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viiAbstract

Abstract

This paper presents projections for 18 Latin 

America and Caribbean countries of pen-

sions and health expenditures over the next 

50 years, compares them to advanced coun-

tries, and calculates estimates of the fiscal 

gap due to aging. The exercise is crucial since 

life expectancy is increasing and fertility rates 

are declining in virtually all advanced coun-

tries and many developing countries, but 

more so in Latin America and the Caribbean. 

While the populations of many of the region’s 

countries are still relatively young, they are 

aging more rapidly than those in more devel-

oped countries. The fiscal implications of 

these demographic trends are severe. The 

paper proposes policy and institutional 

reforms that could begin to be implemented 

immediately and that could help moderate 

these trends in light of relevant international 

experience to date. It suggests that LAC 

countries need to include an intertemporal 

numerical fiscal limit or rule to the continu-

ous increase in aging spending while cover-

ing the needs of the more vulnerable. They 

should consider also complementing public 

pensions with voluntary contribution mech-

anisms supported by tax incentives, such as 

those used in Australia, New Zealand (Kiwi 

Saver), and the United States (401k). 

In addition, LAC countries face an urgent 

challenge in curbing the growth of health 

care costs, while improving the quality of 

care. Efforts should focus on improving both 

the allocative and the technical efficiency of 

public health spending.

JEL Codes: N46

Keywords: fiscal implications of population 

aging
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1Introduction

slightly by an expected decrease in educa-

tion expenditures.

The region’s considerable rate of infor-

mality also prevents social security systems 

from covering a large amount of the work-

force with contributory pensions. Therefore, 

most LAC countries have introduced noncon-

tributory pensions, which increase coverage 

and also the pension liabilities of the State. As 

DC systems became insufficient to cover even 

basic benefits, most LAC countries instituted 

state-guaranteed minimum pensions, shifting 

part of the system back to deficit financing, as 

in PAYGO. Many LAC countries spend heavily 

on pensions and health benefits today, even 

though their populations are still relatively 

young. This fiscal burden will increase fur-

ther in the coming decades as the number of 

older people rises much more rapidly than it 

did in Europe. However, LAC countries are far 

from adequately responding today to aging-

related risks for long-term fiscal sustainability.

This paper focuses on the fiscal impli-

cations of these demographic trends in LAC 

countries. It proposes policy and institutional 

reforms that could begin to be implemented 

immediately and that could help moderate 

these trends in light of relevant international 

experience to date.

Virtually all advanced countries and many 

developing countries are confronting increas-

ing life expectancy and declining fertility 

rates. This means that populations are aging 

at a more or less rapid rate depending on the 

country. While the populations of many Latin 

America and Caribbean (LAC) countries are 

still relatively young, they are aging more rap-

idly than those in more developed countries.

The changing age structure of popula-

tions has wide-ranging and substantial eco-

nomic and fiscal implications. The good 

news is that people in the LAC region are liv-

ing longer and healthier lives. The bad news 

is that a longer-living, aging population 

poses serious long-term fiscal challenges as 

a result of a shrinking labor force, rising old-

age dependency ratios (defined as the ratio 

of those over 65 to working-age people), 

and if countries continue with current aging 

spending policies. It can also lead to increas-

ing deficits of defined-benefit (DB) pay-as-

you-go (PAYGO) pension systems and to 

inadequate retirement incomes in defined-

contribution (DC) systems. The aging of the 

population also contributes to the escalation 

of health and long-term care (LTC) costs. 

The growth of aging-related expenditures in 

pensions, healthcare, and LTC is offset only 

introduction 1
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Section II reviews available estimates of 

the prospective aging costs in the European 

Union (EU) and other selected countries, their 

impact on fiscal sustainability, and the reforms 

enacted by some of these countries in recent 

years to moderate these costs. Section III out-

lines the types of pension and health systems 

in the LAC region, demographic trends and 

projections, and recent estimates by IDB staff 

of the long-term impact of aging on pension 

and health spending and on fiscal sustainabil-

ity in the region.

Section IV discusses the role that some 

institutional mechanisms (in particular, the 

preparation and dissemination of long-term fis-

cal projections, independent fiscal councils, and 

fiscal rules) could play in triggering more timely 

policy responses to contain the costs associ-

ated with population aging in LAC. It outlines 

the trade-offs in pension reforms in the eco-

nomic and institutional contexts of the region 

and discusses some options to lower health 

care costs. The analysis of institutional and pol-

icy reform options emphasizes the fact that the 

appropriate responses to the aging challenge 

will vary across countries, policies, and institu-

tional settings, including how pensions, health, 

and other costs are determined and financed, 

will necessarily be country specific. Finally, Sec-

tion V concludes.
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The countries that comprise the G-20 account 

for a large share of the world economy and 

population. Their populations are aging at 

different rates, and their policy responses 

also vary. This section focuses on some expe-

riences in the European Union (EU) and other 

selected advanced countries.

The focus on the EU is justified by the 

fact that the European Commission (EC) has 

developed a comprehensive, standardized 

framework to analyze the costs of aging in 

EU member states, which it uses as a tool for 

fiscal surveillance. The other advanced coun-

tries analyzed were chosen because, as is the 

case in the LAC region, they employ different 

models of protection of their population from 

aging-related risks. The analysis thus high-

lights ways in which the institutional context 

influences policy response options. More-

over, countries whose populations are aging 

more rapidly can provide useful lessons for 

LAC countries, which have begun this demo-

graphic transition more recently.

1.  General Trends in the G-20 
Countries

All G-20 countries are likely to experience 

a significant further aging of their popula-

tion in the decades ahead, albeit at different 

rates. The 2017 UN population projections 

suggest that by 2060, all G-20 countries will 

have fertility rates lower than the 2.1 replace-

ment rate and will experience increases in 

longevity of 4 years on average. As a result, 

the number of people over 65 for each work-

ing-age person will at least double in most 

G-20 countries by 2060. The share of indi-

viduals over 80 in the population will rise 

even faster, especially in some of the more 

advanced countries in the group.

The impact of population aging on 

growth and living standards will depend on 

the evolution of employment, the capital 

intensity of production, and total factor pro-

ductivity (TFP), which is likely to differ across 

countries. However, there is broad consen-

sus among scholars that, in the absence 

of appropriate policy changes, population 

aging is likely to have a negative impact on 

GDP growth and living standards in most 

G-20 countries (OECD, 2019a). Moreover, 

this impact is likely to be unequally distrib-

uted within each country, disproportionately 

affecting poorer and rural inhabitants.

Aging will also adversely impact the 

public finances of G-20 countries by requir-

ing more spending on pensions, health care, 

An Overview of the Experiences 
of Selected Countries in 
Assessing and Addressing the 
Fiscal Costs of Aging 2
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and LTC. The extent of the impact can be 

expected to vary significantly across coun-

tries, reflecting in particular the model of 

insurance against income and health risks 

prevailing in each country.

As Table 1 shows, pension systems vary 

across G-20 countries by type—DB, DB, DC, 

or notional defined contribution (NDC1)—and 

by whether they include a contributory basic 

or minimum, or noncontributory social assis-

tance pension. Other features of each system 

that affect the fiscal cost of DB pensions are 

the statutory retirement age, the existence 

of provisions for early retirement, earnings 

TABLE 1. PUBLiC AND MANDATORY PRivATE PENSiON SYSTEMS iN G-20 COUNTRiES

Basic Minimum

Public Private

Social assistance Type Type

Argentina   • DB

Australia  • • DC

Brazil •  • DB

Canada  •  DB

China •  • NDC+DC

France •  • DB +Points

Germany • • • Points

India •  • DB + DC

Indonesia • • • DC

Italy •  • NDC

Japan  • • DB

Korea • •  DB

Mexico •  • DC

Russia  • • Points DC

Saudi Arabia •  • DB

South Africa  • •

Turkey •  • DB

United Kingdom  • • DB

United States • • • DB

Source: OECD (2019).
Note: DB: defined benefit; DC: defined contribution; NDC: notional defined contribution.

replacement rates, and pension indexation 

mechanisms.

As a result of these factors and the current 

age structure of the population, public expen-

ditures on pensions in 2013–2015 ranged from a 

low of 0.8 percent of GDP in Indonesia to a high 

of 15.7 percent of GDP in Italy. The G-20 coun-

1  NDC systems are funded on a PAYGO basis but de-
signed to mimic a DC system. Each participant’s con-
tributions are credited to a notional account, which 
earns a predefined rate of return. Its size at retirement 
determines the amount of pension that the individual 
receives (in most countries with a guaranteed mini-
mum).



5An Overview of the Experiences of Selected Countries in Assessing and Addressing the Fiscal Costs of Aging

FiGURE 1.  PROJECTiONS OF PUBLiC ExPENDiTURE ON PENSiONS iN G-20 COUNTRiES ExCLUDiNG 
LATiN AMERiCA AND THE CARiBBEAN, 2013–2050, AS A PERCENT OF GDP
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Source: Authors’ elaboration based on OECD (2019).
Note: Figures based on baseline scenarios, which assume no further policy changes in the projection period. Announced but not yet 
legislated changes are not reflected. Projection for Australia 2050 corresponds to 2055.

tries (excluding LAC countries) can be divided 

into four groups, depending on the ratio of 

public expenditures on pensions to GDP: low 

(under 4 percent): India, Indonesia, Korea, 

Saudi Arabia, and South Africa; medium-low 

(between 4 and 7 percent): Australia, Canada, 

China, and the United States; medium-high 

(between 7 and 10 percent): Germany, the Rus-

sian Federation, Switzerland, Turkey, and the 

United Kingdom; and high (above 10 percent): 

France, Italy, Japan, and Spain.

Based on a number of national and inter-

national sources, OECD estimates suggest 

that, without further corrective measures, 

these expenditures will rise in most G-20 

countries in the coming decades, except in 

France, Italy (where they would decline as 

a result of already enacted pension reforms 

but remain relatively high), and Turkey. Saudi 

Arabia, and to a lesser extent Korea, will 

experience the largest increases.

In the few G-20 countries that have DC 

systems, aging will pose a different challenge, 

namely, ensuring that mandatory or voluntary 

savings accumulated by individuals in their 

pension funds are sufficient to support ade-

quate living standards during lengthier retire-

ments. This challenge is made more acute by 

changing patterns of employment—more fre-

quent job rotation and job losses due to auto-

mation—and by historically low rates of return 

on financial assets. Moreover, these low DC 

replacement ratios are prompting coun-

tries to institute public minimum guaranteed 
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pensions, especially in DC systems that were 

instituted to avoid government intervention. 

This transfers a big part of the risk back to the 

government.

Population aging will also contribute 

to boosting public spending on health and 

LTC. Public expenditures on health care vary 

widely among G-20 countries and have risen 

in most of them relative to GDP in the last 

two decades (Figure 2).

The main driver of this growth has been 

excess cost growth,2 which reflects the com-

bined impact of various non-demographic 

factors. These include an elasticity of 

demand greater than 1, supply constraints, 

and the availability of more advanced but 

costlier modalities of care. The averages of 

ECG estimates from a country fixed effects 

model for advanced economies are 0.8 per-

cent and 1.7 percent, respectively, for the 

periods 1980–2008 and 1995–2008 (IMF, 

2010). OECD (2006) finds ECG to be 1.0 per-

cent for 1980–2005 using a decomposi-

tion approach. The Congressional Budget 

Office (CBO, 2012) calculated 1.6 percent per 

year from a weighted average of the annual 

growth rates between 1985 and 2010. But 

aging has also contributed, as the proba-

bility of disease tends to increase with age 

(or specifically, with individuals’ proximity 

FiGURE 2.  PUBLiC ExPENDiTURES ON HEALTH CARE iN G-20 COUNTRiES AS A PERCENT OF GDP, 
2000–2017
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Source: OECD (2019).
Note: Public health expenditures include health expenditures through government schemes and social security schemes.

2  Excess cost growth is defined as the excess of 
growth in real per capita health expenditures over 
growth in real per capita GDP after controlling for the 
effect of demographic change.
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to death), and the epidemiological profile 

changes with age, toward chronic diseases 

with higher costs of care.

Long-term care costs (which include 

both health- and non-health-related costs 

for individuals unable to attend to their basic 

tasks) are typically shared between the pub-

lic and the private sectors, including families, 

with the public share tending to rise with the 

country’s level of development. The OECD 

estimates that LTC expenditures by govern-

ment and mandatory insurance schemes 

averaged 1.4 percent of GDP for the area in 

2017, ranging from 0.2 percent in Russia to 

3.4 percent in the Netherlands.

Available long-term projections for pub-

lic health and LTC spending in G-20 coun-

tries suggest that they would rise strongly 

over the next few decades unless a range of 

effective measures are taken to curb excess 

cost growth (de la Maisonneuve and Oliveira 

Martins, 2013; Lorenzoni, 2019). Specifi-

cally, health expenditure as a share of GDP 

is projected to rise to 10.2 percent of GDP 

by 2030, from 8.8 percent of GDP on aver-

age for OECD countries, and even faster in 

emerging G-20 countries. The contribution of 

aging to this increase will vary across coun-

tries but will generally remain below that of 

non-demographic factors. In most emerging 

FiGURE 3. PUBLiC DEBT SCENARiOS FOR G-20 COUNTRiESa AS A PERCENT OF GDP
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a The calculations predate the sharp increase in debt levels in 2020 due to the impact of COVID-19. They are based on a simple debt 
dynamics equation

Δdt =
r−g
1+ g

∗dt−1− pbt

where d is gross public debt as a percent of GDP, r the real interest rate, g the real growth rate, and pb the primary balance. In the 
scenario without aging pressures, the cyclically adjusted primary balance as a percent of GDP is held constant at the (then projected) 
2020 level. The aging pressure scenario includes pension, health, LTC, and education expenditures projections; other primary 
expenditures are assumed constant in real per capita terms. Primary revenues are held constant as a percent of GDP. Growth and 
interest rate projections are based on the OECD Long-Term Model. Aggregates are weighted averages using GDP at market prices.

