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“The net present value of future increases in health care and pension spending is more than ten times larger than the increase in
public debt due to the crisis. Any fiscal consolidation strategy must involve reforms in both these areas. This includes Europe,
where official projections largely underestimate health care spending trends. Given the magnitude of the spending increases
involved, early action in these areas will be much more conducive to increased credibility than fiscal front-loading ["...J. For
health care spending, the outlook is much more challenging [than for pensions]. [...] Studies indicate that non-demographic
Jactors - most notably technology, but also income growth and the expansion of insurance - explain the vast majority of
spending increases in health ["...]. Altogether, in the G-7 economies, the key policy challenge over the coming decades will be to
make health care systems sustainable by containing costs as well as creating fiscal space in other areas so as to adapt to societal
preferences and needs for a greater share of ageing-related spending ["...T’

(IMF, Ten Commandments for Fiscal Adjustment in Advanced Economies).

1. Introduction

In an era of crisis, projections on the evolution of age related expenditure for health and
pensions are of critical importance to design, support, and implement policies, which can

succeed in conciliating fiscal consolidation and growth.

In the EU, medium and long-term projections on age-related expenditures for pensions and
health inform the process of budgetary consolidation implemented to sustain the Monetary

Union.

Important architectural differences among Member States notwithstanding, two challenges
will produce dramatic consequences on the sustainability of public finances and welfare

systems in Europe.

First, the decrease of fertility and mortality rates has already induced an intense ageing
process, which is not compensated by immigration flows. Second, the reduction of the share of
active population has amplified the burden on income and growth within Pay-as-you-go
systems (PayGo), in which, at each point in time, those who work pay health and pensions for

the non-active elderly through taxation and social contributions.
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2. Long term projections for pensions and health expenditure

In the late Nineties, a specific working group (Awg: Ageing Working Group) has been set up at
the EU level to develop medium and long-term projections for aged-related expenditure. The

forth edition of Awg Report has been released in May 2012.

The Awg Report covers in fact all the main items financed by member States through PayGo:

pensions, acute health care, long-term care (Ltc), education, and unemployment benefits.

The Awg projections show that, while pensions are the main component of welfare
expenditure and so will be in future decades, health care expenditure has the highest expected

rate of growth.

Projections of health care expenditure are uncertain, since they are influenced by a wide range
of drivers: demography; technical change; individual preferences and income elasticity;
organizational models and labor productivity in health services; public policies on cost

containment and on copayment solutions.

While the so called “reference scenario” for health care expenditure projection, which only
considers the demographic driver, corresponds to a long term increase of public expenditure
for health of about 2 percentage points over Gdp, according to the “technological scenarios”
developed by the FMI, the OECD and CERM research team, which take into account the
historical values for income elasticity and the non demographic factors, health care

expenditure is projected to double or more than double its incidence on Gdp.

The 2012 Awg report includes, for the first time, a “non demo drivers” scenario in which, for
both acute care and Ltc, the elasticity with respect to Gdp is equal to 1,3 in the first year, then
gradually converging to 1 at the end of the projection horizon. Such an assumption
corresponds to introduce an intermediate scenario, which generates projected values that are

quite close to those of the “technological” scenarios.

3 | CeRM - Competitivita, Regole, Mercati | September 9,2012



FFabio Pammolli | Demography, Sustainability, and Growth. Notes on the future of the European Social Market Economy

3. The sustainability assessment in Stability Programs

In their annual assessment of public finances sustainability, the Stability Programs of EU

Partners adopt the “Awg reference scenario’, centered on the demographic driver.

As a consequence, both Stability and Convergence Programs systematically underestimate the

expected rate of growth of health care expenditure.

Stability Programs are intended to sustain a better coordination of policy agenda among
Partners. At present, the lack of realism of health care expenditure projections is the most

serious source of bias in the Stability Programs of European Partners.

