pension outlays of 0.6 pp in 2050. The impact of a higher life expectancy on health expenditure is estimated at 0.15 pp in 2050 compared to the central AWG scenario. Lastly, the impact of expectancy gains on long-term care would be nil according to AWG projections.   

On the other hand, the fertility index assumed by the AWG might appear slightly too low (from 1.89 in 2004 to 1.85 in 2050). Indeed, the fertility index (1.9) assumed by INSEE is the mean of the index between 2000 and 2005. Yet, no alternative AWG scenario is based on higher fertility rates
. Besides, the annual migratory balance assumed by the AWG is lower than that assumed by COR (resp. + 60,000, +100,000). The migratory balance can have a potentially high impact on forecasts but no alternative scenario is produced by the AWG
.

Macroeconomic assumptions. For the EU 15, the AWG group assumes labour productivity would grow yearly by 1.7% from 2030 onwards. For France, this figure fits the long-term average (1975-2003). Nevertheless, labour productivity has been growing more slowly since the beginning of the 1990s. A lower productivity growth is not unlikely: the AWG estimates that 0.25 pp less labour productivity growth lower from 2015 onwards would lead to a 0.5 pp larger financial requirement over the 2004-2050 period for pension outlays. 

The participation rate of older workers (up 55 to 64 years old) is very low in France (38.3% in 2003) compared with the EU-25 average (42.7% in 2003). Nevertheless, the AWG assumes a high increase in older workers’ participation rate: +11.8 pp between 2005 and 2050, against +7.7 pp according to the COR. Yet, the effectiveness of measures adopted by the Government to prevent early retirement (deduction/premium, etc.) is still uncertain. 

 Non-demographic drivers. Public health care spending is determined by a complex combination of supply and demand factors, which may vary in the short and long term. In basic health care projections, spending is connected to the age structure of the population, the revenue per capita elasticity being assumed as unitary (see the ‘pure ageing‘ scenario above). Yet, the age effect and the revenue effect fail to fully explain the growth of public health spending during the past 30 years (see OECD). Yet, in the AWG central scenario, elasticity is assumed to decrease from 1.1 in 2004 to 1 in 2050. This elasticity value seems even lower as policy implementation risks mainly arise in the health care expenditure field. Indeed, in the past, successive reforms have scarcely reduced their dynamism. Yet, no structural reform able to curb the expansion of health expenditure has been planned so far.

Concerning education spending, the expected decline due to ageing is hardly likely. In particular, additional expenditure is planned for universities in order to improve tertiary education and research, both singled out in the Lisbon Strategy.

4. Conclusion

All in all, since the COR macroeconomic assumptions are too optimistic, we keep the AWG pension projections, using the higher life expectancy scenario. This leads to an increase in pension outlays by +2.4 pp between 2010 and 2050. Health expenditure projections are adjusted to reflect a constant income elasticity of demand of 1.1 and a higher life expectancy, which leads to an increase in health expenditure of +1.8 pp between 2010 and 2050. For long-term care expenditure, the AWG ‘increase in formal care’ scenario is adopted (+0.4 pp). Lastly, the AWG computations for unemployment and education outlays are kept the same. Then the increase in the ageing-related expenditure ratio would be 4.1 pp in the 2010-2050 period. 
Fiche on AWG projections for Ireland

1. Description

According to the AWG projections, the Irish population is expected to increase to 5.5 million in 2050 from just over 4 million at present. Within this total, the elderly population cohort (those aged 65 and over) is projected to more than treble over the period. As a result, a very large increase in the old-age dependency ratio is projected, from 16.5% currently to 45.2% in 2050.

In total, ageing-related expenditure in Ireland is expected to increase by 8.1% of GDP between 2005 and 2050. The bulk of this (approximately three-quarters) is accounted for by higher pension outlays, which are projected to more than double, to reach 11.1% of GDP in 2050. Health care and long-term care spending are projected to rise by 2.0% and 0.6% of GDP, respectively, over the same period. These increases are expected to be offset to a small degree by a reduction in education spending by 0.9% of GDP together with a decline in unemployment related expenditures of 0.1%.

2. Comparison with alternative projections

In order to assess the results of the AWG projections, it is useful to examine other studies on population ageing carried out for Ireland. There have been a number of reports on population ageing, many of which have focused on particular aspects relating to ageing. In addition, on the purely demographic side, in 2004, the national statistical agency in Ireland, the Central Statistics Office (CSO), produced population and labour force projections to 2036. Perhaps the most relevant in terms of the AWG projections, however, is a recent paper produced by the Economic and Social Research Institute
 (ESRI), which specifically examined the effects on public finances of ageing over the period to 2050. It is from this paper that the most direct comparisons and contrasts with the AWG report can be disseminated.

In terms of demographic projections, there is quite a marked difference between the AWG projections and those contained in the ESRI report.  The ESRI projects that the population will increase by just over one million persons to reach 5.2 million in 2050, whereas the AWG study projects that the population will reach 5.5 million. This appears to be mainly explained by differing assumptions on migration, with the AWG projecting much higher net migration over the period to 2050 than the ESRI, although in contrast, the AWG figures for net migration in 2004 and 2005 were significantly below actual flows. Of particular interest, however, is the changing age structure of the population, with the ESRI painting a more pessimistic picture than the AWG study. The ESRI estimates that the proportion of the population aged 65 and over will increase from 11% in 2005 to 29% by 2050, which is higher than the AWG projections. As a result, the ESRI projects that the old-age dependency ratio will increase from 16.5% in 2005 to 51.5% in 2050, which is significantly above the AWG projection (45%). This is partly due to differing assumptions on mortality rates, with the ESRI expecting men and women to live longer than in the AWG study.

As regards economic assumptions, the unemployment projections by the AWG appear overly optimistic, with an average rate of just 3.4% throughout the entire projection period. This would in effect constitute a near full employment situation between now and 2050. In contrast, the ESRI assumes a higher unemployment rate of 4% per annum, which appears more plausible. Similarly, the AWG projections for average GDP growth over the next decade or so appear somewhat high when compared with other medium-term growth projections for Ireland.

The ESRI report estimates the costs of population ageing relative to GNP, whereas the AWG study is measured relative to GDP.
 According to the ESRI, old-age social welfare spending (i.e. pensions) is projected to treble from 3.2% of GNP in 2010 to 9.3% of GNP in 2050. Long-term care costs over the same period are projected to increase from 0.8% of GNP to 2.4% by 2050. Health care costs are projected to rise from 7.4% of GNP in 2010 to 11.2% in 2050. These three factors combined result in ageing-related costs rising by 11.5% of GNP between 2010 and 2050. Although not directly comparable, these projections are higher than the rate of increase projected in the AWG report, which might lend support to the view that there are upside risks to the AWG projection. 

3.Risk assessment

The AWG study shows that the effects of population ageing are likely to be quite marked in Ireland, with age-related public spending projected to rise by 7.9% of GDP between 2010 and 2050. This increase is well above the EU average, although this partly reflects the fact that Ireland is starting from a relatively low base given its current young population profile. It must be recognised, however, that such projections are subject to much uncertainty, particularly for smaller and more open economies like Ireland. This is also evident from a study conducted by the ESRI, which has differing long-term demographic and economic projections. This latter report showed higher estimated costs from population ageing.

An alternative headline estimate for ageing costs using the AWG scenarios would involve:

taking the AWG assumptions on demographics and macroeconomic estimates as given;

increasing the AWG projections for health care spending by taking the assumption of a constant income elasticity of 1.1 throughout the period, which raises health care costs by 0.4%;

raising the AWG projections for long-term care by allowing for an increase in formal care provision, which pushes up ageing costs by a further 0.3%.