(continued on next page)
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G-20 countries, a broadening of coverage of 

public health and LTC systems would raise 

the fiscal cost of such systems even further.

The likelihood that wage growth, and 

consequently contributions to pensions and 

health systems, will lag that of age-related 

spending in most, if not all, G-20 countries 

over the next decades points to significant 

risks for fiscal sustainability in several of 

those countries, and therefore to the urgency 

of adequate corrective measures.

In 2019, prior to the COVID-19 pandemic, 

the OECD published some illustrative debt 

scenarios for advanced and emerging G-20 

countries (Figure 3) which highlighted the 

sharp upward pressure that population aging 

is likely to place on public debt levels in the 

absence of substantial revenue increases 

and/or expenditure containment measures. 

The specific nature and scope of such mea-

sures would vary significantly across the 

G-20 members. Options for some of these 

countries are discussed in the following sub-

sections.

2. The European Union

Populations in EU member states have been 

aging for decades, reflecting a decline in 

fertility rates to well below the 2.1 natural 

replacement level and increases in life expec-

tancy (2.2 years on average per decade 

since 1960 for both men and women). More-

over, net migration into the EU has slowed 

significantly, albeit with year-to-year fluctu-

ations.

Concern about the fiscal implications of 

these demographic trends prompted the EU 

to form a technical working group, known 

as the Aging Working Group (AWG), in the 

early 2000s under the aegis of the EU’s Eco-

nomic Policy Committee. It includes repre-

FiGURE 3. PUBLiC DEBT SCENARiOS FOR G-20 COUNTRiES AS A PERCENT OF GDP
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Source: OECD (2019).

(continued)
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sentatives of all member states, who oversee 

the preparation of long-term projections 

of age-related public expenditures, based 

on an agreed methodology and common 

demographic and relevant macroeconomic 

assumptions. The use of common assump-

tions facilitates inter-country comparisons 

but may bias the results for individual coun-

tries if differences in the relevant initial con-

ditions are not quickly eliminated during 

the projection period. The projections are 

updated and published every three years.

The latest Aging Report, published in 

2018, covers the period 2016–2070 (EC, 

2018). The main demographic assumptions 

underlying the baseline age-related expen-

diture projections can be considered rela-

tively optimistic in light of past trends, as 

they include increases in the average fertil-

ity rate for the EU from 1.58 to 1.81 and in life 

expectancy of only 1.4 years per decade for 

men and 1.2 years for women. Under these 

assumptions, and with net migration pro-

jected to continue to decline, the depen-

dency ratio would increase from less than 30 

percent in 2016 to over 51 percent in 2070 for 

the EU as a whole, albeit with significant vari-

ation from country to country.

These projected demographic develop-

ments are expected to lead to a decline in the 

labor supply, despite increasing participation 

rates that partly reflect the impact of already 

legislated increases in the statutory retire-

ment age and measures to discourage early 

retirement in many countries of the region. In 

turn, the decline in labor input will negatively 

affect average potential GDP growth in the 

region. This impact is projected to be largely 

offset by a 0.9 percent average growth of 

TFP, resulting in broadly stable average 

annual GDP growth of around 1.4  percent 

over the period, with significant variation 

across countries (ranging from 1  percent in 

Italy to 2.5 percent in Latvia).

Both the demographic and the mac-

roeconomic baseline assumptions are sub-

jected to a range of sensitivity tests. These 

show the projected GDP growth rates to be 

especially sensitive to the assumptions on the 

fertility rate and TFP. If the projected recov-

ery in the fertility rate and TFP growth do not 

materialize, the average annual GDP growth 

rate for the EU will be close to 1 percent, sig-

nificantly lower than the baseline.

The fiscal impact of population aging is 

projected separately for each component of 

age-related spending. The methodologies 

utilized for these projections are the same 

for all countries with respect to non-pension 

expenditures, and the EC staff, in collabora-

tion with the AWG, prepares the projections. 

For pension expenditures, the national 

authorities prepare the projections for indi-

vidual countries using common assumptions 

but country-specific models that reflect the 

characteristics of the respective pension sys-

tems. These projections are peer-reviewed 

within the AWG.

a. Pension Expenditures

Pension systems in the EU vary significantly 

across countries with respect to structure, 

funding, and main parameters. Most coun-

tries have a contributory DB system, with a 

minimum guaranteed pension that is often 

means-tested and generally funded by 

taxes rather than contributions. These sys-

tems are typically PAYGO, although some 

have statutory requirements for partial 
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pre-funding. Six countries have an NDC 

system. Some EU countries have also intro-

duced complementary mandatory occupa-

tion-related DC systems.

Pension systems also differ across EU 

countries in various features which affect 

importantly the impact of population aging 

on pension expenditures. These include the 

statutory and average effective retirement 

ages and the rules for calculation and index-

ation of benefits.

In 2016 (latest available year), statu-

tory pensionable ages varied across coun-

tries, between 62 for men (60 for women) 

and 67 (for both). They are scheduled to rise 

in the coming decades as a result of already 

enacted reforms. By 2030, the lowest will be 

64.2 for men (60 for women) and the high-

est 68.7 for both, with further increases 

scheduled in subsequent decades. Several 

countries have adopted provisions for statu-

tory retirement ages to be raised in line with 

increases in life expectancy.

All EU countries allow for early retirement 

with reduced pension benefits, although the 

size of the disincentive varies across coun-

tries. As a result, average effective retirement 

ages are typically below statutory ones. The 

average effective retirement age in the EU 

in 2017 was 63.4 years (ranging from 60.9 in 

Slovenia to 65.9 in Sweden).

Pension systems in the EU also differ 

with respect to the definition of pension-

able earnings, the rate of accrual of pension 

benefits (which determine the replacement 

rate of earnings at retirement), and their 

indexation (EC, 2018). Some countries index 

pensions to prices, several others to a mix 

of wages and prices, while a few countries 

index them to a mix of GDP growth and 

prices. Several countries (e.g., Germany, the 

Netherlands, Spain, and Sweden) have intro-

duced an automatic balancing mechanism 

whereby pension indexation is linked to the 

fiscal sustainability of the social security sys-

tem.3,4 Some countries (e.g., Finland) also 

include an adjustment mechanism linked to 

life expectancy in the determination of initial 

pension benefits.5

Under the AWG’s baseline scenario, pub-

lic pension expenditures for the EU as a whole 

are projected to rise by 0.8 percent of GDP 

between 2016 and 2040 and to decline sub-

sequently by 1 percent of GDP by 2070 to a 

level slightly below the 2016 level in terms of 

GDP. This is because the moderating impact 

of the already enacted reforms of the retire-

ment age and benefit formula is expected to 

more than offset the positive contribution of 

demographic developments to the growth 

of pension expenditures (6.5 percent of GDP 

through 2070).

The 2018 Aging Report includes coun-

try-by-country estimates of the contributions 

of changes by the dependency ratio, the cov-

erage ratio (number of pensioners as a per-

3  Details on the specific mechanisms of adjustment in 
these countries can be found in OECD (2019b).
4  However, Spain suspended the automatic mecha-
nism, and in 2018 and 2019 indexed pensions with CPI 
inflation, increasing them more than with the automat-
ic formula (OECD, 2019b).
5  In Finland, since 2010 the initial level (at retirement) 
of PAYGO earnings-related pensions has been adjust-
ed to consider changes in life expectancy at age 62. 
The life expectancy coefficient lowers initial pensions 
by the ratio of average life expectancy at 62 in 2005–
2009 to average life expectancy at 62 in the five years 
prior to retirement. The life expectancy coefficient 
was 0.957 in 2019 and is projected to be equal to 
0.867 in 2064 (the year in which someone entering 
the labor market now will be allowed to retire). See 
OECD (2019b) for more information.
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cent of the population over 65 years of age), 

the benefit ratio (pension spending per pen-

sioner), and the labor market effect (changes 

in the employment rate of people aged over 

65). The latter three components reflect the 

impact of past or scheduled reforms of the 

pension system (Figure 4).

This reassuring picture in terms of fis-

cal sustainability is subject to the following 

caveats:

 • The variation across countries is sub-

stantial, reflecting both the differential 

impact of demographic changes and the 

extent of the reforms adopted to date. 

Projected changes in pension expen-

ditures between 2016 and 2070 range 

between a positive 8.9 percent of GDP 

in Luxembourg and a negative 6.6 per-

cent of GDP in Greece. Eight countries 

are projected to experience increases 

exceeding 2 percent of GDP. In contrast, 

12 countries would experience declines.

 • The picture would be significantly less 

favorable under less optimistic assump-

tions. The abovementioned sensitivity 

tests suggest that lower fertility rates 

and TFP growth could add several per-

centage points of GDP to the growth 

of pension expenditures in some of the 

countries.

 • The political sustainability of the reforms 

to date is not guaranteed, especially since 

in several countries they have resulted 

FiGURE 4.  CONTRiBUTiON TO CHANGE iN GROSS PUBLiC PENSiON ExPENDiTURE, 2016–2070 AS A 
PERCENT OF GDP
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in significant reductions in the average 

benefit ratio (albeit much less so for the 

minimum benefit ratio). For example, 

some Eastern European countries have 

rolled back scheduled increases in the 

statutory retirement age, and most of 

them have also abandoned the DC sys-

tems introduced in the 1990s and 2000s.

b.  Health and Long-term Care 
Expenditures

Public expenditures on health care in the EU 

averaged 8 percent of GDP in 2015, with sig-

nificant variation across countries, ranging 

from under 3 percent of GDP in Cyprus to 9.6 

percent in Sweden. They have been generally 

rising, despite temporary retrenchments dur-

ing periods of fiscal consolidation, such as in 

the late 1990s and during the global and euro 

area’s financial crises, when several countries 

adopted cost- and demand-containing mea-

sures.

Developments in health care spend-

ing are the result of both demand- supply-

related factors. The age structure of the 

population is an important determinant since 

health spending is typically higher in early 

childhood and in the later years of life. How-

ever, the size of the impact of increased life 

expectancy depends on the extent to which 

the additional years are spent in good health.

Other important determinants of health 

care spending are income, technological 

progress, supply of relevant skills, and institu-

tional arrangements, notably, the respective 

roles of the public and private sectors in the 

provision of health care. These are grouped 

under the label of “excess cost growth” of 

health spending, namely, growth that cannot 

be explained by demographic developments. 

Available empirical estimates of the income 

elasticity of health spending are inconclu-

sive.6 In contrast, there is strong evidence of 

the impact of excess cost growth as a whole. 

This may reflect: (i) technological advances 

in the medical field that make available more 

costly equipment and treatment; (II) short-

ages of relevant skills that boost the compen-

sation of medical and paramedical personnel; 

(iii) market imperfections in the provision of 

drugs; and (iv) inefficiencies in the provision 

of health services more generally.

Given the range of factors affecting pub-

lic health spending, the 2018 Aging Report 

included a range of simulation scenarios that 

explore the impact of different assumptions 

regarding some of these factors, specifically, 

increase in life expectancy, changes in mor-

bidity in later years, income elasticity, and 

wage developments in the health sector.

The baseline (AWG reference) scenario 

uses the same baseline demographic projec-

tions as those used for pensions; it assumes 

that half of the future gains in life expectancy 

are spent in good health, and that the income 

elasticity of health care spending converges 

linearly from 1.1 in 2016 to 1 in 2070. The 

joint impact of those factors is a projected 

increase in health spending of about 0.9 per-

cent of GDP in the EU as a whole by 2070. 

Individual countries’ results range between 

0.3 and 2.7 percent of GDP. The increases 

would be significantly larger (1.6 percent of 

GDP on average) if the initial income elas-

6  Estimates of income elasticity of health expendi-
tures range from above 1 to under 1. Moreover, these 
estimates (based on time series or panel data) typi-
cally suffer from omitted variables or endogeneity bi-
ases. See Clements et al. (2012) for details.
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ticity were assumed to be 1.4, a level closer 

to the empirically estimated average in the 

region.

The projections incorporate the esti-

mated effects of the reforms undertaken by 

some of the EU’s member states in recent 

years. Some of these reforms, such as ceil-

ings on the level (Austria) or growth rate 

(Belgium) of health expenditures, and multi-

year budget caps on the same (Italy), have a 

restraining effect on health spending. Others, 

such as wage increases for health workers or 

steps to improve access to health services, 

mainly in Eastern European countries, boost 

such spending.

In summary, the projections point to a 

clear need for further reforms to moderate 

the demand for, and reduce the cost of, pro-

vision of health services in the EU in the com-

ing decades. This need will be particularly 

acute in Austria, Greece, Malta, Portugal, the 

United Kingdom, and some Eastern Euro-

pean countries.