Besides affecting the approval of Stability Programs presented by Partners to the European
Commission and to the European Council, the expected growth rate of health care expenditure
produces significant consequences on budget decisions at the National level. First, that
indicator becomes a reference and a target for political economy decisions, fixing the budget
constraint at the Country level. Second, it conveys a representation of the future configuration
of the systems, influencing the debate on the sustainability of the status quo and the political

agenda.

4. The (un)sustainability of the status quo

If one computes how much, today and in coming decades, each worker has to pay, through
income taxation or social contribution, to finance pensions and health care for the elderly, a
challenge emerges for all Partners even under the conservative assumptions of the
demographic scenario.

Data for Italy, France, Germany, and the Uk are presented in the Annex.

When health care projections are designed to take into account also the extra-demo drivers,

the burden on active citizens and workers is expected to grow, by 2030, to more than 50%

Gdp per capita in Germany and to values higher than 50 % of Gdp per capita in France and in
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Italy. Such a burden would induce unsustainable, distortive, and depressive effects on labor
supply and demand, as well as on labor productivity and investment. When a large fraction of
labor earnings is allocated to finance provisions that will not be fully appropriated by the
worker, both the supply of human capital and labor productivity lower for any given amount
of gross wage. Lower levels of human capital and labor productivity then depress the marginal

utility of investment, lowering the capital intensity of the economy.

In addition, an over reliance on PayGo to fund pensions and health care expenditure would
prevent an adequate development of the components of the welfare system that must be
tunded through general taxation and social contributions (family, children, unemployment-

reemployment ...) to sustain redistribution and growth.

Towards a multi pillar system

The pressure of PayGo on incomes and growth cannot be reduced, per se, through the
development of complementary private insurance coverage. Insurance contracts are based on
pooling, and replicate, on a smaller scale, what pay-as-you-go schemes do in the public:
participants pay, as-they-go according the contact clauses, year by year to cover the
expenditure for those who need provisions and benefits. Though pooling schemes may be
sustained and reinforced by mathematical reserves invested on the markets, they are quite like
pay-as-you-go schemes and they face the very same challenges. Pay-as-you-go and pooling
schemes are similar, because they both consume, year-by-year, resources produced by the
economic system in that year. For this reason, they cannot rebalance each other. To rebalance
the excess of pay-as-you-go for financing welfare expenditure, a debate should be promoted on

how to achieve a more balanced structure, which combines PayGo and real accumulation plans.
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Concluding remarks

A few points of debate and priorities can be outlined:

Increase the realism of pension and health care expenditure projections incorporated in the
annual Stability Programs of EU Partners, developing adequate sensitivity analysis around
the central scenario. Currently, health care expenditure projections are underestimated, since
they do not incorporate the effects of non demographic drivers;

Strengthen the link between medium-long term projections and the economic policy
guidelines that EU Partners convene to indicate at the end of the discussion session of
Stability Programs;

Strengthen the link between the policy guidelines at European level and the annual budget
law of each Partner;

Promote a debate on the future of the European Social Market Economy, with a specific focus
on the consequences of the status quo for States and individuals, as well as for economic
growth and fiscal consolidation;

Promote a debate on how to achieve a balance between PayGo and capitalized funds to finance
age related expenditures for pensions and health. Such an effort could contribute to set up a
common ground to coordinate the structure of welfare systems among Member States, with
positive effects on the mobility of human and financial capital.

Open a debate on a set of indicators, which can be used to assess the overall impact of health
care expenditure on patterns of /ealthy ageing and, moreover to measure its expected impact on

labor productivity, as well as its interdependency with pension and social security expenditure.
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ANNEX
HEALTH CARE AND PENSION EXPENDITURE IN STABILITY
AND CONVERGENCE PROGRAMS