This alternative scenario would result in an increase in ageing costs by 8.6% of GDP between 2010 and 2050 and would be closer to the ESRI estimates.

In conclusion, it must be borne in mind that, despite the AWG projections, Ireland is relatively well placed to deal with the effects of population ageing. This is based firstly on the premise that Ireland has more time to prepare for population ageing given the current age structure. Secondly, Ireland has a low level of debt (the second lowest debt-to-GDP ratio in the euro area) as well as being a relatively lightly taxed economy. Thirdly, Ireland has already begun to prepare for population ageing, through the National Pension Reserve Fund (NPRF).
 That said, such studies do highlight the need for more to be done to combat the challenges posed by population ageing as the NPRF in itself will not be sufficient to insure against the likely future costs of population ageing.
Fiche on AWG projections for Italy

1. Description

According to the demographic projections underlying long-term fiscal forecasts by the AWG, the old-age dependency ratio
 will rise from 28.9% in 2004 to 62.2% in 2050. Population of working age is expected to decline by some 9.2 million units (about 24%) over the same period. The decline in employment will be less pronounced (about 12.0%, 2.6 million units
) thanks to the projected increase in the job market participation rate (from 62.6% to 70.2%) and fall in the unemployment rate (from 8.4% to 6.5%). As a result, the average yearly growth of GDP would be lower than that of labour productivity (by about 1.3% and 1.6%, respectively). 

Against this background, in its ‘reference scenario’, the AWG estimates that age-related expenditure will increase by 2.3% of GDP between 2010 and 2050, to 28.0%. Almost half of the increase (1.1%) is accounted for by health care. Spending for both long-term care and pensions is projected to increase by 0.7%. The increase in expenditure would peak in 2040 at 3.3% (1.9% of which would be for pensions).

2. Comparison to alternative projections

There are no truly alternative national projections of the costs of ageing for the public budget: the sole producer of national projections, Ragioneria Generale dello Stato (RGS, the State Accounting Office within the Ministry of Economy and Finance), participates in the AWG. 

However, RGS also publishes annual projections concerning some age-related expenditure items based on an alternative demographic and macroeconomic scenario provided by Istat (the national statistical institute).
 According to the latest Istat release (autumn 2005), in the long run the fertility rate will be equal to 1.6 children per woman instead of 1.4, while life expectancy will be about one year higher. Average yearly growth is also 0.1-0.2% higher. As a result, over the 2005-2050 period, pension expenditure decreases by 0.3 percentage point of GDP, whereas under the AWG baseline scenario, it rises by 0.4 percentage point of GDP. The dynamics of the other expenditure items considered in the exercise (health care and long-term care) are instead basically the same under both scenarios. 

Alternative projections for health and long-term care are provided by a recent OECD study.
 Under comparable assumptions about the quality of extra life years, income elasticity of expenditure, and the evolution of costs, OECD projections for health care are broadly in line with those by the AWG. For instance, assuming healthy ageing, unit income elasticity, and no cost effect, the AWG and the OECD project an increase in the spending ratio of, respectively, three-quarters and one half of a percentage point of GDP over 2004-2050. Due to differences in the way assumptions are framed, a similar comparison for long-term care is not feasible.
3. Risk assessment

Higher life expectancy. The AWG has performed a sensitivity analysis, using more optimistic assumptions concerning life expectancy. In particular, a further 15% decrease in mortality rates at all ages is assumed to materialise gradually over the projection period. For Italy, this entails an increase in life expectancy in 2050 with respect to the baseline AWG scenario of 1.6 and 1.3 years for men and women, respectively. In turn, this translates into an increase in age-related expenditure of 0.6 percentage point of GDP due to pensions (0.3%), health care (0.2%) and long-term care (0.1%). As mentioned above, the most recent Istat projections have already forecast for 2050 a life expectancy 1.0 years above the baseline AWG scenario for men and 0.8 years for women. As a result, it can be estimated that the most up-to-date demographic projections entail age-related expenditure almost 0.4 percentage point of GDP higher than the baseline AWG estimates.
 

Income elasticity of health care expenditure. Another risk to AWG projections comes from the assumption of a rather low (and declining) income elasticity of health care expenditure (from 1.1 to 1 over 2005-2050, as against an average of 1.22 over 1982-2002). Although an even lower elasticity of 0.84 was observed over 1992-2002, this mostly reflected policy measures taken between 1992 and 1997 which cannot be taken to have had a permanent effect. In fact, after going down by about 1 p.p. of GDP over the 1992-1997 period, health spending rose by 1.5% over 1997-2006 (about 60% of the overall increase in public spending over the same period). 

Based on the sensitivity analysis provided by the AWG report, dropping the assumption that elasticity declines over time, and assuming it stays constant at 1.1 over 2010-2050, entails an extra increase of 0.3% of GDP in health expenditure over the period considered. 

Long-term care. Increases in life expectancy and changes in family structure could require more public support than currently provided. According to AWG projections, in an alternative scenario with increased provision of formal care, spending would increase by a further 0.9% of GDP compared to the reference scenario.
   

Political risks. Forecasts concerning Italian pensions assume a timely and complete phase-in of the pension reforms decreed in the previous years. In particular, the 1995 pension reform introduced a notional defined contribution system, in which benefits also depend negatively on life expectancy at retirement. Due to the increases in life expectancy, implementation of the regular actuarial updates will significantly affect the amount of benefits. These adjustments are estimated to contain the projected increase in expenditure by almost 2% of GDP. Together with the indexation of post-retirement benefits to prices instead of wages, introduced by the 


1992 reform, the new NDC rules entail a sharp reduction in the ratio of the average benefit to per capita GDP, which could prove socially unsustainable. The first adjustment, due in 2005, was indeed postponed.
 

4. Summing up

Modification of the AWG reference scenario projections to take into account (a) more recent estimates of future increases in life expectancy, (b) higher income elasticity of health spending, and (c) the impact of ageing and changes in family structure on the provision of formal long-term care entails an additional increase in age-related public spending of about 1.5% of GDP over 2010-2050, taking the total to about  3.5 percentage points.

Finally, policy implementation risks arise with respect to pensions. They are especially difficult to quantify as, by their very nature, they reflect entirely discretionary decisions. 

Fiche on AWG projections for Luxembourg

1. Description of AWG projections

The AWG projections for Luxembourg are based upon a projected increase in the old age dependency ratio from 21.0% in 2004 to 36.1 p.c. in 2050. At the same time, population of working age would increase by 30.9% between 2004 and 2050 due to buoyant net immigration, equal to 3,000 persons a year throughout the projection period. Total employment would increase even more sharply, by 1.2% a year on average over the 2010-2050 period owing to higher participation rates (positive impact equal to 0.1% a year) and especially to a big increase in the number of cross-border workers (positive annual impact equal to 0.4% on average). As labour productivity would by assumption expand by about 1.8% a year over the same period, average yearly GDP growth would reach 3% from 2010 to 2050.

Against this background, the ageing-related expenditure increase between 2010 and 2050 is estimated at 8.4% of GDP. The bulk of the increase (some 7.6% of GDP) is accounted for by pension outlays. Health care spending is projected to increase by some 1.0 p.c. of GDP while long-term care would rise by 0.5% of GDP from 2010 to 2050. Outlays for unemployment and education spending would fall by 0.1% and 0.7% of GDP, respectively, in the 2010-2050 period.