Public expenditures on LTC are also 

growing rapidly in the EU. In 2015, they were 

equivalent to about 1.2 percent of the area’s 

GDP. Aging affects LTC expenditures to the 

extent that it increases the share of disabled 

individuals in the population. The size of its 

impact thus depends on the extent to which 

increased life expectancy is accompanied by 

increased disabilities. Other contributing fac-

tors are the shift from informal care by rel-

atives at home to formal care in institutions 

provided or paid for by the government, 

and the supply of workers (frequently immi-

grants) in the LTC field.

The EC’s projections of spending on 

LTC show a fairly wide range of estimates 

of increases, depending on the assumptions 

regarding such factors. The baseline sce-

nario incorporates the same demographic 

and morbidity assumptions used for the 

health care projections: a growth of wages in 

the sector in line with the growth of per cap-

ita GDP, and that the share of formal in total 

LTC would remain constant over the projec-

tion period.

Under these assumptions, spending 

on LTC would double as a percent of GDP 

to 2.4 percent for the EU as a whole, but in 

some countries the increase could exceed 2 

percent of GDP. Alternative scenarios based 

on less favorable assumptions, specifically 

regarding the expansion of coverage of for-

mal care and the growth of unit costs in coun-

tries where they are currently below the EU 

average (a convergence hypothesis), point to 

significantly higher potential increases in LTC 

expenditures over the coming decades (EC, 

2018). Thus, addressing the determinants of 

the rise in LTC spending remains a substan-

tial challenge in most EU member states.

Figure 5 shows the projected change 

over the period 2016–2070 in aging-related 

expenditures by component for each EU 

member state and for the area as a whole.

c. impact on Fiscal Sustainability

The AWG’s projections play an important 

role in the EU’s surveillance framework. This 

framework aims to identify actual and poten-

tial risks to fiscal sustainability in the mem-

ber states. In its 2018 Fiscal Sustainability 

Report, the EC defines fiscal (or public debt) 

sustainability as the ability of a government 

to service its debt at any point in time (EC, 

2019). The EC’s criteria for determining such 

sustainability are the objectives for general 
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government balances and debt enshrined 

in the Stability and Growth Pact (SGP) and 

its latest implementing regulations (the so-

called Two Pact) (EC, 2019). The EC’s anal-

ysis enables its recommendations or, when 

appropriate, requests by the EU Council for 

corrective actions by member states that do 

not meet the criteria.

The literature distinguishes between 

two types of fiscal sustainability indicators: 

(i)  baseline projections of the budget balance 

and debt and (ii) synthetic indicators (Shaw, 

2017). The former are unconstrained baseline 

projections for major fiscal aggregates (pri-

mary spending, general balance, debt), con-

sidering the current tax system and spending 

programs, based on given demographic and 

macroeconomic assumptions. Synthetic indi-

cators based on the government’s inter-tem-

poral budget constraint (e.g., fiscal gaps) are 

an extension of baseline projections. They 

measure the size of the increase in tax revenue 

and/or the reduction in non-interest expendi-

ture required to ensure that the present value 

of all future primary spending balances equals 

a specific level of debt. They may be calcu-

lated against a specific terminal date and/or 

an infinite time horizon to illustrate the mag-

nitude of the policy response necessary to 

maintain a specific level of debt in the future.

The main tools used by the EC for its fis-

cal surveillance are three synthetic indica-

tors (S0, S1, and S2), and medium-term and 

long-term debt sustainability analysis (DSA) 

FiGURE 5.  PROJECTED CHANGES iN TOTAL AGiNG-RELATED ExPENDiTURE iN THE EUROPEAN 
UNiON, 2016–2070, AS A PERCENT OF GDP
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scenarios. The S0 is an indicator for short-

run fiscal challenges which is a composite of 

25 short-term economic, fiscal, and financial 

indicators and aims to identify risks of a finan-

cial crisis occurring in the near term (within 

one year) in any of the member states. The 

only country identified at such risk in 2018 

was Cyprus, reflecting mainly vulnerabilities 

in its banking sector.

The medium-term fiscal sustainability 

indicator S1 shows the additional fiscal effort 

required (in terms of improvement in the 

general government’s structural primary bal-

ance) over five post-forecast years to reach 

the SGP’s 60 percent ceiling on the ratio of 

general government debt to GDP by 2033. 

The indicator incorporates the AWG’s base-

line projections of developments in aging 

costs over the time horizon of the indicator.

The S2 indicator assesses the long-term 

fiscal challenges, showing the upfront fiscal 

adjustment to the government structural pri-

mary balance required to fulfill the infinite-

horizon inter-temporal budget constraint, so 

as to stabilize the debt ratio over the infinite 

horizon. It incorporates the AWG’s baseline 

long-term projections.

Table 2 shows the S1 and S2 indicators for 

the 28 EU member countries in 2019, identify-

ing the portion of each that is attributable to 

aging (EC, 2020). For the EU as a whole, the 

structural primary balance (RSPB) required 

to reach sustainability in the medium term 

is 0.9 percent of GDP, of which 0.7 percent 

of GDP is due to aging. In the long run, the 

RSPB is significantly larger for most coun-

tries, especially due to the aging factor. For 

the EU as a whole, it is estimated at 2.4 per-

cent of GDP, of which 1.7 percentage points 

reflect the increase in spending due to aging.

At the individual country level, the S1 indi-

cator varies substantially from –5.3 percent of 

GDP for Estonia to more than 4 percent of GDP 

for Belgium and 8.8 percent of GDP for Italy. 

The S2 indicator points to 15 member states at 

high or medium fiscal risk in the long term. The 

upfront adjustment to the RSPB implied by the 

S2 indicator shown in columns 3 and 4 of Table 

2 ranges from –2.1 percent of GDP in Croatia to 

8.8 percent of GDP in Romania, and 8.6 per-

cent of GDP in Luxembourg, both above the 

high-risk threshold. Other countries with fis-

cal gaps pointing to medium risk are Belgium, 

the Czech Republic, Finland, Slovakia, Slove-

nia, and the United Kingdom.

The three indicators are supplemented 

by DSA baseline and alternative scenarios. 

The baseline scenario is based on a set of 

macroeconomic assumptions regarding GDP 

growth, inflation, interest rate, and the euro’s 

exchange rate and on the assumption that 

the structural primary balance of the general 

government (excluding aging costs) would 

remain at the same level relative to GDP as in 

the initial year of the projection. The assump-

tion regarding aging costs is their baseline 

projection in the AWG.

Alternative scenarios include sensitivity 

analyses of the macroeconomic assumptions 

and of the aging costs projections (as dis-

cussed in the subsections above), and alter-

native policy assumptions about the behavior 

of the structural primary balance, including 

a no-policy changes scenario, one assum-

ing the continuation of historical trends of 

the balance, and one assuming gradual con-

vergence to the SGP’s medium-term objec-

tive for the country in question. In addition to 

these deterministic scenarios, stochastic sim-

ulations of the DSA are also prepared.
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The projections are updated, and the 

methodology has been refined in trien-

nial Fiscal Sustainability Reports. The lat-

est such report (EC, 2019) includes an 

expanded analysis of contingent liabilities, 

as well as an initial assessment of govern-

ment assets and their mitigating effects on 

fiscal unsustainability risks. Figure 6 sum-

TABLE 2.  FiSCAL SUSTAiNABiLiTY S1 AND S2 iNDiCATORS AND THEiR AGiNG COMPONENT iN 
THE EUROPEAN UNiON (2019)

S1 S2

Total required 
primary balance  Due to aging 

Total required 
primary balance  Due to aging 

Belgium  4.1  1.1  4.8  4.0 

Bulgaria  –5.4  0.5  1.6  2.4 

Czech Republic  –2.9  0.9  4.8  4.8 

Denmark  –5.6  0.0  0.4  0.6 

Germany  –2.4  1.2  2.2  3.0 

Estonia  –5.3  0.0  0.8  0.2 

Ireland  –2.6  1.3  2.9  3.9 

Spain  3.8  0.3  1.8  0.1 

France  3.9  0.4  0.2  –1.9 

Croatia  –2.0  –0.2  –2.1  –1.9 

Italy  8.8  0.8  2.1  0.6 

Cyprus  –2.4  –0.2  –0.7  0.9 

Latvia  –3.3  0.3  0.3  –0.3 

Lithuania  –2.7  0.7  0.5  0.3 

Luxembourg  –5.7  1.1  8.6  9.4 

Hungary  –2.7  –0.2  2.7  3.3 

Malta  –6.4  0.3  3.0  5.2 

Netherlands  –3.2  0.4  2.8  2.8 

Austria  –2.3  0.8  2.3  3.2 

Poland  –2.2  0.3  1.9  1.2 

Portugal  2.3  0.5  –0.3  0.8 

Romania  5.7  1.8  8.8  3.7 

Slovenia  –1.0  1.4  5.4  5.4 

Slovakia  –1.8  0.1  3.8  2.6 

Finland  0.5  1.3  3.6  1.9 

Sweden  –5.4  0.3  1.2  1.8 

United Kingdom  1.9  0.8  4.3  3.3 

EU–28 0.9  0.7  2.4  1.7

Source: EC (2020).
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marizes the EU’s fiscal sustainability analy-

sis framework.

The results of the baseline DSA and S 

indicators are the basis for the construction 

of a heat map of fiscal sustainability risks for 

each member state (with countries classi-

fied as low, medium, or high risk in each time 

dimension). Generally, the indications of the 

DSA and the S indicators regarding fiscal 

sustainability converge. In a few instances, 

they may differ, such as when the initial debt 

level is especially high but the country has 

taken significant steps to contain its aging 

costs over the longer term. Table 3 shows the 

FiGURE 6.  MAiN BUiLDiNG BLOCKS OF THE EU’S FiSCAL SUSTAiNABiLiTY ASSESSMENT 
FRAMEWORK

S0 indicator
S1 indicator
(baseline)

S2 indicator
(baseline)

Short-term risk 
category
(low/high)

Medium-term risk 
category

(low/medium/high)

Long-term risk 
category

(low/medium/high)

Short-term 
sustainability risks

Medium-term 
sustainability risks

Long-term 
sustainability risks

DSA (deterministic/
stochastic debt 

projections)*

Financing needs
(upcoming year)

Sensitivity
analysys

Sensitivity
analysys

Alternative policy 
scenarios and 

enhanced sensitivity 
analysis

Financing markets’ 
risk perceptions

Debt profile (maturity, currency, holders)

Other liabilities (non-Maastricht debt) and contingent liabilities (e.g. linked to the banking sector)

Government assets

Financing needs 
(t+10)

Source: EC (2019).
Notes: * Baseline no-fiscal policy change scenario, historical primary balance scenario, three stress test scenarios (on growth rate, 
interest rate, and primary balance) and stochastic projections (2000 shocks simulated).
1. The top panel of the diagram (above the dotted line) presents the core tools used to derive the fiscal sustainability risk 
classification. The bottom panel of the diagram presents the additional risk/mitigating factors considered in the overall assessment, 
either specific to the time dimension considered (e.g., additional sensitivity analysis), or of horizontal nature (e.g., contingent 
liabilities).
2. Financing needs of the current year are one variable entering the S0 indicator.
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TABLE 3. HEAT MAP OF FiSCAL SUSTAiNABiLiTY RiSKS iN THE EUROPEAN UNiON

Overall short-
term risk 
category

Overall 
medium-term 
risk category

S1 indicator 
– overall risk 

category

Debt 
sustainability 

analysis – 
overall risk 
category

S2 indicator 
– overall risk 

category

Overall long-
term risk 
category

Belgium  Low High High High Medium High

Bulgaria  Low Low Low Low Low Low

Czech Republic  Low Low Low Low Medium Medium

Denmark  Low Low Low  Low Low

Germany  Low Low Low Low Medium (Low) Medium (Low)

Estonia  Low Low Low Low Low Low

Ireland  Low Low Low Low Medium Medium

Spain  Low High High High Low (Medium) Medium (High)

France  Low High High High Low Medium

Croatia  Low Low (Medium) Low (Medium) Low (Medium) Low Low (Medium)

Italy  Low High High High Medium High

Cyprus  Low (High) Low (Medium) Low Low (Medium) Low Low (Medium)

Latvia  Low Low Low Low Low Low

Lithuania  Low Low Low Low Low Low

Luxembourg  Low Low Low Low High High

Hungary  Low Low (High) Low (Medium) Low (High) Medium Medium (High)

Malta  Low Low Low Low Medium Medium

Netherlands  Low Low Low Low Medium Medium

Austria  Low Low Low Low Medium Medium

Poland  Low Low Low Low Low (Medium) Low (Medium)

Portugal  Low High Medium (High) High Low Medium

Romania  Low High (Medium) High (Medium) High (Medium) High (Medium) High (Medium)

Slovenia  Low Low (Medium) Low (Medium) Low Medium Medium

Slovakia  Low Low Low Low Medium Medium

Finland  Low Medium (Low) Medium (Low) Medium (Low) Medium Medium

Sweden  Low Low Low Low Low Low

United Kingdom Low High Medium High Medium High

Source: EC (2020).

heat map included in the European Commis-

sion’s 2019 Debt Sustainability Monitor.