In 2010, Italy has the highest incidence for pensions (more than 15% over Gdp). Total public
expenditure for pensions and health counts for 23,6% of Gdp, with a burden of pay-as-you-go
on the single worker equal to 64% of Gdp per capita. In France, pensions counts for 13,5% of
Gdp, and the sum of pension and health care expenditure amounts to more than 23% of Gdp.
The burden per worker overcomes 57% of Gdp per capita. In Germany, the incidence of
pensions is lower and amounts to 10,4% of Gdp. Overall the expenditure for pensions and
health care amounts to 18% of Gdp, with a burden of pay-as-you-go on the single worker close

to 45% of Gdp per capita.
Finally in the UK 5,7% of Gdp dedicated to pensions. Pension and Health Care public

expenditure amounts to 15,2% of Gdp, with a burden of PayGo on the single worker of almost

35% of Gdp per capita.
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STABILITY PROGRAM 2012, ITALY

% Gdp 2010 2015 2020 2025 2030 2060
Health Care
3 6 0 2 4 8,2
(NHS) 7, ,9 7, 7, 7, ,
Pensions 15,3 15,6 15,2 14,8 14,8 14,4
Ltc extra
National Health 1,0 1,0 1,1 1,1 1,1 1,7
System
Gdp
. 1.578,92 1.578,48 1.700,09 1.869,68 2.028,09 ... 8.017,58

(Euro/billion)
Total population | 60.340.328 61.787.648 62.876.781 63.737.079 64.491.289 ... 64.989.319
((;i};O) per-capita 26.084,12  25.465,87  27.088,36  29.384,27 = 81.447,58 ... 46.431,12
g:()ple aged 20- 36.688.560 87.029.609 = $7.324.687 87.370.095 86.902.079 ... $3.389.736
Active — people| ), 000 690 04.809.838 25455487 25710625 25425532 ... 28.372.815
aged 20-64

mplo a
1220 54 yed e 29.348.469 22.676.192 23.469.912 23.910.882 23.671.171 ... 21.783.464

Burden of Paygo to Finance Health Care, Pensions, Ltc

Burden per active
people (Euro)
Burden per
worker (Euro)
Burden per active

15.224.52 14.904,04 15.561,30 16.798,35 18.58547 ... 381.872,30

16.620,65 16.306,39 16.877,77 18.062,75 19.962,91 ... 38.661,27

people / Gdp per-  58,37% 58,53% 57,55% 57,27% 59,10% ... 67,57%
capita

Burden per

worker / Gdp 63,72% 64,03% 62,42% 61,58% 63,48% 72,50%
per-capita

(1) Our calculations on Stability Program of Italy, April 2012

(2) For demo variables, see projections by Eurostat, convergence scenario (online)

(8) Gdp is in constant prices 2011

(4) Gdp rates of growth in 2012 and 2013 are the most recent consensus estimates (5) Gdp rates of growth beyond 2013 are linear

interpolations of data reported in the Stability Program for 2015, 2020, 2025, 2030, 2035 ... 2060
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STABILITY PROGRAM 2012, FRANCE

% de 2010 2015 2020 2025 2030 2060
Health Care 8,2 8,6 8,9 9,4
Pensions 18,5 12,8 13,6 13,6
Ltc 1,5 1,8 2,9 2,9
de - 1.961,70 2.256,32 2.676,90 4.809,67
(Euro/billion)
Total population 64.714.074 67.820.253 70.302.983 73.724.251
Celp =gl 30.318,37 33.269,18 38.076,65 58.456,58
(Euro)
People aged
20-64 37.989.976 37.779.599 37.600.045 37.908.908
Active — people| o 516 570 99.921.442 $0.543.236 $0.740.069
aged 20-64
Employed aged
26.308.438 27.617.491 28.188.867 28.619.005
20-64
Burden of Paygo to Finance Health Care, Pensions, Ltc
Burden per active
. 15.742,26 17.494,72 21.790,52 35.829,66
people (Euro)
Burd
araen o PR 17 999,19 18.954,19 23.455,89 37.948,08
worker (Euro)
Burden per active
people / Gdp 51,93% 52,59% 57,23% 60,44%
per-capita
Burden per
worker / Gdp| 57,07% 56,97% 61,60% 64,92%

per-capila

2035 ... 2060
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STABILITY PROGRAM 2012, GERMANY