2. Comparison with alternative projections 

Projections carried out by Banque Centrale du Luxembourg (BCL)
 are a convenient benchmark to assess the risks inherent in the AWG forecasts
, although systematic comparison with the AWG is complicated by the use of different sources, methodologies and assumptions. 

A marked difference between the AWG and BCL projections is the assumed number of immigrants, with respectively 3,000 and 4,000 persons on average over the entire projection horizon. The impact on the projection results is difficult to assess, but it should not be overestimated. The number of cross-border workers is actually calculated in a residual way in the two sets of projections, in order to close the gap between the employment level compatible with the selected rates of economic and productivity growth on the one hand and the evolution of the resident labour force on the other hand. A decrease in the assumed number of immigrants is automatically matched by an increase in the number of cross-border workers in such a framework. Demographic assumptions other than immigration (in particular, birth rates and life expectancy) are very close in the two sets of projections.

Macroeconomic variables are quite similar in the two sets of projections. For instance, the rate of economic growth observed over the long term is 3% by assumption both in the AWG projections and in the baseline BCL scenario. Productivity growth would reach 1.8% a year on average in the AWG projections and 2% in the BCL baseline scenario. On the other hand, the AWG projections rest on a steeper increase in the labour force participation rate of women over the 2003-2050 horizon (female participation rate in 2050 higher than the 2003 rate by 7.5% in the AWG projections and by 5% only in the BCL baseline). 

As far as pensions are concerned, the AWG projections seem uncontroversial. According to the AWG, total pension expenditure would increase by 7.6% of GDP over the 2010-2050 horizon, compared to 5.6% in the BCL baseline. Most of this discrepancy probably stems from the different coverage in the two sets of projections. The coverage of the AWG projections is larger, to the extent that they include the pension systems of public sector employees (“special pension regimes”), whereas BCL projections are confined to the private sector segment of the pension regime. In 2005, the special regimes accounted for about 23% of total pension expenditure (source: IGSS). 

Another difference between the two sets of projections is that the AWG confined itself to the 2004-2050 horizon, which may be deemed too short in the specific case of Luxembourg, where short-term fiscal indicators are distorted by the large inflow of cross-border and foreign workers recorded over the last decade. This trend gave way to a steep increase in social contributions not matched by commensurate developments on the expenditure side. This mismatch explains most of the significant budgetary surpluses, which are bound to fade away unless high economic growth and the correlative inflow of cross-border workers are sustained throughout the projection horizon. All these developments will unfold over a long period of time, hence the need for a long projection horizon that will encompass the life-cycle of all the cross-border workers currently employed. The BCL projections extend to 2085 and illustrate that fiscal deterioration would continue between 2050 and 2085. Total pension expenditure would increase by 1.2% of GDP over this sub-period, on top of the aforementioned 5.6% projected over the 2010-2050 period in the BCL model. 

Health care expenditure would go up by 1.0% of GDP from 2010 to 2050, according to the AWG reference scenario, where the income elasticity of demand is equal to 1.1 in the base year and will converge to 1.0 by 2050. The BCL baseline projection points to a larger expenditure increase, equal to 1.6% of GDP over the same period. In this respect, the BCL baseline is quite close to an alternative scenario, namely the AWG reference projection adjusted in order to keep the income elasticity equal to 1.1 throughout the 2010-2050 period. Under this alternative scenario, health care expenditure would actually increase by 1.4% of GDP from 2010 to 2050
, which is quite close to the BCL estimate. Based on past developments, the latter estimate implicitly assumes that the income elasticity of demand would be higher than 1.1 for the two segments of the insured population, namely residents and cross-border workers (as well as their relatives). However, this higher elasticity in BCL projections is compensated to a large extent by an additional, “dampening” effect. BCL projections do actually take into account the dampening effect on average health expenditure per capita of the higher number of cross-border workers projected in the future, which is not the case in the AWG projections. Average expenditure per capita of the cross-border population and of their relatives is structurally below the corresponding figures for the resident population (about 40% less in 2006). 

The AWG expects long-term care expenditure to increase by 0.5% of GDP between 2010 and 2050, namely by about 6% a year in nominal terms. This rate of growth seems quite limited compared to the trend observed since the inception of the system in 1998. In particular, spending pressures may be higher than estimated if there is a shift towards more formal care due to changes in family size and female labour force participation rates. According to an alternative scenario considered by the AWG, this could raise ageing costs in the 2010-2050 period by 0.3%of GDP.

As regards education, expenditure would decline by 0.7% of GDP between 2010 and 2050, according to the AWG. The latter figure seems overestimated for three reasons: (i) expenditure – mostly compensation of employees – may prove very sticky; (ii) Luxembourg does not perform well in international comparisons (e.g. in the OECD PISA rankings), which may induce Luxembourg to increase in a sustained way expenditure per pupil; (iii) the University of Luxembourg is still a young institution. The number of students may grow steeply in the future. 

Unemployment expenditure as a percentage of GDP should be relatively stable over the projection horizon.

3. Risk assessment

Long-term projections are even more uncertain in the case of Luxembourg than for most other EU countries. The AWG and BCL projections are vulnerable to several common risks on top of the risks observed in other countries (such as forecast errors related to life expectancy assumptions):

macro-economic variables are quite volatile. It is therefore more difficult than in other countries to pinpoint the “appropriate” long-term rate of real GDP growth. The latter is set equal to 3% a year in the two sets of projections, which is quite high by EU standards. Should the rate of growth decline to 2.2% a year on average over the projection horizon, pension expenditure in the private sector would increase by 7.8% of GDP from 2010 to 2050 according to the BCL model, instead of 5.6% under the baseline BCL scenario. 

the very large inflows of immigrants and cross-border workers further complicate long-term projections. The future inflows and their age composition are difficult to apprehend and the future behaviour of the large inflows observed in the recent past is also quite uncertain (e.g. duration of the average careers of cross-border workers, average incomes, etc.).

the reserves of the private sector pension regime account for 22% of GDP for the moment. Therefore, the way they are invested has a significant impact on future budgetary indicators. It is assumed in the BCL baseline that the nominal, implicit yield on reserves will reach 4.5% a year on average. Should this return increase by 1% a year, the total revenue of the pension regime would be 0.4% of GDP above the baseline in 2050. This would represent 7% of the expenditure increase projected in the BCL baseline over the 2010-2050 period.

in line with the current legislation in Luxembourg, both the AWG and the BCL projections presuppose that pensions are adjusted to real wage developments (in addition to being indexed to prices). Should this adjustment be suspended over the 2010-2020 period, the increase in expenditure over the 2010-2050 horizon would drop from 5.6 to 3.7% of GDP in the BCL model (1.9% of GDP less). Such a suspension would imply a 16% decline in pensions compared to the baseline figure. A suspension of indexation over the entire projection period does not seem reasonable, as pensions would be 56% below the baseline in 2050 in such a case.
In this context, a cautious alternative headline projection of the ageing cost could consist of:

keeping the AWG's projections for pension expenditure (+7.6% of GDP from 2010 to 2050) and unemployment and education spending (-0.1% and -0.7% of GDP respectively);

increasing the AWG projections for health and long-term care expenditure by taking into account a constant income elasticity of 1.1 for the 2010-2050 period and a gradual shift to the formal sector in the provision of long-term care as assumed in an alternative scenario presented by the AWG.