Importantly, the results of the sustainabil-

ity analysis feed into the country-specific fis-

cal policy recommendations prepared by the 

EC each year in the context of the so-called 

European Semester (namely, the analysis of 

member states’ budget plans for the follow-

ing years). In particular, the above mentioned 

decomposition of the determinants of pro-
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jected aging cost developments helps the EC 

formulate specific recommendations to each 

member state on actions to contain such costs 

(EC, 2014). These include country-specific 

mixes of parametric reforms of pension sys-

tems (such as increases in statutory retirement 

age, tightening requirements for early retire-

ment, and modifications to the calculation of 

benefit formulas or their indexation), steps to 

reduce excess cost growth of health spending, 

and increases in social security contributions 

or in copayments for health services.

3. The United States

The United States has a two-pillar pension 

system—a public one, the Social Security 

system, and a private one that includes occu-

pational and individual retirement accounts, 

mostly of a defined-contribution nature, 

funded by voluntary contributions that enjoy 

preferential tax treatment.

The Social Security system was estab-

lished in 1935. It includes a major program, 

the Old-Age and Survivors Insurance Trust 

Fund, and a smaller one, the Disability Insur-

ance Trust Fund. Both are financed mainly 

through payroll taxes, which are currently 

levied at the rate of 12.4 percent (evenly 

split between employers and employees) on 

wages below a ceiling, and of 12.9 percent on 

net earnings of the self-employed.7 The sys-

tem is a DB one, with benefits funded by the 

Trust Funds on a PAYGO basis. Benefits are 

also calculated on wages under the ceiling 

and are adjusted annually in line with a cost-

of-living index.

Social Security expenditures are esti-

mated to have amounted to nearly 5 percent 

of GDP in 2019, having risen by about 0.8 per-

cent of GDP over the last three decades. Pop-

ulation aging has been largely responsible 

for this increase, only partly offset by a 1983 

reform that gradually raised the statutory 

retirement age (to 67 years by 2025). Con-

tribution rates were also increased progres-

sively to the current rates mentioned above.

In its latest (pre-COVID-19) Long-Term 

Budget Outlook (CBO, 2019), the Congres-

sional Budget Office (CBO) projects Social 

Security spending on unchanged legislation 

to rise further in the coming decades, to 6.4 

percent of GDP by mid-century. The CBO 

also estimates the growth of Social Security 

taxes to be lower than that of benefits. The 

resulting deficits would lead to an exhaustion 

of the combined balances of the OASI and DI 

Trust Funds by 2032.

Further aging of the population contin-

ues to explain such developments, through 

both a direct impact, that is, the increase in 

the number of beneficiaries, and an indirect 

dampening effect on GDP growth. It should 

be noted that the projections reflect relatively 

optimistic assumptions of a rise in both fertil-

ity rates and net immigration over the com-

ing decades. Both are, however, more than 

offset by a projected significant increase in 

life expectancy.8 Under these assumptions, 

the dependency ratio would rise from 16 per-

cent in 2019 to 22 percent by 2049.

The United States is an outlier among 

OECD countries with respect to total health 

7  Payroll taxes currently account for 96 percent of 
Social Security revenues. The remaining 4 percent 
comes from individual income taxes paid on Social 
Security benefits. 
8  The CBO utilizes a suite of demographic, micro, and 
macroeconomic models for its projections. See CBO 
(2019) for details.



20 Addressing the Fiscal Costs of Population Aging in Latin America and the Caribbean, with Lessons from Advanced Countries

spending. In 2018, it was close to 17 percent 

of GDP, nearly five percentage points higher 

than in the next highest country (Switzerland) 

and more than double the OECD average. It 

has risen by nearly three percentage points of 

GDP since the beginning of the 2000s. How-

ever, the United States lags behind some other 

advanced countries in indicators of population 

health (OECD, 2019a), pointing to significant 

inefficiencies in the provision of health care.

About half of all U.S. health spend-

ing is privately funded. The public compo-

nent includes outlays on health programs 

for retirees (Medicare), the poor (Medic-

aid), children from low-income households 

(the Children’s Health Insurance Program, or 

CHIP), and in recent years subsidies for pri-

vate health insurance purchased through the 

marketplaces established under the Afford-

able Care Act (ACA). Even after the enact-

ment of the ACA, a significant portion of the 

population does not have health insurance 

coverage. Federal expenditures on health are 

estimated to have amounted to 5.2 percent 

of GDP in 2019, compared with 2.1 percent in 

1989. They are funded in part by payroll taxes 

(levied at a combined rate of 2.9 percent).

The growth in health spending in recent 

decades has been driven not only by pop-

ulation aging, but also more importantly 

by demand and supply factors, especially 

advances in costly treatments, subsumed 

under the excess cost growth heading. A 

number of reforms, mainly changes in reim-

bursement norms for services by private pro-

viders, proved inadequate to stem the overall 

growth of health spending.9

Based on the same demographic and 

macroeconomic assumptions as under the 

pension baseline scenario and on an extrapo-

lation of the historical trend of the excess cost 

growth, the CBO’s 2019 Budget Outlook proj-

ects public health expenditures to continue to 

rise rapidly over the next 30 years, reaching 9 

percent of GDP by 2050. From 2020 through 

2050, the average rate of excess cost growth 

in CBO’s projections is 1.2  percent for Medi-

care and 1.5 percent for Medicaid. Excess cost 

growth accounts for about two-thirds of the 

increase in spending, measured as a share 

of GDP, for the major health care programs 

between 2019 and 2050. This highlights the 

urgency of further measures to contain the 

growth of health care costs (including for 

drugs) and to moderate the demand for pub-

lic health services in the United States, includ-

ing through higher co-payments (preferably 

means-tested) by the recipient of the services.

Overall, the 2019 CBO projections sug-

gest that the share of aging-related spend-

ing in total federal non-interest spending will 

rise further in the absence of adequate cor-

rective actions over the next three decades, 

from the current 53 percent to 68 percent by 

2050. This will substantially erode the fiscal 

space for other priorities, including spending 

on education, infrastructure, and R&D, con-

tributing to an escalation of the federal debt 

to 130 percent of GDP by 2040 and to 180 

percent of GDP by mid-century (presumably 

significantly higher post-COVID-19). The pic-

ture would be even more worrisome under 

less favorable assumptions about demo-

graphic and macroeconomic developments.10 

Unfortunately, however, and despite signifi-

cant academic debate on reform options to 

9  See Tyson and Karpowicz (2012) for details.
10  More details about the CBO’s projections can be 
found in CBO (2019; 2020).
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correct such trends, there appears to be no 

political appetite for action.

The CBO methodology also uses a syn-

thetic measure of fiscal sustainability. How 

much would policies have to change to avoid 

unsustainable increases in government debt? 

A useful answer comes from looking at the 

so-called fiscal gap. The gap represents the 

extent to which the government would need 

to immediately and permanently raise tax rev-

enues, cut spending, or undertake some mix of 

both to make the government debt the same 

size (relative to the size of the economy) at the 

end of a given period as prevailed at the begin-

ning of the period. If lawmakers wanted debt 

in 2049 to match its 2019 level of 78 percent 

of GDP, they could cut non-interest spend-

ing or raise revenues (or do both) in each year 

beginning in 2020 by amounts totaling 1.8 per-

cent of GDP. The GAO (2020) estimated that, 

to close the fiscal gap, policymakers would 

need to reduce program spending, increase 

revenue, or, more likely, do both. To illustrate 

this point, the GAO estimates that an immedi-

ate 17.3 percent cut in spending, or a 21.2 per-

cent immediate increase in revenues would be 

required to maintain the debt held by the pub-

lic as a share of GDP at the end of the 75-year 

projection period at its fiscal year 2019 level of 

79 percent, under a baseline extended simula-

tion (i.e., assuming that current laws continue 

into the future, including that some current tax 

provisions expire as scheduled).

4. Japan

Japan is a world leader in population 

aging, reflecting a low fertility rate, signifi-

cant increases in life expectancy (the high-

est among advanced countries), and limited 

immigration. The dependency ratio is already 

close to 40 percent and is projected to rise 

further to 57 percent in 2030. The aging of 

the population will undoubtedly make it 

harder to achieve needed fiscal consolidation 

in the medium term without timely corrective 

actions, especially in the health spending area.

The pension system is a defined-bene-

fits PAYGO, with a universal flat-rate compo-

nent and an occupation-related one, which 

pays benefits linked to wages. The univer-

sal component is 50 percent subsidized by 

the national budget, with the rest cross-sub-

sidized by contributions (at a rate of over 

18 percent of earnings) to the occupation-

related component. The eligibility age for 

the basic pension is 65 years for both men 

and women. The age for the earnings-related 

component is scheduled to rise gradually to 

that level over the next decade. The average 

replacement rate is a relatively low 50 per-

cent, but it is higher for lower-income groups, 

given the flat nature of the basic pension. 

Public expenditures on pensions (old age, 

survivors, and disability) exceed 12 percent 

of GDP, well above the OECD average of 

around 8 percent of GDP.

In 2004, Japan adopted an automatic 

mechanism to adjust pension benefits over 

time, with a view to stabilizing pension spend-

ing relative to GDP. The mechanism is based 

on changes in both the number of contribu-

tors and life expectancy. The sustainability 

factor is the sum of two components: a life-

expectancy index (currently –0.3%) and the 

average change in the number of contribu-

tors over the past three years (0.1% in 2019). 

However, this adjustment mechanism is not 

applied at times of negative inflation. Hence, 

a catch-up system was introduced in 2018, 
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which carries over downward benefit revisions 

in years of negative inflation to later years. In 

2019, as both price and wage increased, the 

macroeconomic indexation was applied, and 

in addition the unrealized benefit reduction in 

the previous year was reflected through the 

carryover mechanism (OECD, 2019b).

Given the already relatively low aver-

age replacement rate, it may be preferable 

to focus further reform efforts on increasing 

the pensionable age and eliminating (possi-

bly for upper incomes only) the exemption of 

pensions from the personal income tax.

Health spending is another major source 

of current and prospective fiscal pressures in 

Japan. Public health expenditures amounted 

to about 9 percent of GDP in 2018. They rose 

at a rapid (nearly 3 percent average annual) 

rate in real per capita terms in the first decade 

of the 2000s, before decelerating to a 2 per-

cent rate in the more recent years. The fast-

est growing component was expenditure on 

long-term care, which rose at an annual aver-

age rate of 4.6 percent in real terms between 

2005 and 2015 (OECD, 2017).

Japan fares relatively well in the OECD 

context with respect to health outcome indi-

cators, but it still suffers from various alloca-

tive and technical inefficiencies in the delivery 

of health care, notably limited primary care 

facilities and an excessive number of hospital 

beds and related high use of inpatient care. 

The funding of the health care system is frag-

mented and complicated, and the national 

budget has been involved in frequent gap-

filling of deficits of the components (mainly 

LTC) funded by municipalities, with related 

moral hazard. Addressing these weaknesses 

is likely to be key to moderating the fiscal 

cost of aging over the medium to long term.

5. Australia

Australia has a classic three-pillar pen-

sion system, which includes a public com-

ponent, the Age Pension, which provides a 

budget-financed, means-tested basic pen-

sion; a private, mostly DC-type, component 

(the occupational superannuation) funded 

by compulsory employer contributions (cur-

rently levied at the rate of 9.5 percent, but 

scheduled to increase to 12 percent by mid-

2025); and a third (also DC) component 

funded by voluntary individual, and in some 

cases employer, contributions that enjoy tax 

preferences.

The public component consists of a flat 

rate benefit, which tapers off gradually with 

the levels of income and assets of the recip-

ient and is indexed to the larger of changes 

in consumer prices or average weekly earn-

ings of male workers. Its amount is typically 

below the minimum threshold for the individ-

ual income tax. The pensionable age is cur-

rently over 65 years, and it is scheduled to 

increase to 67 years by 2024. There is no pro-

vision for early retirement under the system.

Superannuation funds have grown rap-

idly in recent decades, contributing impor-

tantly to the development of the Australian 

capital market. They are now equivalent to 

over 120 percent of GDP. Their rise reflects 

a robust growth of wages, a progressive 

increase in compulsory contributions, and 

the significant tax incentives provided.11 The 

budgetary cost of the tax preferences is sig-

nificant but probably overestimated, since it 

11  The tax treatment of pension contributions and ben-
efits is rather complex and has evolved over time. See 
Clare (2014) for details.
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does not consider the reduction in benefits 

under the Age Pension that, under a means-

testing mechanism, result from increased 

superannuation pensions.

Public expenditures on pensions are rel-

atively low compared to those of other coun-

tries (about half of the OECD average in 

relation to GDP). Specifically, those for old 

age and survivors amount to around 3 per-

cent of GDP, and those for disability pensions 

to around 1 percent of GDP. Although they 

will be adversely affected by aging, they will 

remain at manageable levels.

The government is required by law to 

publish, at least every five years, projections 

of age-related public expenditures. The latest 

available report, dating back to 2015 (Austra-

lian Government, 2015) suggests that, based 

on present legislation, total pension expendi-

tures would rise by about half a percentage 

point of GDP by the middle of the century.

The projections assume a stable fertil-

ity rate (1.9), an increase in the dependency 

ratio from the current 22 percent to 37 per-

cent, the continuation of net immigration at 

around current levels, a labor force participa-

tion rate fluctuating narrowly around a sta-

ble trend from 2025 onward, and a growth 

of labor productivity of 1.5 percent a year, in 

line with its historical average. Under these 

assumptions, the growth of GDP would slow 

perceptibly, to an average rate of 2.8 percent 

a year in the next 40 years, compared with 

3.1 percent in prior years. Sensitivity analysis 

in the report suggests that more pessimistic, 

but still realistic, assumptions would worsen 

the projected outcomes but not threaten the 

long-term sustainability of public finances.