% de 2007 2015 2020 2025 2030 2060
Health Care
5 4 8,1 8,5 2
(NHS) 7 9
Pensions 10,4 10,5 11,5 12,8
Ltc extra NHS 0.9 - s 94
(social Ltc) ’ ’ ’ ’
Gdp
. 2.517,28 2.918,02 3.331,05 4.597,64
(Euro/billion)
Total population | 82.314.906 80.098.347 77.871.675 66.360.154
Cidlp prar-ugpaie 30.581,14 36.868,07 49.776,11 69.2883,10
(Euro)
People aged
20-64 49.811.887 47.837.086 42.856.845 33.400.637
SO people 37.931.752 37.791.298 33.964.050 26.637.008
aged 20-64
Employed aged
20-64 34.631.690 35.448.237 31.858.279 24.985.514
Burden of Paygo to Finance Health Care, Pensions, Ltc
Burden per active
12.409,97 15.262,20 21.380,50 42.115,22
people (Euro)
Burden pe
urdaen per 18.592,52 16.271,00 22.798,71 44.898,95
worker (Euro)
Burden per active
people / Gdp per- |  40,58% 41,97% 49,98% 60,79%
capita
Burden per
worker / Gdp 44,45% 44,74% 53,29% 64,81%
per-capita

1) Our calculations on Stability Program of Germany, 2012

2) For demo variables, see projections by Eurostat, convergence scenario (online)

4) Gdp rates of growth in 2012 and 2013 are the most recent consensus estimates

(
(
(3) Gdp is in constant prices 2011
(
(

5) Gdp rates of growth beyond 2013 are linear interpolations of data reported in the Stability Program for 2030, 2040, 2050, 2060
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CONVERGENCE PROGRAM 2012, UK

% Gdp 2010 2015 2020 2025 2030 ... 2060
Health Care
8,2 5 6 8,0 8,4 8
(NHS) ’ 77 77 ’ ’ 97
Pensions 5,7 5,5 5,2 5,5 6,0 7,9
Ltc extra
National Health 1,3 1,2 1,2 1,4 1,5 2,0
System
Gdp
. 1.497,78 1.634,10 1.836,21 2.039,28 9.267,02 ... 4.351,93

(Pound/billion)
Total population | 62.008.048 64.147.689 66.292.265 68.350.294 70.207.694 ... 78.925.262
Cilp jpui=eagpe 24.154,59 2547402  27.698,76  29.885,72  $2.290,24 ... 55.177,84
(Pound)
ngoé)ie et 37.073.049 87.685.811 $8.8304.199 88.502.509 88.604.742 ... 41.494.204
Active people

99.987.709  29.771.896 80.260.817 80.416.982 80.497.746 ... 82.780.421
aged 20-64
géngioyed aged | (040600 97.380.684  28.656.520 28.804.882 28.881.866 ... $1.048.059

Burden of Paygo to Finance Health Care, Pensions, Ltc

Burden per active
people (Pound)
Burden per
worker (Pound)
Burden per active
people / Gdp per- |  82,18% 30,60% 30,67% 33,48% 36,60% ... 47,48%
capita
Burden per
worker / Gdp 34,98% 33,26% 32,39% 35,36% 38,65% 50,09%
per-capita

7.773,31 7.794,18 8.495,28 9.989,57 11.819,18 ... 26.171,73

8.449,25 8.471,88 8.970,73 10.548,65  12.480,60 ... 27.636,46

(1) Our calculations on Stability Program of Uk, 2012

(2) For demo variables, see projections by Eurostat, central scenario

(3) Gdp is in constant prices 2011

(4) Gdp rates of growth in 2012 and 2013 are the most recent consensus estimates

(5) Gdp rates of growth beyond 2013 are linear interpolations of data reported in the Stability Program for 2015, 2020, 2025, 2030,
2035 ... 2060
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