This would amount to additional expenditure of around 9.1% of GDP over the 2010-2050 period, i.e. more than the AWG headline estimate (+8.4% of GDP). The 9.1% of GDP estimate is very tentative. For instance, it presupposes that two aforementioned risk factors (upside or downside), namely (i) lower GDP growth than 3% a year and (ii) suspension of the indexation of pensions to real wages, will either not materialise over the projection period or will cancel each other out.

Fiche on AWG projections for the Netherlands

1. Description

The AWG projections for the Netherlands are based upon a projected increase in the old-age dependency ratio from some 21% in 2004 to 41% in 2050. Population of working age would decline by some 400,000 units (close to 4%) between 2004 and 2050. However, this decline would be offset by the projected increase in the employment rate: employment would rise by some 0.1 p.c. a year in the period considered. Hence, average yearly activity growth would be marginally higher than the assumed annual increase in labour productivity (some 1.6%) and work out at 1.7%.

Against this background, the ageing-related expenditure increase between 2010 and 2050 is estimated at 5.2% of GDP. The bulk of the increase (some 3.6% of GDP) is accounted for by pension outlays. Health care spending is projected to increase only moderately (some 1.1% of GDP between 2010 and 2050), while expenditure on long-term care would rise by 0.6% of GDP by 2050. Outlays for education spending would fall slightly by some 0.1% of GDP, while unemployment expenditure would remain constant with respect to GDP in the 2010-2050 period.

2. Comparison with alternative projections

In March 2006, the Dutch Central Planning Bureau (CPB) published a study on 'Ageing and the sustainability of Dutch public finances'. This study uses a general equilibrium approach, implying, for instance, that private savings and labour supply are determined endogenously. However, the macroeconomic parameters used in this study are, all in all, relatively similar to those in the AWG projections, while the demographic projections appear to rely on a smaller projected increase in life expectancy up to 2050.

While a detailed comparison with the AWG projections is complicated by the fact that the base year differs (2006 in the CPB study) and the exact definition of age-related expenditure categories does not always seem to match that of the AWG equivalents, the CPB appears to project a much higher increase in age-related expenditure than the AWG. For the 2010-2050 period
, for instance, total age-related expenditure would rise by around 6% of GDP according to the CPB, i.e. significantly more than what the AWG anticipates.

Turning to individual expenditure categories, the biggest difference between both sets of projections appears to concern health care spending. This expenditure category (that includes long-term care in the CPB study) would expand by 3.8% of GDP in the 2010-2050 period according to the CPB, while the AWG anticipates a much smaller increase for that period. This difference can be traced back to a broader definition of long-term care (included in the CPB's concept of health care) and different projection methodologies. With respect to the latter, the CPB mechanically accounts for population ageing by keeping age profiles for health care expenditure constant and using a unitary income elasticity. The AWG reference scenario is based upon the assumption that half of the increase in life expectancy is spent 'in good health' (implying a flattening of the curve measuring health care expenditure by age cohort) while the income elasticity would converge from 1.1 to 1 by 2050. An alternative scenario for health care expenditure presented by the AWG, the so-called pure ageing scenario, may be methodologically closer to the CPB projections as it is based upon constant consumption profiles by age cohort, but also indicates a much smaller increase in health care spending than that projected by the CPB.

With respect to pensions, the CPB projections appear to indicate a significantly smaller increase (of some 2.5% of GDP) than that projected by the AWG (3.6% of GDP). It should be stressed that both projections assume that individual pension entitlements will continue to be indexed to gross wages (as pensions are defined as a fraction of the minimum wage). Hence, the difference may be primarily due to the different demographic assumptions: according to the sensitivity analysis performed by the AWG, an upward revision of the life expectancy assumption by 1 to 1.5 years by 2050 would increase pension expenditure by 0.5% of GDP by that year; and the difference in life expectancy in 2050 between both studies is 1.5 years for men and 2.6 years for women. In this connection, it should be mentioned that the CBS (the Dutch Statistics Bureau) has recently published new demographic projections that, in terms of the projected change in life expectancy, are closer to the AWG assumptions (even though the latter still point to higher life expectancy in 2050, especially for women). In a February 2007 memo
, the CPB estimates that adjusting the fiscal projections to these new demographic assumptions would widen the sustainability gap in the Netherlands considerably.

Education expenditure would rise by 0.2% of GDP while unemployment benefits would remain constant to GDP in the CPB projections. 

Apart from the expenditure projections, the CPB also looks at the revenue side of the government budget. Total revenue is projected to rise by close to 1% of GDP in the 2010-2050 period. This increase is driven by both income taxes (including social security contributions) and indirect taxes. A large part of this increase is explicitly attributed to the 'older' population. Income tax on pensions (including second-pillar ones) would rise by 1.6% of GDP, while the age cohorts of 65 years old or more would account for some 1.7% of GDP of the rise in indirect taxes in the period considered. The CPB projections indicate, however, that the increase in the tax to GDP ratio would be partly offset by a fall in other government revenue (such as the disappearance of natural gas revenue). As higher tax revenue from pensions/retired people may simply crowd out taxes on other income or from younger generations, it is difficult to correctly assess the impact of population ageing on government revenue.

All in all, the budget balance would worsen by some 6.4% of GDP between 2010 and 2050 under the CPB projections. 
3. Risk assessment

A comparison with the alternative study by the CPB suggests that the AWG estimates of ageing-related expenditure pressures in the Netherlands come with significant upside risks. However, the CPB projections indicate that government revenue would rise in the coming decades, which would partly offset the expenditure increase in the 2006-2050 period.

While ageing may in principle have a beneficial impact on government revenue, e.g. through the taxation of second-pillar pensions, the increase in government revenue projected by the CPB for the 2006-2050 period should in our view not be entirely attributed to ageing but is likely to result largely from tax elasticities that are higher than one.

Against this background, the net budgetary impact of population ageing for the 2010-2050 period may still be higher than the 5.2% of GDP estimated by the AWG. 

A cautious alternative headline projection of the ageing cost could consist of:

keeping the AWG's projections for pension expenditure (that seem to be more consistent with more recent projections for life expectancy) and unemployment and education spending;

increasing the AWG projections for health and long-term care expenditure by taking into account a constant income elasticity of 1.1 for the 2010-2050 period (which would raise health care costs by some 0.2% of GDP by 2050
) and a gradual shift to the formal sector in the provision of long-term care as assumed in an alternative scenario presented by the AWG (which would raise long-term care expenditure by some 0.8% of GDP by 2050).

This would amount to an ageing cost of around 6.2% of GDP in the 2010-2050 period.
Fiche on AWG projections for Austria 

1.General description 

The latest AWG projections for Austria are based on a demographic scenario which implies an almost constant overall population of 8.3 and 8.2 million between 2010 and 2050. However, the age structure will change dramatically with the dependency ratio increasing from 26.3% in 2010 to 52.4% in 2050. The population of working age will shrink by 16%, while the elderly population will increase by 67%. However, the assumed increase in labour force participation rates should limit the decline in the number of employed persons to 8.8%. Structural unemployment is expected to remain unchanged at 3.4%. As labour productivity is expected to increase only slightly, the growth rates of GDP per capita will fall and overall potential GDP growth is likely to slow down from 2.2% to 1.3% per year.

It is projected that the ratio of ageing-related expenditure to GDP will increase by 1.1 percentage points between 2010 and 2050, considerably less than the average for the EU and the euro area. While spending on health care and long-term care is set to increase by 1.3 and 0.8 percentage points respectively, expenditure for pensions and education is actually expected to fall (by 0.6 and 0.5 percentage point respectively). Expenditure on unemployment benefits should remain constant.