This relatively favorable outlook reflects 

not only underlying demographic and eco-

nomic trends, but also the fact that the public 

component of the pension system in Austra-

lia is essentially a safety net, intended to com-

plement the superannuation system12 and to 

prevent anyone not adequately covered by 

that system (e. g. self-employed or individu-

als with large gaps in their contribution his-

tory) from falling into poverty in old age.

Superannuation pensions funded by 

mandatory contributions still provide only 

relatively low replacement rates (around a 

third on average) for high earners. Together 

with tax incentives, this promotes a healthy 

growth of voluntary contributions. The fact 

that balances in superannuation funds are 

likely to continue growing substantially in 

the coming decades implies that replace-

ment rates can be expected to rise over the 

medium to long term.

Aging costs in the health care area rep-

resent a more significant fiscal challenge for 

Australia. Total health spending in the coun-

try is estimated at 9.3 percent of GDP in 2018 

(OECD, 2019a). About 40 percent is funded 

by the national budget and an additional 27 

percent by state and local budgets. Public 

expenditures on LTC for the aged amount to 

around 1 percent of GDP. The federal govern-

ment funds the Medicare and pharmaceu-

tical benefits programs, contributes to the 

funding of state-run hospitals, subsidizes the 

purchase of private health insurance through 

the tax system, and funds medical research.

The 2015 Intergenerational Report proj-

ects federal health expenditure to rise by the 

12  The OECD estimates that the public pension pro-
vides a relatively low (about 50 percent) replacement 
rate for workers earning half the average wage, but 
a zero-replacement rate (due to means testing) for 
those earning the average wage or more.
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equivalent of 1.5 percent of GDP, to 5.7 per-

cent of GDP by the middle of the century, with 

spending per capita increasing by a cumula-

tive 135 percent in real terms between 2015 

and 2055. However, most of the increase 

would be attributable to non-aging factors, 

in particular the abovementioned excess cost 

growth factors operating in other advanced 

countries as well. Addressing these drivers of 

health spending remains a key challenge in 

Australia as in other advanced economies.

6. New Zealand

New Zealand has a well-established record 

of sound macroeconomic and fiscal perfor-

mance, underpinned by strong institutions. 

It has enjoyed several decades of moderate 

and relatively steady GDP growth, low infla-

tion, broad budget equilibrium over eco-

nomic cycles, and low public debt (around 20 

percent of GDP, net of liquid financial assets, 

in 2019).

Like most other advanced countries, 

however, it faces significant long-term aging-

related fiscal challenges. Accordingly, its Fis-

cal Responsibility Act requires the Treasury 

to prepare and publish a quadrennial Long-

term Fiscal Statement, including 40-years 

forward on-current policy projections for the 

main fiscal aggregates, including spending on 

pensions, health and LTC. The latest available 

such statement was published in November 

2016 (New Zealand Treasury, 2016).

With respect to pensions, New Zealand 

is the only OECD country where public pen-

sions are entirely funded from general reve-

nues13 rather than payroll contributions. The 

New Zealand Superannuation (NZS), a DB, 

PAYGO14 system, provides every New Zealand 

resident15 with a flat-rate pension equivalent to 

45 percent of the average wage upon reach-

ing the statutory retirement age of 65. There-

fore, the system is significantly redistributive, 

entailing replacement rates that are inversely 

related to pre-retirement incomes. Pension 

benefits are indexed to the average wage.

In addition, employees are automati-

cally enrolled (with an opt-out provision) in a 

saving-for-retirement scheme (the so-called 

Kiwi Saver, KS) to which they can contrib-

ute between 4 and 8 percent of their earn-

ings. Employers can also contribute to this 

scheme at the same rates. Contributions 

to the scheme are exempted from taxes. 

There are also other occupational retirement 

schemes that predate the creation of the 

KS, but employers are progressively phasing 

them out in favor of the KS.

Expenditures under the NZS were equiv-

alent to 4.8 percent of GDP in 2015. The Long-

term Fiscal Statement projects that, in the 

absence of corrective actions, they would rise 

to 6.3 percent of GDP in 2030, and to nearly 

8 percent of GDP by 2060.16 Possible correc-

13  New Zealand’s tax burden, at around 32 percent of 
GDP, is somewhat lower than the 34 percent of GDP 
OECD average.
14  There is an NZS Fund, but it is relatively small, and 
the government has not been contributing to it in re-
cent years, preferring to use operating surpluses to 
fund public investments and reduce the public debt.
15  To be eligible, an individual must have lived in New 
Zealand for at least 10 years since turning 20, with at 
least 5 years spent in the country after the age of 50.
16  The assumptions underlying the baseline projec-
tions are detailed in Annex II of the Statement. The 
main ones include a fertility rate of 1.9, a slight in-
crease in average life expectancy at birth to 88 years 
for men and 90.7 years for women, an increase in net 
immigration, labor productivity growth of 1.5 percent 
a year, somewhat below the historical average, and a 
continued rise in the labor force. 
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tive actions would include a gradual increase 

in the retirement age and a shift to indexation 

to prices. The latter, however, is unlikely to be 

politically viable, given the strong commit-

ment in New Zealand’s highly equity-oriented 

society to maintain the relative income posi-

tion of the aged. The 2012 Long-term Fiscal 

Statement analyzed the option of instituting 

another DC pillar funded by mandatory con-

tributions (along the Australian model), but 

no action has been taken so far.

Health and LTC spending have also been 

on a rising trend in New Zealand, with the 

public component reaching 8 percent of GDP 

in 2018, broadly in line with the OECD aver-

age. Excess cost growth was responsible for 

most of the increase. The 2016 Long-term 

Fiscal Statement projects these expenditures 

to rise to the equivalent of 9.7 percent of GDP 

by 2060, on the assumption that the histor-

ical trend of excess cost growth would per-

sist during the period. Demographic factors 

would be responsible for about one quarter 

of the increase.

Clearly, timely actions to moderate the 

growth of demand for health services and 

make their delivery more efficient will be 

essential to avoid preempting the fiscal space 

that New Zealand currently enjoys as a result 

of its strong fiscal performance to date. The 

2016 Statement highlights the fact that, in 

the absence of timely measures to curb the 

growth of age-related spending and/or to 

increase the tax burden, the net public debt 

would rise rapidly in future decades, to levels 

that could prove eventually unsustainable. 

However, in contrast to its 2012 version,17 the 

2016 Statement does not discuss in detail 

corrective policy options in this respect.

17  See New Zealand Treasury (2012) and Ter-Minassian 
(2014) for details.
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1. The Institutional Context18

a.  Pension Systems

Pension systems vary widely across the LAC 

region. Most of the countries have a DB sys-

tem, or at least one component of the sys-

tem that is of a DB nature. Bolivia, Chile, the 

Dominican Republic, El Salvador, and Mex-

ico have switched to a DC system for new 

entrants in recent decades but are at differ-

ent points in the transition process for work-

ers who were already in the system when the 

shift occurred. Colombia, Costa Rica, Pan-

ama, Peru, and Uruguay have mixed system. 

Workers must contribute to both pillars in 

Costa Rica, Panama, and Uruguay, but have 

a choice among them in the other countries.

Statutory pensionable ages in LAC are 

generally lower than the OECD average, and 

some countries’ actual retirement ages are 

even lower, since their systems allow early 

retirement under certain conditions (e.g., 

long history of contributions) and with some 

reduction in benefits. However, gross replace-

ment rates tend to be higher than the OECD 

average in DB systems, but lower in DC ones.

Benefits are indexed to inflation in most 

countries. In some, however, they are indexed 

to the average wage, and in a few (Guatemala, 

Panama, and Peru) they are adjusted periodi-

cally at the government’s discretion. Contribu-

tion rates also vary widely, with those in some 

Southern Cone countries being higher than the 

OECD average. Most countries have a num-

ber of special regimes (typically for the armed 

forces, and frequently for members of the leg-

islative and the judiciary, and for the staff of 

state-owned enterprises). These regimes tend 

to be significantly more generous than the 

general one.

The coverage of contributory systems in 

LAC is low. It is estimated that less than 60 per-

cent of active workers in the region contribute 

to a pension system, and only about a third of 

individuals aged 65 and above are entitled to 

a pension from a contributory scheme. Cov-

erage varies across countries but tends to be 

lowest in those with lower per-capita incomes 

(Mexico being an exception in this respect19). 

The low coverage mainly reflects the high 

18  For more details on the characteristics of pensions 
and health systems in the region see Izquierdo, Pessi-
no, and Vuletin, eds. (2018) and Pessino, Panadeiros, 
and Susmel (2021).
19  See Levy (2018) for a discussion of the causes and 
implications of the high degree of labor informality in 
Mexico.

3The Fiscal Costs of Aging in 
Latin America and the Caribbean
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degree of informality in the labor markets of 

the region, and the fact that workers move fre-

quently between formal and informal jobs dur-

ing different phases of the economic cycle, 

thereby not attaining the number of contrib-

utory years needed to qualify for a pension 

(Izquierdo, Pessino and Vuletin, 2018; Levy and 

Schady, 2013; Altamirano et al, 2018).

In summary, LAC compares poorly on 

average with advanced economies with 

respect to equity in pension systems. The 

average coverage of its DB systems (less 

than 60 percent) is well below the nearly 

universal coverage of such systems in the 

advanced world. In contrast, replacement 

rates average nearly 70 percent in LAC, com-

pared with around 50 percent in the OECD 

area. Thus, LAC countries treat the smaller 

portion of their population that manages to 

qualify for a public pension relatively gener-

ously, even compared to advanced countries.

The low coverage of contributory pen-

sions has necessitated the introduction in most 

countries (the exceptions being the Dominican 

Republic, Honduras, and Nicaragua) of non-

contributory pensions, in amounts generally 

less than the minimum contributory one, fre-

quently means-tested, and obtainable at ages 

ranging between 54 and 70, depending on the 

country and the recipient’s gender. These pen-

sions are funded from general revenues. Their 

fiscal cost in 2015 ranged between less than 

0.2 percent of GDP (in the Bahamas, Colom-

bia, El Salvador, Guatemala, and Peru) and 3.8 

percent of GDP in Argentina (when including 

the pension moratorium as a noncontributory 

system) (Lustig and Pessino, 2014).

In addition to financing DB and noncon-

tributory pensions, governments in LAC added 

a fiscal burden with newly instituted guar-

anteed minimum pensions in the DC system. 

With the low interest rates and returns, most 

of these guarantees are starting to be trig-

gered, converting part of what were designed 

to be private liabilities into contingent liabili-

ties for governments (Cont and Pessino, 2021).

Total public expenditures on pensions 

(including those under DB systems, mini-

mum pension guarantees under DC systems, 

and noncontributory pensions) averaged 

around 4.5 percent of GDP in 18 main LAC 

countries in 2015, ranging between 0.6 per-

cent in the Dominican Republic and 12.6 per-

cent in Brazil (Figure 7). Figure 8 shows their 

evolution in selected countries in the period 

2005–2015, indicating that they rose fastest 

in Argentina, Brazil, and Costa Rica, while 

declining or remaining relatively stable in the 

countries that had shifted to DC regimes.

The significant differences in spending 

on defined benefits contributory pensions 

among LAC countries reflect differences in 

both demographic characteristics and the 

key features of their pension systems. The 

countries that spend less tend to also have 

lower than average old-age dependency 

ratios, while those that spend more (Argen-

tina and Uruguay) tend to have older popula-

tions. These countries (as well as Brazil) also 

have pension systems with higher coverage 

ratios than the average. In contrast, Hondu-

ras, Paraguay, and Guatemala have especially 

low coverage ratios (16 percent, 18 percent, 

and 26 percent, respectively). But some of 

them have extremely high replacement rates 

(Honduras,112 percent; Paraguay, 97 percent; 

and Ecuador, 92 percent).

The differences in the levels and evo-

lution of public expenditures on pensions 

across LAC countries reflect the demo-
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FiGURE 7.  PUBLiC ExPENDiTURES ON PENSiONS iN SELECTED LATiN AMERiCAN AND CARiBBEAN 
COUNTRiES, 2015, AS A PERCENT OF GDP
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FiGURE 8.  EvOLUTiON OF PUBLiC ExPENDiTURES ON PENSiONS iN SELECTED LATiN AMERiCAN 
AND CARiBBEAN COUNTRiES, 2005–2015, AS A PERCENT OF GDP

0%
2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

2%

4%

6%

8%

10%

12%

14%

Peru UruguayParaguayMexicoHonduras
Colombia Costa RicaChileBrazilBolivia

El Salvador
Argentina

Source: Pessino, Panadeiros, and Susmel (2021).



30 Addressing the Fiscal Costs of Population Aging in Latin America and the Caribbean, with Lessons from Advanced Countries

graphic profile, the specific features of the 

pension system, and labor market conditions 

in each country. The main drivers of pension 

spending are the dependency ratio, the pen-

sion system’s coverage, the replacement rate, 

the inverse of employment, and the share of 

labor in GDP (Clements et al., 2014). Pessino, 

Panadeiros, and Susmel (2021)’s estimates of 

these drivers in 2015 suggest that, in countries 

with relatively high ratios of pension spend-

ing to GDP, high old-age dependency ratios 

and the pension system’s coverage are the 

main determinants of spending. In contrast, 

in countries with lower pension expenditure 

ratios, spending is driven by high replace-

ment rates for the (relatively small number 

of) formal workers that qualify for coverage.

b.  Health Care Systems

Health care systems in LAC are also quite 

diverse. The public sector plays a comparatively 

large role in total health provision in Argen-

tina, Costa Rica, and Uruguay (Panadeiros and 

Pessino, 2018; Pessino, Panadeiros, and Susmel, 

2021). Private health plans are relatively more 

important in Brazil and Chile, while out-of-

pocket expenditures cover half or more of total 

health spending in Guatemala and Paraguay.

The coverage of contributory health 

care systems also suffers from the preva-

lence of informality, but all countries have 

implemented budget-subsidized programs 

(administered by the Social Security institu-

tions or by the Ministry of Health) to provide 

basic health care to that part of the popu-

lation not covered by contributory systems. 

The access to, and quality of, public health 

care remains, nevertheless, quite uneven 

in the region, with the poorer countries in 

Central America, Bolivia, and Paraguay well 

below the region’s average.

Public and Social Security health care 

spending in LAC averaged 4.3 percent of 

GDP in 2015, lower than in advanced coun-

tries and in emerging Europe, but higher 

than the average for emerging countries. It 

showed a wide variance across the region, 

ranging from a low of 1.9 percent of GDP in 

Guatemala to a high of 7.1 percent in Argen-

tina (Pessino, Panadeiros, and Susmel, 2021). 

Health outcome indicators are not strongly 

correlated with spending levels in most coun-

tries of the region, suggesting that there is 

significant scope to improve the targeting 

and efficiency of health spending in those 

countries (IMF, 2018; Izquierdo, Pessino, and 

Vuletin, 2018). Public spending on health has 

risen by an estimated 1 percentage point of 

GDP between 2000 and 2015 (Figure 9).

A decomposition of the increase into 

demographic and non-demographic factors 

suggests that the latter have played a pre-

ponderant role, accounting on average for 

more than two-thirds of the total. In some 

countries (notably Brazil, Chile, and Costa 

Rica), changes in the demographic struc-

ture of the population have been responsible 

for more than 40 percent of the total (Pana-

deiros and Pessino, 2018).

2.  Demographic Trends and 
Prospects

The demographic dividend is closing rap-

idly for most LAC countries.20 The demo-

20  See Pessino, Panadeiros, and Susmel (2021) for de-
tails on the demographic projections summarized in 
this section.
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graphic dividend is closing rapidly for most 

LAC countries. A country can be said to 

experience a demographic dividend when 

the share of its population under 15 years of 

age is less than 30 percent and the share of 

those aged 65 and above is less than 15 per-

cent. These conditions maximize the share of 

the working-age population. The region has 

experienced a steady fall in fertility rates in 

recent decades. The number of births per 

1,000 inhabitants has declined from around 

43 in the early 1950s to around 16 in the 

second half of the current decade. Mortal-

ity rates have also fallen in recent decades. 

The average life expectancy at birth in LAC 

has risen from around 51 years in 1950 (com-

pared with 64 years in advanced coun-

tries) to 75 years, a level much closer to the 

advanced economies’ average (78 years) in 

2020. This reflects the growth of per-cap-

ita incomes and improvements in health care 

over the period.

These combined trends have led to sig-

nificant changes in the demographic pro-

files of LAC countries, specifically a fall in the 

share of the population under 15 years of age 

and an increase in the share of people 65 and 

over. There remain, nevertheless important 

differences in country-by-country demo-

graphic profiles. The countries with high-

est old-age dependency ratios in 2015 were 

Argentina, Chile, and Uruguay. Those with 

the lowest ones were Guatemala, Honduras, 

and Nicaragua.

Population aging in LAC is expected to 

accelerate in the coming decades. Under the 

UN’s medium-fertility scenario, the fertility 

rate for the region as a whole is projected 

to continue to decline, albeit at decelerat-

ing rates, throughout the current century. 

Life expectancy at birth is projected to con-

tinue to rise over the same period, to 87 years 

by 2100. As a result, the LAC region’s aver-

age old-age dependency ratio is projected 

FiGURE 9.  EvOLUTiON OF AvERAGE PUBLiC AND PRivATE HEALTH SPENDiNG iN 
18 LATiN AMERiCAN AND CARiBBEAN COUNTRiES, AS A PERCENT OF GDP
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to exceed the advanced countries’ average 

by the end of the century, and the period in 

which this aging will occur is expected to be 

much shorter. These projections are subject, 

of course, to uncertainty, but their trend is 

quite robust, as evidenced by alternative sce-

narios under the low- and high-fertility vari-

ants of the UN projections.

Country-by-country demographic pro-

jections suggest that population aging will 

progress at different speeds within LAC, 

reflecting differences in initial conditions and 

in the evolution of both birth and death rates. 

As a result, the demographic dividend will 

dissipate over different time horizons in dif-

ferent countries of the region. Specifically, 

Uruguay has already exhausted it; Chile, 

Costa Rica, and The Bahamas are projected 

do so within the next 10 years; Brazil and 

Colombia within 15 years; Argentina within 

20 years; and Bolivia, Honduras, Paraguay, 

and Guatemala after 30 years.

3.  Fiscal Implications of 
Population Aging in Latin 
America and the Caribbean

As discussed in previous sections, projec-

tions of the impact of population aging on 

public pension and health expenditures 

reflect both the methodology and the demo-

graphic and other assumptions used in the 

projections. Cross-country projections are 

generally based on models that, to remain 

manageable, require a number of simplify-

ing assumptions and therefore cannot take 

fully into account the specificities of different 

country pension and health systems.

Country-specific analyses are therefore 

preferable when the purpose of the anal-

ysis is to quantify the impact as accurately 

as possible, to conduct a range of sensitivity 

tests, and especially to simulate the effects 

of alternative reform options. On the other 

hand, cross-country studies utilizing a com-

mon methodology are best for compara-

tive analyses. The results of the projections 

of pension and health spending prepared by 

the IDB staff for 18 LAC countries are dis-

cussed below. These projections and their 

underlying methodologies are discussed in 

detail in Pessino et al. (2021).

In summary, the study projects sepa-

rately public pension expenditures for DB 

systems, noncontributory pensions, and min-

imum pensions for DC and mixed systems. 

The projections for expenditures under DB 

systems and noncontributory pensions are 

based on the formula that decomposes 

them into the dependency ratio, the cover-

age ratio, the replacement rate, the inverse 

of the employment rate, and the share of 

wages in GDP. This allows simulation of a 

purely demographic scenario and of alterna-

tive scenarios assuming changes in the other 

determinants of pension spending. Pro-

jections for minimum pensions for DC and 

mixed system pensions utilize household 

surveys to estimate the probability of indi-

viduals in different age cohorts not meeting 

the requirements for a minimum contribu-

tory pension.

The health projections include various 

scenarios. Some are purely demographic, 

assuming that per-capita health costs of dif-

ferent age cohorts in terms of GDP per capita 

remain constant. These scenarios incorpo-

rate different assumptions about the portion 

of the additional years of life expectancy that 

is lived in good health. Other scenarios incor-
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porate different assumptions (common for all 

the countries) about excess cost growth.

The two studies found that population 

aging alone (under a medium fertility hypoth-

esis) would add on average nearly 6.5 per-

centage points of GDP to pension spending 

between 2015 and 2065 (from 4.5 percent to 

10.9 percent of GDP). The increase would be 

largest in Argentina, Brazil, Costa Rica, and 

Nicaragua. Pension spending as a percent of 

GDP at the end of the period would be high-

est in Argentina, Brazil, Costa Rica, and Uru-

guay. The Bahamas, Colombia, Ecuador, and 

Paraguay would also experience substantial 

increases. The increases would be relatively 

small in the other Central American coun-

tries, the Dominican Republic, Chile, and 

Peru (Figure 10).

With respect to spending on health care, 

population aging alone would add 1.5 per-

cent of GDP to it on average in the main LAC 

countries between 2015 and 2065.21 However, 

the drivers of excess cost growth could fur-

ther boost such spending by the end of the 

period to levels difficult to sustain (Figure 11). 

The increases would be especially large in 

Chile, Colombia, Costa Rica, and Nicaragua. 

The increases would be driven less by expan-

sion in coverage, which is now nearly univer-

sal in the region, than by improvements in 

access to and the quality of health care. This 

highlights the urgent need for reforms of the 

FiGURE 10.  PROJECTED RATiOS OF PUBLiC PENSiON ExPENDiTURES TO GDP iN SELECTED LATiN 
AMERiCAN AND CARiBBEAN COUNTRiES, 2065
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21  Due to data limitations, the projections of health 
spending do not include public expenditures on long-
term care.
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health systems in LAC that could ensure that 

such needed improvements remain compati-

ble with long-term fiscal sustainability.

The study also projects contributions to 

public pension and health systems in LAC. It 

shows that, under the assumption of a con-

stant share of wages in GDP, the develop-

ment of the ratio of contributions to GDP 

depends only on the contribution rates and 

the degree of labor informality, not on aging.

Putting together the projections sum-

marized above allows a projected total fiscal 

aging gap to be calculated. This is defined 

as the net present value of the cumulative 

change in pension, health, LTC, and educa-

tion spending net of contributions, relative to 

GDP, in the sample LAC countries over dif-

ferent time horizons. It is indicative of the fis-

cal upfront effort, in terms of reductions in 

aging and non-aging-related spending and/

or increases in contributions needed to sta-

bilize the public debt owing to aging during 

the reference period.

Figure 12 shows the projected aging fis-

cal gaps for the 18 LAC countries over differ-

ent periods, using a common discount rate of 

3.5 percent. It suggests that the fiscal adjust-

ment needs for the 2015–2065 projection are 

largest (over 5 percent of GDP) in The Baha-

mas, Brazil, Colombia, Costa Rica, and Nica-

ragua and smallest (under 2 percent of GDP) 

in Bolivia, the other Central American coun-

tries, the Dominican Republic, and Peru. The 

2015–2100 measure is close in definition to 

the aging component of the EU fiscal sus-

tainability long-term gap S2.

FiGURE 11.  PROJECTED RATiOS OF PUBLiC HEALTH ExPENDiTURES TO GDP iN SELECTED 
LATiN AMERiCAN AND CARiBBEAN COUNTRiES, 2065
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The fiscal aging gap in LAC (6.9 per-

cent for 2015–2100) is four times higher than 

in the EU (1.7 percent with infinite horizon) 

(EC, 2019). The shorter-term fiscal aging 

gap (until 2050) in LAC (2.3 percent for 

2015–2050) is 28 percent, higher than in the 

United States (1.8 percent for 2019–2050) 

(CBO, 2019).

FiGURE 12.  FiSCAL AGiNG GAPS iN SELECTED LATiN AMERiCAN AND CARiBBEAN COUNTRiES AS 
A PERCENT OF GDP, 2015–2050, 2050–2065, AND 2065–2100.
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1.  Strengthening Fiscal 
Institutions to Promote a 
Timely Policy Response

a.  Assessing the Costs and their 
impact on Fiscal Sustainability

Reliable assessments of, and transparency 

about, the prospective fiscal costs of aging are 

necessary, albeit not sufficient, conditions to 

promote timely and appropriate policy mea-

sures to contain such costs. Unfortunately, as 

evidenced by the discussion in previous sec-

tions, only some advanced countries (mainly 

European and Anglo-Saxon ones) systemati-

cally prepare and adequately publicize long-

term projections of the impact of aging on 

public expenditures on pensions and health, 

and ultimately on fiscal sustainability.

Comparative studies of such costs by 

international institutions fill this gap only par-

tially, because (except for the EC) they tend 

to be one-off exercises and are based on 

common methodologies which cannot fully 

incorporate the institutional specificities of 

pension and health systems of different coun-

tries. Moreover, these projections are not 

necessarily “owned” by national authorities, 

given adequate prominence in the national 

policy debate, even less incorporated in the 

annual budget processes, which tend to focus 

on at most two to three years hence.

Against this backdrop, it would be highly 

desirable for national fiscal responsibility leg-

islations (or in their absence, organic budget 

laws) to require the periodic preparation and 

disclosure by governments of long-term pro-

jections of the fiscal cost of aging. Obviously, 

different countries in LAC are likely to have 

different capacities to prepare such projec-

tions, and the requirements would need to 

be appropriately modulated accordingly.

Specifically:

 • The first step could be the preparation 

of aggregate baseline long-term (30 to 

50 years forward) projections of pen-

sion and health expenditures, based on 

methodologies of the types used in this 

study and in the other studies discussed 

in previous sections, with the relevant 

parameters (dependency, coverage, 

and employment ratios, and replace-

ment rates for pensions; demographic 

and other cost drivers for health) set at 

values that best reflect the institutional 

Options for institutional and Policy 
Reforms to Address the Fiscal Costs 
of Aging in Latin American and 
Caribbean Countries 4
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context and the relevant economic data 

for each country.

 • The pension projections should cover 

not only public expenditures under DB 

systems, but also those on account of 

minimum pension guarantees under 

DC systems, and those under noncon-

tributory systems. This would require 

assumptions about the development of 

labor market informality and of average 

returns on investments for DC pension 

funds. They should also include subna-

tional pension spending, which is espe-

cially high in Argentina and Brazil.