2. Comparison with alternative projections and risk assessment

To our knowledge, there is no recent comprehensive study on the future development of ageing-related expenditure for Austria besides the AWG projections. However, as far as the underlying demographic assumptions are concerned, an updated population projection was published by Statistics Austria in 2006.
 It assumes a somewhat higher net migration for the initial years and especially a more pronounced increase in life expectancy.
 While the AWG calculations are based on an increase in life expectancy at birth by 4 (5.4) years for females (males) between 2010 and 2050, Statistics Austria predicts an increase by 5.3 (6.6) years. According to a sensitivity test performed by the AWG, a further increase in life expectancy at birth by 1.3 years for men and 1.1 years for women in 2050 – which would largely match the assumptions of the Statistical Office – would imply an additional increase in ageing-related expenditure of 0.5 percentage point in 2050 (0.4 percentage point pensions, 0.1 percentage point health care and 0.0 percentage point long-term care). 

For pension expenditure, Austria is the only euro area country for which the AWG projects a decline in relation to GDP. This is the result of a succession of pension reforms in the years 2000 to 2004 that raise the average effective retirement age and substantially reduce the generosity of the state pension system. A good part of the difference from the 2001 AWG projections for pension expenditure (4.8 percentage points in 2050) can be attributed to these reforms. However, it is unclear whether the price indexation adopted for the adjustment of existing pensions will be socially and politically sustainable. In connection with increasing longevity and depending on real wage growth, it will lead to a substantial decline in benefit ratios between the start and the end of the retirement period.
 In addition, restrictions on early retirement have been eased again as of mid-2007. Moreover, the assumed increase in the participation rate could prove to be somewhat optimistic. Quantifying these three risks, the IMF arrives at an increase in pension expenditure to almost 15% of GDP in 2050, about 2 ½ percentage points higher than the AWG baseline figure.
 Finally, the AWG projections do not include expenditure for means-tested benefits supplementing very low pensions (currently approximately 0.4% of GDP) which could increase in the future not only because of the ageing population but also because of the lower benefit level.
 

Concerning health expenditure, (and also long-term care expenditure) alternative projections are provided by a recent OECD study.
 Under a comparable scenario assuming healthy ageing, a unit income elasticity, and no cost effect, the AWG (constant health scenario) and the OECD (demographic effect scenario) project an increase in the health spending ratio of, respectively, 1.0 and 0.6 percentage points over the 2005-2050 period.
 None of the scenarios provided in the OECD study is, however, fully comparable to the AWG reference scenario. With respect to age-related expenditure profiles, the latter is based on an intermediate evolution between the pure ageing and the constant health scenario, that is, the initial age profile shifts by half the change in age-specific life expectancy. Moreover, in the AWG reference scenario, an income elasticity of demand of 1.1 in the base year is assumed that converges to 1 in 2050. The cost-containment scenario in the OECD study is instead based on the presumption of healthy ageing. While the income elasticity is 1, a residual growth of one percent in the base year converging to zero in 2050 is postulated. Under these assumptions, the increase in health expenditure is somewhat larger in the OECD study than in the AWG projections (1.9 percentage points compared to 1.5 percentage points between 2005 and 2050). If income elasticity were to remain at 1.1 over the whole projection period, the increase in health expenditure would rise to 1.8 percentage points in the AWG projections as well (1.6 percentage points in the 2010-2050 period).
 

In the OECD projections (demographic effects scenario), long-term care spending increases by 0.8 percentage point over 2005-2050, almost identical to the 0.9 percentage point increase in the AWG reference scenario. The OECD scenario assumes healthy ageing, zero income elasticity and a partial Baumol effect (i.e. that long-term costs per dependent increase by half of average labour productivity). In the same scenario, an increase in older workers’ participation rate to 70% (not too far away from the AWG assumptions) results in a rise in the long-term care spending ratio of as much as 4.1 percentage points. This is driven by the presumption that an increase in labour force participation will reduce the availability of informal care.
 An AWG scenario with an increase in formal care is not available for Austria. Approximating the impact of increased formal care by adding the difference between the AWG increase in formal care and pure ageing scenarios to the AWG reference scenario for the average of euro area countries for which data are available would, however, result in an increase in long-term care expenditure by 1.3 percentage points in the 2010-2050 period.

3. Conclusions

As in other countries, the future evolution of age-related public expenditure in Austria is highly uncertain. The IMF quantifies the spread between the lower and upper bound for pension expenditure projections alone at 8% of GDP in 2050. A cautious alternative headline projection could take into account the higher life expectancy assumed in the latest population projection by Statistics Austria, the health care projection in the AWG reference scenario adjusted for an income elasticity of 1.1 and the additional rise in long-term care expenditure implied in the AWG’s increase in formal care scenario for the euro area average. This would work out roughly at an increase in ageing-related costs in relation to GDP of 2.4 percentage points between 2010 and 2050.

Fiche on AWG projections for Portugal
 

1. Description

The 2006 AWG projections for Portugal are based on a demographic scenario which implies a 4 per cent decrease in the overall population between 2004 and 2050. However, the demographic structure of the population is expected to change dramatically. In particular, an increase in the old-age dependency ratio
 from 25.4 per cent in 2004 to 58.2 per cent in 2050 is forecast, reaching one of the highest levels among European Union countries. Working age population would decline by 1.6 million over the same period, corresponding to a change of around -22%. This effect would be partially offset by the assumed rise in participation rates, in particular among females in the older age cohort (55 to 64 years old), and a decline in unemployment, limiting the fall in employment to approximately 0.7 million. Hence, average annual GDP growth would still be above the labour productivity growth rate in the 2004-2010 period, at around 1.9%, but below that figure afterwards, reaching 2.1 and 0.8% in the 2011-2030 and 2031-2050 periods, respectively. It is worth noting that these projected potential GDP growth rates would remain below the European Union average over the whole period.

Against this background, ageing-related expenditure was expected to increase by 9.7 percentage points (p.p.) of GDP between 2004 and 2050.
 The bulk of the increase would stem from pension outlays (+9.7 p.p. of GDP), since the small rise in health care expenditure (+0.5 p.p. of GDP) should be compensated by the declines in both unemployment benefits and education spending (-0.1 and -0.4 p.p. of GDP, respectively).

At the beginning of 2007, a reform of the general social security system was approved. The main changes introduced by this reform were the following:

New rule for the annual update of pensions depending on inflation, real GDP growth and the amount of the pension;

Increase in the financial penalty for early retirement from 4.5 to 6% per each year relative to the statutory age of retirement (only possible for contributors with at least 30 years of contributory career and 55 years old);

Introduction, from 2008 onwards, of a ‘sustainability factor’ which will reduce new pensions in accordance with the increase in life expectancy at the age of 65 years;

The transition to a new formula for the calculation of the initial pension based on earnings from all the years of contributory career, introduced in 2002, will be faster. 

This package justified an update of the former projections of pension expenditure, which was peer-reviewed in the AWG and approved by the EPC in October 2007. Accordingly, in the context of the 2006 AWG exercise, pension expenditure in Portugal in now forecast to increase by 5.5 p.p. of GDP from 2004 to 2050. The figures for other ageing-related expenditure were kept unchanged. 

2. Comparison with alternative projections

In order to assess the risks of the AWG projections, a comparison with pension expenditure projections published in May 2007 in a Banco de Portugal occasional paper may be useful.
 The approach followed by the authors is similar to the one used in the AWG projections: a predominantly accounting model was built and, on the basis of demographic, labour market and macroeconomic assumptions, the financial evolution of the public pension systems in Portugal was projected for the 2005-2080 period.