 • These projections should be accompa-

nied by a range of sensitivity analyses of 

the assumptions, to allow for their inher-

ent uncertainty. Over time, such determin-

istic projections could be complemented 

by stochastic ones, to allow probabilistic 

assessments of the projected outcomes.

 • If there are adequate data and capacity, 

aggregate projections could be tested 

against those generated by micro-sim-

ulation models utilizing information 

from household surveys on relevant 

socio-economic characteristics of the 

population (such as age, gender, edu-

cation, employment status, etc.). A fur-

ther refinement could involve the use 

of dynamic general equilibrium models, 

incorporating behavioral reactions to 

the demographic trends. However, cau-

tion should be exercised not to overload 

the analysis, risking reduced transpar-

ency of the results. Actuarial projec-

tions could also be warranted every five 

years since they are rather expensive, or 

updated before if there is a major pen-

sion or health reform planned.

 • The projections should be vetted by 

independent experts, both with respect 

to the method of analysis and the under-

lying assumptions. Fiscal councils, which 

are increasingly being adopted by LAC 

countries, could be used for this pur-

pose, provided that they have ade-

quate resources in the form of in-house 

expertise or for the recruitment of well-

qualified outside experts. International 

institutions with the required technical 

expertise and resources can also pro-

vide support to national authorities in the 

preparation of the long-term projections.

 • The projections should be updated peri-

odically. The frequency of such updates 

would depend on capacity and resources. 

Annual updating is unlikely to be neces-

sary, as demographic trends change rel-

atively slowly, but the interval between 

updates should preferably not exceed 

three years, especially in relatively vola-

tile economies like those in LAC, where 

GDP and employment can change signif-

icantly over a few years.

To assess the prospective impact of aging 

on long-term fiscal sustainability, the spend-

ing projections would need to be comple-

mented by projections of pension and health 

contributions and of the resulting deficits of 

the pension and health systems. These projec-

tions should be incorporated into long-term 

public DSAs, as is currently done by the EC.

There is by now a well-developed tech-

nology to conduct DSAs in different types of 

countries (those with market access and low-

income ones), including a range of sensitiv-

ity analyses, stress tests, and stochastic fan 

charts (Borensztein et al., 2013; IMF, 2013a; 
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2013b; 2017; 2021). Sustainability is gener-

ally assessed with respect to the dynamics 

of gross public debt,22 that is, whether or not 

it converges to a stationary level. However, 

the assessment should also include the spec-

ification of threshold levels of the debt and 

gross financing requirements beyond which 

solvency or liquidity risks can be regarded 

as too high in the country’s circumstances. 

These long-term DSAs would in a first approx-

imation only focus on the prospective impact 

of aging on the public debt, in the absence of 

corrective actions, and assuming constancy 

of other revenues and non-interest expendi-

tures relative to GDP.

As mentioned in previous sections, the lit-

erature has also proposed a number of sum-

mary indicators of the impact of aging costs 

on public finances. These include the above-

mentioned S1 and S2 indicators developed 

by the EC to estimate the fiscal adjustment 

needed to reduce the public debt to a given 

ratio to GDP (60 percent for EU countries) by 

a given year, or to stabilize it over the indef-

inite horizon, respectively. The S1 indicator is 

sensitive to the choice of the debt limit and the 

time horizon of the adjustment. The S2 indica-

tor may underestimate the magnitude of the 

fiscal adjustment needed if the stabilization of 

the debt occurs at a higher than prudent level.

The aging components of the S1 and 

S2 indicators are similar to the fiscal aging 

gap indicators for LAC countries discussed 

in the previous section. Another indicator 

that can be used to highlight the magnitude 

of the long-term fiscal costs of aging is the 

net present value (NPV) of projected defi-

cits of the contributory pension, health sys-

tems, LTC, and education over the projection 

period, relative to the base-year GDP. Other 

indicators can measure the increase in con-

tributions (or the reductions in expenditures) 

needed to equilibrate the contributory pen-

sion and health systems by a target date, or 

the increase in taxes and/or the reduction in 

non-aging-related spending needed to offset 

the projected pension and health deficits.

b.  Promoting a Timely Policy 
Response

As important as a careful assessment of aging 

costs is its transparent dissemination to the 

public. A clear explanation to the public of the 

unsustainability and intergenerational ineq-

uity of current pension and health systems in 

rapidly aging societies is essential to promote 

social consensus for corrective measures that 

require sacrifices, in terms of higher tax/con-

tributions burdens and/or reduced benefits, 

from one generation for the benefit of another.

For this purpose, it is important that the 

long-term projections discussed above be 

credible (a characteristic that requires both 

analytical rigor and independent vetting) but 

also that they be communicated to the public 

at large in a clear, user-friendly, and socially 

sensitive manner, focusing not only on fis-

cal sustainability, but also on equity.23 The 

message that waiting to address the costs of 

22  DSAs focus on the gross debt of the national gov-
ernment, the general government, or the overall pub-
lic sector, depending on the fiscal framework, and 
data availability, for the country in question. Data 
permitting, a broader coverage is to be preferred, es-
pecially since disequilibria in the pension systems of 
subnational governments and/or SOEs are significant 
and growing in many countries.
23  The recent pension reform in Brazil, discussed fur-
ther in section IV.3 below, offers a good example in 
this respect.
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aging makes the eventual inevitable adjust-

ment much more costly needs to be strongly 

emphasized to the population.

In addition to transparency, there are 

features of the institutional fiscal framework 

that can be useful in promoting a timely pol-

icy response to the fiscal challenges of aging. 

The following are potential roles of numerical 

fiscal rules, fiscal responsibility legislation, 

and independent fiscal councils.

The inclusion in a country’s fiscal frame-

work of a public debt limit can be especially 

useful. A DSA along the lines discussed in the 

previous section can highlight the risk of the 

debt limit (or preferably a lower prudential 

trigger) being exceeded at some point dur-

ing the projection period as a result of the 

aging costs. The legislation underlying the 

debt rule (or a more general fiscal respon-

sibility law adopted by the country) should 

stipulate that in such circumstances, the gov-

ernment should be required to present to 

Parliament a program of corrective actions 

adequate to ensure the respect of the debt 

rule. The adequacy should be assessed on 

the basis of the long-term projections, incor-

porating the effects of the proposed actions.

A number of LAC countries have also 

included in their fiscal framework rules set-

ting limits on total or primary public expendi-

tures as a ratio of actual or potential GDP or 

constraining the real rate of growth of those 

expenditures. The long-term projections of 

aging-related spending discussed above can 

also be used to highlight the risks of prospec-

tive breaches of such rules, triggering cor-

rective actions envisaged in the legislation 

underlying the rules.

A variant of this approach could be 

a rule constraining the growth of aging-

related spending, which would require the 

government to introduce adequate correc-

tive reforms of the pension and health sys-

tems whenever projections of such spending 

pointed to a likely non-observance of the rule 

over the medium to long term. Further vari-

ants of this approach would be the inclusion 

in pension systems of automatic adjustment 

mechanisms like the pension sustainability 

factors adopted by countries such as Finland, 

Germany, Japan, the Netherlands, and Swe-

den, and the adoption of ceilings on health 

spending, as in Austria, Belgium, and Italy.

However, expenditure-based rules con-

centrate the burden of adjustment entirely 

on the spending side, while in countries with 

low contribution or tax burdens, there may 

be scope for a more balanced menu of cor-

rective policies (e.g., including measures to 

broaden the revenue base or to better exploit 

less distortive tax handles).

While the level and composition of cor-

rective policy packages are political choices 

to be left to elected officials in the executive 

and legislative branches, independent fis-

cal councils can play a useful role in analyz-

ing the proposed measures in terms of their 

economic and distributional impact and their 

adequacy to comply with the existing fiscal 

rules. These councils need unfettered access 

to official and other data to carry out these 

analyses, in addition to adequate technical 

capacity, to make their role effective.

2.  A Brief Overview of Policy 
Reform Options

Latin American and Caribbean countries vary 

widely in terms of their demographic struc-

tures and prospective development over the 
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longer term, the characteristics of their pen-

sion and health systems and labor markets, 

and their socio-political contexts. There-

fore, policy strategies to mitigate the costs 

of aging need to be tailored to each coun-

try’s circumstances. There is no one-size-fits-

all prescription. Eventually, however, all the 

countries will exhaust the window of oppor-

tunity of the demographic dividend and their 

populations will begin rapidly aging. This 

subsection of the paper sets forth a range of 

policy options that policymakers could con-

sider when designing their own corrective 

strategies and discusses some of the trad-

eoffs that they may face in the process.

The main policy options for LAC coun-

tries with a pension system of the DB type (or 

a mixed one, with a significant structural or 

phasing-out-DB pillar) are parametric reforms. 

Since most of them would involve reductions 

in the generosity of their pension benefits, 

these countries could also consider introduc-

ing a complementary DC pillar. In light of the 

experiences in LAC and Eastern Europe of 

reversals of compulsory DC systems, it may 

be more realistic to rely on voluntary contribu-

tion mechanisms supported by tax incentives, 

such as those used in the United States (401k), 

Australia, and New Zealand (Kiwi Saver).

Progressive increases in statutory retire-

ment ages are obvious options, especially for 

countries with retirement ages below 65 for 

men (generally lower for women, and fre-

quently even lower under special regimes). 

The statutory retirement age could also use-

fully be linked to changes in life expectancy, 

as is done in a number of advanced coun-

tries. Consideration should also be given to 

increasing the penalty for early retirement, 

except in cases of proven total disability.

In principle, it would be desirable to con-

sider the significant variations in life expec-

tancy across genders and socioeconomic 

groups.24 However, the feasibility of such an 

approach hinges on the availability of reli-

able data on life expectancy. Most coun-

tries need to improve their databases in this 

area. In LAC countries, where the poor tend 

to have significantly lower than average life 

expectancies, it would be important to com-

plement increases in retirement age with 

improved support for the aged poor.

There is a wide range across LAC coun-

tries in terms of the coverage and the gen-

erosity of their pension systems. In some 

of them (e.g., Ecuador, Nicaragua, and Par-

aguay) gross replacement rates for the rel-

atively low share of the elderly who are 

covered by a formal pension scheme are 

quite high. This raises serious equity issues, 

in addition to boosting fiscal costs. Paramet-

ric reforms of the period and/or the formula 

for calculating pension benefits should be 

considered in those cases.

Reforms of indexation system for pen-

sion benefits could also be considered, spe-

cifically a shift to indexation to prices rather 

than average wages, in the countries that 

have not yet done so. Such a move would 

be justified because pensioners do not con-

tribute to gains in labor productivity. How-

ever, it would worsen their relative position 

in the economy and in household incomes. 

Accordingly, consideration could be given 

to preserving indexation to wages for pen-

24  For instance, Mosquera et al. (2019) found that dif-
ferences in remaining life expectancy at age 50 be-
tween individuals with low and high educational at-
tainment range from 1.6 years in Finland for women to 
11.3 years in Estonia for men.
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sions below a specified threshold, such as the 

national poverty level.

Other measures to moderate pension 

costs could include taxing pension benefits 

in countries that currently exempt them or 

tax them at reduced rates and limiting the 

cumulativeness of pensions. In most coun-

tries, there is scope for significant savings by 

eliminating (at least for new entrants) special 

regimes which tend to be significantly more 

generous than the general one.

Finally, some countries with especially 

low pension contributions (e.g., Ecuador 

and some Central American countries) could 

consider gradually increasing them, albeit at 

some risk of increasing labor informality.25

The recently enacted pension reform in 

Brazil offers an example of significant para-

metric changes in a DB system that was 

becoming unsustainable. The main features 

of the reform and its prospective savings are 

discussed in Box 1.

Other LAC countries that have intro-

duced significant parametric pension reforms 

in recent years include Colombia, Costa Rica, 

and Ecuador. For example, Colombia and 

Costa Rica increased the statutory retirement 

age; Ecuador and Colombia moved to index-

ation to prices; and Costa Rica increased 

contribution rates.

LAC countries with DC pension systems 

also face significant challenges from aging. 

In these countries, the main problems are 

low coverage and inadequacy of pensions, 

which are exacerbated by rising life expec-

tancies and low interest rates that translate 

into relatively low rates of return for pension 

funds. These problems are likely to lead to 

rising fiscal costs in the medium to long term, 

as public guarantees for minimum pensions 

are triggered and social pressures escalate 

to improve them (Cont and Pessino, 2021). 

Reform efforts in such countries should focus 

on increasing the minimum retirement age; 

improving the governance and efficiency of 

pension funds; broadening the base of con-

tributions, including through citizens’ educa-

tion campaigns and some fiscal incentives; 

and raising contribution rates when they are 

particularly low.26

All LAC countries face a substantial and 

urgent challenge in curbing the growth of 

health care costs, while improving access to 

and the quality of care. As recent works in 

this area highlight (e.g., Izquierdo, Pessino 

and Vuletin, 2018), efforts should focus on 

improving both the allocative and the techni-

cal efficiency of public health spending. The 

specific mix of reform options would depend 

on the institutional setup of the country’s 

health system and should be informed by 

25  While not within scope of this research, informality 
influences every aspect of fiscal and economic policy 
in LAC countries. It should be addressed on its own, 
since it hinders policies such as this. Rather than in-
creasing social security taxes that impact informality, 
financing pensions through general taxes might be a 
better option in LAC. Also, informality contaminates 
the social security system since many workers in LAC 
navigate between the informal and formal sector, 
making their total life contribution less than the usual 
mandatory 30 years. This precludes them from ben-
efiting from the contributory pension scheme or a big 
portion of it in most countries.
26  At this point, it is important to highlight that the 
commitment that the Treasury will cover the supple-
ment to achieve at least a minimum pension is un-
doubtedly the result of establishing mandatory con-
tributions to obtain a pension benefit.  This is a con-
tingent liability for the government given the fiscal 
pressures caused by this arrangement. It would be 
advisable to reconsider options for DC systems that 
rely more on tax incentives than mandatory contri-
butions.