Regarding the demographic scenario, contrary to the results of the AWG projections, the authors foresee an increase in overall population of approximately 16% between 2004 and 2050. This outcome stems both from a smaller reduction in working age population and a higher increase in the over-65 cohort, and is mainly related to the assumptions on migration flows. Indeed, while the AWG considers a significant reduction in the migration flows to around one-third of the current figures, the authors of the paper assume their stabilisation at a level close to the average of recent years.  

As far as labour market assumptions are concerned, there is an important difference in the projections for the participation rates. Albeit with a more marked decline in working age population, AWG projections assume a larger increase in participation rates.
 As a result, the growth rates for employment are quite similar. However, the time profiles of projected GDP growth rates are different due to the assumptions on productivity. While the AWG projections consider a gradual rise in productivity growth, from 1.5% in 2010 to 2.5% in 2050, the authors assumed a constant 2.0% growth from 2010 onwards.

The differences in the above-mentioned assumptions, as well as those concerning the specifications and the inputs of the models, do not entail a sizeable divergence in the outcome. Indeed, according to the Pinheiro and Cunha (2007) paper, prior to the social security reform, pension expenditure was forecast to rise by 9.5 p.p. of GDP between 2005 and 2050, a figure quite similar to the 9.3% resulting from the 2006 AWG projections. In addition, the authors also tested a proxy to the AWG assumptions in their model, and obtained an 8.5 p.p.-of-GDP rise in pension expenditure in the same horizon, which illustrates a possible magnitude for the impact of the different specification of the models. 

According to Pinheiro and Cunha (2007) calculations, on the basis of the AWG assumptions, the reform of the general security system would limit the increase in pension expenditure in the 2005-2050 period to a figure between 1.0 and 4.4 p.p. of GDP. The upper bound is comparable with the result of the revised AWG projection, which, as already mentioned, forecasts a rise in public pension expenditure of 5.5 p.p. of GDP from 2004 to 2050.

As regards health expenditure, the AWG reference scenario projects an increase of 0.5 p.p. of GDP between 2005 and 2050 in Portugal. This scenario assumes an income elasticity of demand equal to 1.1 in the base year, converging to 1 by 2050. However, team members generally felt that an income elasticity of demand on average around 1.05 in the 2005-2050 period was on the low side, either because the convergence to 1 by 2050 may not be realistic or because econometric estimates for the past, on which this assumption may be based, may be biased by consolidation measures.
 In order to approximate a constant elasticity of 1.1, the difference between the AWG's 'positive income elasticity of demand' scenario (average elasticity of 1.05) and the 'pure ageing' scenario (elasticity of 1) can be added to the reference scenario results (average elasticity of 1.05), which in the case of Portugal amounts to +0.3 p.p. of GDP. Even after this adjustment, it is still worth highlighting the difference between the AWG projections and the results presented by Martins et al. (2006).
 According to these authors, health expenditure in Portugal in the 2005-2050 period is expected to rise by 2.4 or 4.2 p.p. of GDP in the two scenarios presented. Most of this difference apparently stems from the fact that they consider, beyond the demographic and income effects, a residual expenditure that, in the first scenario, is equal to 1% in 2005 and converges to zero by 2050 and, in the second scenario, grows at 1% per year in the projection period.
 In the case of Portugal, these two scenarios may prove to be optimistic or require the reinforcement of cost-containment policies in the future as the past behaviour of health expenditure in Portugal shows one of the highest residuals among OECD countries.

For unemployment benefits and education spending projections, there is no recent alternative study worth comparing AWG projections with. However, it should be highlighted that the substantial room for improvement in the efficiency of public education and the increase in participation rates by age cohort will also affect the evolution of education expenditure in the coming years. The net impact of these factors may imply a bigger reduction in spending on education than that assumed in the AWG projections.

Overall, beyond the non-quantifiable risks, AWG projections for ageing-related expenditure, without long-term care costs, could be adjusted, leading to an expected increase of between 1.3 and 4.7 p.p. of GDP between 2005 and 2050 disaggregated as follows: between 1.0 and 4.4 p.p. of GDP in pension outlays, 0.8 p.p. of GDP in health care expenditure; -0.1 p.p. of GDP in unemployment benefits and -0.4 p.p. of GDP in education spending.

3. Conclusions

The choice of assumptions and specifications of the models required for drawing up long-term projections for ageing-related expenditure necessarily involve some degree of arbitrariness. As such, the range of plausible outcomes may be quite wide and they have to be assessed carefully. Bearing these caveats in mind, it is clear anyway that the paper by Pinheiro and Cunha (2007) basically confirms the main messages resulting from the initial and revised AWG projections. In fact, prior to the reform of the general social security system, it was clear that Portugal would have a high risk of unsustainability of public finances as a consequence of ageing-related expenditure developments, in particular pension expenditure. Additionally, the authors of the paper show that consistent implementation of the 2007 social security reform will have a sizeable impact on the sustainability of public finances. The magnitude of this impact is, however, conditional on individual workers’ reaction to the introduction of the ‘sustainability factor’. For other ageing-related expenditure items, the AWG projections involve a clear upward risk regarding health expenditure and a possible downward risk in education spending.
Fiche on AWG projections for Finland
 

1. Description

The latest AWG projections for Finland are based on a demographic scenario with a constant overall population between 2010 and 2050 and a drastically changing age structure. The working age population is projected to decline by 13% and the old-age dependency ratio will almost double to 46.7% in 2050. With rising life expectancy, the labour market participation rate would increase, which, along with the projected decline in the unemployment rate, is projected to give rise to an increase in the employment rate of 55-64 year olds by nearly 15 percentage points to about 65% between 2004 and 2050 and to a rise in the overall employment rate by some 7 percentage points to 74% in 2050. Although this will partly soften the impact of the demographic changes on total employment, the latter would still drop by more than 0.1% a year on average in the 2004-2050 period and real GDP growth is expected to fall significantly from 2.2% in 2010 to 1.4% in 2050.

Against this background, the AWG projections point to an increase in total age-related expenditure of some 5.0% of GDP between 2010 and 2050. Pension expenditure would rise by 2.5% of GDP while outlays for health care and long-term care would increase by 1.2 and 1.6% of GDP respectively. Both education costs and unemployment spending would fall slightly in the 2010-2050 period (by 0.3 and 0.1% of GDP respectively).

2. Comparison with alternative projections

In order to assess the possible risks pertaining to the AWG results, the projected ageing-related expenditure increases as well as the underlying macroeconomic assumptions, can be compared with alternative national and international projections. Concerning health care and social care spending, a large number of national projections have been made by the Finnish authorities and research institutions. Most recently, for example, the Ministry of Health and Social Affairs, the National Research and Development Centre for Welfare and Health (STAKES), the Government Institute for Economic Research (VATT), as well as the Research Institute of the Finnish Economy (ETLA) and Prime Minister's Office (PMO), have published long-term projections for public spending. The Bank of Finland has also estimated the increase in the ageing-related spending items in the long term. The OECD and the Central Planning Bureau of the Netherlands (CPB) have also published some projections for the age-related expenditure in Finland.

The estimated increase in health and long-term care expenditure varies significantly across studies, from 2 to 4.2% of GDP for the period 2004/2005 to 2050. However, most of these estimates are not comparable with AWG projections because of differences in data sources, the definition of expenditure items and underlying assumptions. A particular problem is associated with expenditure on day care for children, which is high in Finland in comparison to other EU countries and can not be separated from other age-related spending items. The PMO and Bank of Finland estimates are most comparable to the AWG projections and suggest an increase of 2.8 and 4.2% of GDP up to 2050 respectively. OECD and CPB projections for health and long-term care and pensions in Finland are close to AWG projections.

Macroeconomic assumptions explain part of the difference between the highest and lowest projections for the increase in spending on health and long-term care. The highest estimated increase - by the Bank of Finland - is based on slower employment growth than the AWG projections. It should be stressed that the AWG's assumptions on the evolution of employment would imply an increase in the employment rate of prime age cohorts (of between 25 and 55 years old) to more than 90% by 2050, which would seem somewhat optimistic. However, the difference in the projected ageing costs is also due to the Baumol effect: in the Bank of Finland projections prices of public services continue to increase at a faster pace than the price of GDP, thereby increasing the share of public spending to GDP.

For long-term care in particular, the headline AWG estimates may also underestimate spending pressures by not taking sufficient account of a potential shift towards increased formal care provision. An alternative scenario presented by the AWG suggests that such a shift may raise long-term care spending by an additional 0.5% of GDP in the 2010-2050 period.

For pension spending, long-term projections are produced by ETLA, using an OLG-model, and by the Finnish Centre for Pensions (ETK), using a micro simulation framework. The PMO ageing project also includes some estimates on the growth of pension expenditure. In addition, the OECD and CPB projections include estimates for Finland. The Bank of Finland has made calculations by using an intertemporal accounting framework as well as its own DSGE model. The estimates of all institutions except the PMO are fairly close to each other and are somewhat higher than those of the AWG. The PMO estimate of a 2.4 percentage point increase in pension expenditure by 2050 is clearly an outlier. This stems from a more optimistic view on productivity growth than in the other projections. Fast productivity growth will lower the average pension-wage ratio because past earnings have only a limited effect on pension entitlements. The highest estimate of a 3.9 percentage point increase by ETLA results from an assumption that there would be a change in the rule of indexation for non-wage-related national pension insurance benefits.  

3.Risk assessment

The available information suggests that the most important specific upside risks pertain to the AWG estimates on the increase in expenditure on health and long-term care. 

All in all, a more cautious alternative headline estimate for ageing costs may be constructed by:

· keeping the AWG macroeconomic projections and expenditure estimates for pensions and unemployment and education expenditure;

· taking into account a shift to more long-term care provision as in the aforementioned AWG alternative scenario;

· and keeping the income elasticity used in the health care projections constant at 1.1 (rather than the gradual decline to 1 incorporated in the AWG reference scenario)
.

This would amount to an ageing-related expenditure increase of some 5.7% of GDP in the 2010-2050 period. 
� 	Available at: http://docufin.fgov.be/intersalgfr/hrfcsf/adviezen/PDF/viellissement_2007_06.pdf


�	Belgium: 2006 Art. IV Consultation - Staff Report', IMF, March 2007 


	(http://www.imf.org/external/pubs/ft/scr/2007/cr0789.pdf).


� 	The impact of an increase in the income elasticity from 1.05 (assumed in the reference scenario) to 1.1 on average over the 2010-2050 period can be roughly estimated on the basis of a comparison of the AWG 'pure ageing' and 'positive income elasticity of demand' scenarios that take into account income elasticities of 1 and 1.05 respectively and would work out at around 0.2% of GDP.


� 	See M. Werding and A. Kaltschütz (2005), Modellrechnungen zur langfristigen Tragfähigkeit der öffentlichen Finanzen, ifo Beiträge zur Wirtschaftsforschung, Munich.


� 	Benefiting from higher net migration assumptions for the initial years, total population nevertheless is higher in the AWG scenario. See Statistisches Bundesamt (2006), Bevölkerung Deutschlands bis 2050, Wiesbaden. Reference is made here to the 1-W2 variant. The Ifo study is based on an older projection by the Federal Statistical Office. 


� 	With a lower employment rate, GDP would be lower than in the baseline, but pension expenditure would also be dampened in the long run as fewer people would accrue pension rights. Moreover, the sustainability factor included in the pension adjustment formula leads to lower pension increases if employment falls. The effect of lower employment on other ageing-related expenditure has not been calculated by the AWG. The results of the risk variant of the Ifo study nevertheless suggest limited effects.


� 	This estimate is based on policy simulations of an increase in the legal retirement age included in the November 2006 pension insurance report (Rentenversicherungsbericht), the Ifo study (additionally taking into account agreed exemptions) and calculations in German Council of Economic Experts, Jahresgutachten 2007/2008, p 180. 


� 	See J. Oliveira Martins, C. de la Maisonneuve, and S. Bjornerud, “Projections of OECD health and long-term care public expenditures”, in Banca d’Italia (ed.), Fiscal Indicators, 2006. No figures are provided for 2010.


� 	This increase is approximated by adding the difference between the increase in the AWG’s positive income elasticity of demand and pure ageing scenario to the AWG’s reference scenario.


� 	This rise is approximated by adding the difference between the increase in the AWG’s ‘increase in formal care’ and ‘pure ageing’ scenarios to the AWG’s reference scenario.


� 	Report by the Economic Policy Committee on budgetary challenges posed by ageing populations: the impact on public spending on pensions, health and long-term care for the elderly and possible indicators of the long-term sustainability of public finances (October 2001).


� 	Oliveira Martins, Joaquim, Christine de la Maisonneuve and Simen Bjornerud, Projections of OECD Health and Long-term Care Public Expenditures, in Banca d’Italia, ed., Fiscal Indicators, 2006. 


� Christiane .L. Roehler, Greece: Issues in Pension Reform, in IMF (2006), Greece: Selected Issues, � HYPERLINK "http://www.imf.org" ��www.imf.org�.


� 	Summary available at www.oecd.org/eco/surveys/greece


� 	Linear intrapolation of available data.


� 	Co-authored by Francisco de Castro Fernndez.


� 	Defined as the number of people aged 65 and above relative to those between 15 and 64.


� 	The COR was set up in 2000 and is the French pensions policy council. It is in charge of the assessment of pension scheme sustainability. The COR can draw up reform proposals.


� 	The labour productivity trend assumption (1.7) comes from the assumption of a TPF growth equal to 1.1 divided by the labour share equal to 0.65. 


� 	See the AWG or COR alternative scenarios for higher/lower labour productivity.


� 	Compared to 2015, the pension outlays would increase by 1 pp.


� 	See J Oliveira Martins, C de la Maisonneuve, and S Bjornerud, “Projections of OECD health and long-term care public expenditures”, in Banca d’Italia (ed.), Fiscal Indicators, 2006.


� 	Holding age-specific spending on health care constant over the projection period at the base year level implied that a large share of projected gains in life expectancy would be spent in poor health condition. 


� 	Rigorously, the OFCE projections encompass both public and private health spending. Then we assume that public share remains constant, equal to 73% of total expenditure.


� 	Observatoire Français de la Conjoncture Economique, Lettre de l’OFCE n°281, 5 mars 2007, “La démographie à la rescousse de la protection sociale en France“, Mathieu Plane. 


� 	Nevertheless, part of expenditure on dependants has been included by the AWG in heath care expenditure. 


� 	According to the sensitivity analysis carried out by the COR and compared to the central scenario (i.e 1.9), a drop in the fertility rate to 1.8 after 2010 increases pension expenditure by 0.8  pp by 2050.


� 	According to the sensitivity analysis carried out by the COR and compared to the central scenario (i.e +100,000), an annual migratory balance of 50,000 adults increases pension expenditure by 0.7 pp by 2050.


� 	Co-authored by Diarmaid Smyth. 


�	‘Assessing Age-Related Pressures on The Public Finances, 2005 to 2050’, by Alan Barrett and Adele Bergin, in ‘Budget Perspectives 2006’, ESRI, October 2005.


�	In Ireland, GDP typically exceeds GNP due to the open nature of the Irish economy and the presence of a large multinational sector. However for purposes of comparison, this difference is not likely to be significant.


�	The NPRF was set up to pre-fund future pension costs, with 1% of GNP invested per annum up to 2055, with withdrawals from the fund permitted from 2025 onwards.


�	Defined as the ratio between the population of 65 years or more and the population from 15 to 65 years old.


� 	The change is calculated with respect to 2003.


� 	Ragioneria generale dello stato, “Le tendenze di medio-lungo periodo del sistema pensionistico e socio-sanitario”, 2006. 


�	Oliveira Martins, J. and de la Maisonneuve, C. (2006), “The drivers of public expenditure ion health and long term care: an integrated approach”, OECD Economic Studies, vol. 43 (2). 


� 	Forecasts by the RGS do not show such an increase since the budgetary and macroeconomic effects of higher life expectancy are more than offset by the effects of higher fertility.


� 	In OECD estimates, an increase in older workers’ participation rate to 70% (in line with the AWG assumptions) results in extra long-term care spending of as much as 4% of GDP over and above the baseline.


�	Based on a recent agreement between the Government and trade unions, the update is now expected to take place in 2010. At the same time, updates should from now on be made every 3 years. Moreover, already decreed increases in the minimum retirement age have been partly postponed. The combined impact on expenditure of such policy changes is expected to be negligible by the Government (Italy’s stability programme, 2007 update). The Government has also announced that a technical commission will examine the issue of the adequacy of the replacement rate of pensions, with a focus on workers with a discontinuous working history.   


� 	Co-authored by Muriel Bouchet. 


�	See BCL Working Paper n°23, available on the Internet site � HYPERLINK "http://www.bcl.lu" ��www.bcl.lu�, for a description of the BCL model and its underlying assumptions. 


�	The Inspection Générale de la Sécurité Sociale also carries out pension projections, but the latter were used as an input in the AWG report and are therefore not independent from the AWG projections.


�	The average income elasticity of demand reaches 1.05 in the AWG reference scenario. The impact of an increase in this average elasticity over the 2010-2050 period from 1.05 to 1.1 can be estimated on the basis of a comparison between the AWG “pure ageing” and “positive income elasticity of demand” scenarios that take into account income elasticities equal to 1.0 and 1.05 respectively.


� 	Projections for 2010 and 2050 are not published in the aforementioned study but were kindly provided by the CPB.


� 	'Indicatie van effecten Financieel kader 2008-2011', CPB Notitie, 7 February 2007.


� 	The impact of an increase of the income elasticity from 1.05 (assumed in the reference scenario) to 1.1 on average over the 2010-2050 period can be roughly estimated on the basis of a comparison of the AWG 'pure ageing' and 'positive income elasticity of demand' scenarios that take into account income elasticities of 1 and 1.05 respectively.





� 	See Statistik Austria (2006), Bevölkerungsvorausschätzung 2006 – 2050, Wien (available at www.statistik.at). 


� 	Overall, the old-age dependency ratio is nevertheless somewhat lower in the projections by Statistics Austria. With similar assumptions on fertility, the factors driving this result are, however, difficult to disentangle.


� 	See M. Knell, W. Köhler-Töglhofer, D. Prammer (2006), The Austrian Pension System – How recent reforms have changed fiscal sustainability and pension benefits, Monetary Policy and the Economy Q2/06.


� 	See E. Lundback, D. Kanda, A. Tieman (2007), Austria: Selected Issues, IMF Country Report No. 07/143 (available at: http://www.imf.org/external/pubs/ft/scr/2007/cr07143.pdf).


� 	See M. Knell, W. Köhler-Töglhofer, D. Prammer (2006), “The Austrian Pension System – How recent reforms have changed fiscal sustainability and pension benefits”, Monetary Policy and the Economy Q2/06.


�	See J. Oliveira Martins, C. de la Maisonneuve, and S. Bjornerud, “Projections of OECD health and long-term care public expenditures”, in Banca d’Italia (ed.), Fiscal Indicators, 2006. 


� 	Demographic assumptions and the health expenditure taken into account are also not fully comparable. For instance, in 2005 the health expenditure amounts to 5.3% of GDP in the AWG projections, while it is limited to 3.8% in the OECD study. With a similar relative increase, this might explain the obtained differences in the rise of the health expenditure ratio until 2050 in absolute terms. In the OECD study, no figures for 2010 are provided.


� 	This increase is approximated by adding the difference between the increase in the AWG’s ‘positive income elasticity of demand’ and ‘pure ageing’ scenarios to the AWG’s reference scenario.


� 	In the AWG reference scenario, the probability of receiving formal care is held constant at the 2004 level despite a substantial increase in the labour force participation of older workers. 


� 	Co-authored by Cláudia Rodrigues Braz. 


� 	Defined as the ratio between the population of 65 years old or more and the working age population (from 15 to 64 years old).


� 	This figure does not include an estimate of the change in long-term care costs in the case of Portugal. The Commission services used a figure implying an increase in long-term care expenditure from 2004 to 2050 of 0.4 p.p. of GDP in the calculation of sustainability indicators.


� 	For more details, see Pinheiro, M. and Cunha, V. (2007), ‘MISS: A model for assessing the sustainability of public social security in Portugal’, Banco de Portugal Occasional Working Paper no. 2.


� 	The ageing of the working age population should, ceteris paribus, lead to a decline in participation rates as these tend to be higher in the so-called ‘prime ages’, that is, between 25 and 50 years old.


� 	The range of results depends on the reaction of individuals to the introduction of the ‘sustainability factor’: they may opt for the postponement of retirement in order to avoid the financial penalty or they may choose to retire at the statutory age and have their pension reduced. The second option, retained in the revised AWG projection for Portugal, is less favourable in terms of the system’s sustainability.


� 	In the case of Portugal, the AWG presents an elasticity of public health care spending per capita with respect to GDP per capita equal to 4.72, 2.29 and 3.49 in the periods 1992-2002, 1982-2002 and 1972-2002, respectively. Following the recent policy measures implemented in the public health sector, this elasticity is expected to decline significantly. 


� 	Martins et al. (2006), ‘Projections of OECD health and long-term care public expenditures’, OECD Economic Department Working Papers no. 477.


� 	It should also be noted that although Martins et al. (2006) use more favourable assumptions for the demographic and income effects – longevity gains are fully translated into equivalent additional years in good health and income elasticity is equal to one in every year of the projection period – the rise in health expenditure due to these factors (1.0 p.p. of GDP) is higher than that obtained by the AWG reference or ‘adjusted’ scenarios (0.5 and 0.8 p.p. of GDP, respectively).


� 	Co-authored by Helvi Kinnunen and Nadine Leiner-Killinger.


� 	The impact of an increase in the income elasticity from 1.05 (assumed in the reference scenario) to 1.1 on average over the 2010-2050 period can be roughly estimated on the basis of a comparison of the AWG 'pure ageing' and 'positive income elasticity of demand' scenarios that take into account income elasticities of 1 and 1.05 respectively and would work out at around 0.2% of GDP.
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