43Options for Institutional and Policy Reforms to Address the Fiscal Costs of Aging in Latin American and Caribbean Countries

There has been a long-standing consensus among Brazilian and international experts that 

the pension system in Brazil before the recent reform was both fiscally unsustainable and 

inequitable. The system was quite generous by international standards in terms of retire-

ment age and replacement rates.

The pension system for private sector workers (RGPS) and federal civil servants 

(RPPS) allowed contributors to retire by length of service alone, regardless of age. Work-

ers covered by the RGPS who retired by length of service alone did so on average at less 

than 55 years of age. Moreover, statutory minimum retirement ages for those workers who 

retired by age were also relatively low by international standards, especially for women, 

rural workers, and public sector workers. The average retirement age under the RGPS was 

around 60 years.

Average replacement rates were also above the OECD average, reaching 100 percent 

for many workers. Rural and noncontributory social pensions (Beneficio de Prestação Con-

tinuada, or BPC) were linked to the minimum wage.

As a result, pension expenditures in the RGPS had reached some 8 percent of GDP, 

while those in the federal and subnational RPPS systems exceeded 4 percent of GDP 

(higher than in any OECD country). Despite relatively high contribution rates, the combined 

deficit of the various systems was approaching 4.5 percent of GDP and was projected to 

rise sharply over the medium to long term.a

The system was also flawed from an equity standpoint. It was effective in terms of 

reducing poverty among the aged, but it was highly regressive, as its benefits, including 

those linked to the minimum wage,b accrued disproportionately to upper-income groups.c

Awareness of the severe shortcomings of the pension system has prompted repeated 

reform efforts in recent decades, mostly of a parametric nature. The exception was the 

structural 2003 reform that closed access to the RPPS systems for new civil servants, 

replacing it with a defined-contributions regime (Previdencia Complementar). The reform 

effort was significant and achieved some successes between 1998 and 2003 but did not 

correct the fundamental weaknesses of the system.

In December 2016, the Temer government proposed a more comprehensive paramet-

ric reform, but its approval by Congress was stymied by the political turmoil besetting that 

government. The Bolsonaro government re-introduced the reform with a number of mod-

ifications. It was finally approved with some dilutions in late 2019, and became effective in 

2020, with extensive transition provisionsd.

The main features of the reform can be summarized as follows. With respect to the 

RGPS, the reform eliminates the option of retirement by length of service alone. It raises the 

minimum statutory retirement age for women by two years (to 62 years) and the minimum 

contribution period from 15 to 20 years for men. It modifies the base of calculation of pen-

sion benefits, to encompass the entire contributive history of the pensioner (as opposed to 

BOX 1: THE 2019 PENSION REFORM IN BRAZIL

(continued on next page)
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the 80 percent with highest salaries before) and requires 40 years of contributions before 

reaching a 100 percent replacement rate (subject to an absolute monthly pension ceiling 

of R$5839.45, or nearly six minimum wages). It also reduces the cumulativeness of pension 

and survivor benefits.

Minimum pensions continue to be indexed to the minimum wage, while those above 

the minimum are adjusted annually in line with inflation in the consumer price index. The 

rules for noncontributory and rural pensions remain largely unchanged. The reform modi-

fies the calculation and the progressivity of the employees’ portion of contributions to the 

RGPS (also subject to a ceiling on taxable wages equivalent to that on pensions).

With respect to the regime for federal civil servants (RPPS), the reform also abolishes 

the retirement by length of service option and stipulates minimum statutory retirement 

ages of 65 for men and 62 for women and a minimum contribution period of 25 years, at 

least 10 of which must be in the public sector. It also modifies the base of calculation of pen-

sions along the same lines as for the RGPS, without the ceiling. Employees’ contributions 

are levied on the entire salary, with a progressive rate schedule ranging from 7.5 percent 

for minimum wages to 16.79 percent for monthly salaries in excess of R$39,000 (39 mini-

mum wages).

Members of the armed forces maintain a special regime which allows retirement by 

length of service alone (raised from 30 to 35 years), a 100 percent replacement rate, and a 

lower flat contribution rate (increased from 9.5 percent to 10.5 percent of salary).

The reform does not apply to the extremely generous subnational civil servant pension 

regimes, but Congress is currently considering another proposed constitutional amend-

ment that would require states and municipalities to adopt the provisions of the reformed 

RPPS. Recent studies by the Ministry of Economy and the Independent Fiscal Institution 

highlight the urgency of such an extension, given the severity of current, and especially 

prospective, imbalances in the pension systems of many states and municipalities.e

The government estimates that the reform would yield cumulative budgetary savings 

of nearly R$1 trillion (equivalent to about 13 percent of 2019 GDP) over the next 10 years, 

with a rising but unspecified (year-by-year) time profile. Nearly 60 percent of the savings 

would stem from the changes in the RGPS. Estimates by the Independent Fiscal Institution 

are somewhat lower, but still envisage savings of over 10 percent of GDP during the same 

period.

There is little doubt that, even with the dilutions experienced during its approval pro-

cess, the reform is an important improvement, in terms of both fiscal savings and equity. 

However, available independent projections, such as those by the IDB staff discussed in the 

previous section (Pessino, Panadeiros, and Susmel, 2021), suggest that the reform would 

not be sufficient to ensure compliance with the federal expenditure rule and with long-term 

debt sustainability.

BOX 1: THE 2019 PENSION REFORM IN BRAZIL (continued)

(continued on next page)
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It would be highly desirable that, as recommended in the text above, the Brazilian 

authorities begin to prepare and publish long-term fiscal projections, incorporating the 

year-by-year impact of the pension reform. If these projections still show significant risk 

that the public debt would rise to ultimately unsustainable levels in the absence of further 

reforms, their clear communication to the public could help generate social and political 

consensus for such reforms in the not-too-distant future.

a See IMF (2018); Izquierdo, Pessino, and Vuletin (2018); and Pessino et al. (2021) for more information.
b The World Bank estimated that some 70 percent of the BPC accrued to the upper three quintiles of 
the income distribution. In contrast, only 16 percent of the Bolsa Familia benefits those groups. Izqui-
erdo, Pessino and Vuletin (2018) document the leakages in social programs in Brazil especially com-
ing from the BPC.
c More than 80 percent of pension subsidies (difference between benefits and contributions) under 
the RGPS accrued to the three upper quintiles of the income distribution, and only 4 percent of them 
to the bottom quintile. Per-capita pension benefits were much higher under the RPPS systems than 
under the RGPS and also accrued to civil servants, who on average enjoy significantly higher incomes 
than comparable private sector workers.
d A description of the fairly complex transitions provisions can be found at https://www.bbc.com/por-
tuguese/brasil-49746324. The complete text of the Constitutional Amendment enacting the reform 
can be found at http://www.planalto.gov.br/ccivil_03/Constituicao/Emendas/Emc/emc103.htm#art1.
e See, for example, Brazilian National Treasury (2019) and Pellegrini (2019) for more information.

BOX 1: THE 2019 PENSION REFORM IN BRAZIL (continued)

a careful analysis of the available empirical 

evidence on the drivers of the excess cost 

growth in each country.

In general, the following options should 

be considered:

 • Increasing the share of public health 

spending devoted to preventive and pri-

mary care, especially in underserved 

rural and urban areas

 • Reducing fragmentation through bet-

ter coordination among different levels 

of government involved in the provision 

of health care and among different seg-

ments of the health care system through 

governance reforms and investment in 

improved information systems

 • Setting, monitoring, and enforcing bud-

get caps on hospitals, based on realistic 

medium-term expenditure forecasts that 

consider the demographic and epidemi-

ological characteristics of the popula-

tions they serve

 • Changes in public reimbursement sys-

tems for private provision of health 

care services (e.g., from a fee-for-ser-

vice-based to a capitation- or caseload-

based system)

 • Increasing the supply of health care 

workers, including through improved 

training and increased responsibility for 

nurses, while containing wages of public 

health non-medical workers, which are 

usually significantly higher than in the 

private sector in LAC

 • Promoting competition among produc-

ers of medications and greater use of 

generic drugs

https://www.bbc.com/portuguese/brasil-49746324
https://www.bbc.com/portuguese/brasil-49746324
http://www.planalto.gov.br/ccivil_03/Constituicao/Emendas/Emc/emc103.htm#art1.
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 • Increasing competition among insurers 

and service providers

 • Making more effective use of health-

care technologies, by making them more 

accessible, reducing import tariffs, and 

promoting health information technol-

ogy. Technology also holds great prom-

ise to make life better for the elderly, 

assist caregivers, and importantly help 

prevent expensive healthcare and long-

term care costs (Clements, Cody, and 

Gupta, 2012).

Even if some of these pension and health 

care reforms are enacted, many countries will 

still have difficulty fully offsetting the effect 

of demographics on age-related spending. 

They will need to enact intertemporal fis-

cal rules, strengthen their fiscal frameworks, 

improve their tax systems, and generate effi-

ciencies in public spending programs outside 

of pensions and health. On the tax side, this 

could include shifting the burden of taxes 

from labor to consumption by broadening 

the base for value-added taxes,27 strengthen-

ing taxation of the digital economy, making 

greater use of energy taxation to account for 

environmental effects, and strengthening tax 

compliance. On the expenditure side, coun-

tries should strive to improve the efficiency 

of public spending while ensuring adequate 

fiscal support for labor market policies aimed 

at boosting formalization of the labor force 

and upgrading human capital.

Finally, all LAC countries should consider 

enacting fiscal or regulatory policies appro-

priate to their circumstances, designed to 

increase labor participation rates, especially 

for women, older, and part-time workers 

and promote formalization in labor relations. 

Although unlikely to produce substantial 

results in the near term, these efforts would 

contribute to raising potential GDP growth 

rates and expand the contributions and tax 

bases, thereby helping to mitigate the fiscal 

impact of aging over the long term.

27  In analyzing optimal financing of aging expendi-
tures, McGrattan, Kazuaki Miyachi, and Peralta-Alva 
(2019) find that a sustained but gradual adjustment of 
consumption taxes dominates all other policy options 
such as increasing social security contributions, delay-
ing adjustment, and increased health care copayment 
rates, by having a smaller adverse effect on long-run 
GDP and welfare. Financing higher health care costs 
through increases in labor income tax rates is highly 
distortive, and results in a 7 percent lower long-run 
GDP and significantly lower welfare for young workers 
and future generations.
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This paper has focused on the fiscal costs of 

aging both within and outside the LAC region. 

It has highlighted some of the many differ-

ent ways in which countries outside the LAC 

region assess and manage such costs. Some 

common threads running can be identified.

The seriousness of the fiscal challenge 

caused by the aging of the population is a 

function of many factors. The first one is the 

degree to which the population has aged in a 

given country. In most advanced economies, 

the increase in life expectancy and decline in 

fertility rates have been going on for longer 

than in developing countries. Some emerg-

ing and most low-income countries are pro-

jected to continue enjoying a demographic 

dividend over the medium term, but in oth-

ers the aging of the population is projected 

to accelerate rapidly in the years ahead. And 

this acceleration will be much faster in devel-

oping countries than in advanced economies, 

and it is coming to LAC countries before they 

are able to assume the cost.

A second important factor is whether a 

country has already taken steps to address 

the implications of aging through fiscal and 

non-fiscal corrective measures. The analy-

sis conducted by the EC in its Sustainabil-

ity Report highlights how parametric and 

structural pension reforms have significantly 

moderated the risks to sustainability from 

pension systems in some EU countries. Out-

side of the EU, Australia and Japan also offer 

good examples in this respect.

However, limited progress has been 

made so far in moderating the excess growth 

of health care costs, especially of long-term 

care costs, in most advanced countries. 

Unless more effective corrective actions are 

taken in the coming years, the aging of the 

population will lead to increases in the ratio 

of health spending to GDP that is likely to 

pose risks for fiscal sustainability, especially 

in countries with already weak initial fiscal 

positions. Emerging countries must reform 

their health systems to improve coverage, 

reduce spatial disparities and out-of-pocket 

costs, reduce technical inefficiencies, and 

shift resources toward preventive and pri-

mary health care.

The choice between different correc-

tive options in the design of pension sys-

tem largely reflects the relative weight that 

countries attach to income security for the 

aged vs. containment of the fiscal cost of 

pension systems. Countries that prioritize 

Conclusions 5
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the former objective typically have opted 

for DB pension systems, the others for DC 

ones. However, even countries that primarily 

rely on DC systems have found it necessary 

to include a guaranteed minimum pension 

and a social safety net for the aged in the 

form of a universal basic pension, means-

tested or not.

Depending on the nature of a coun-

try’s pension system (or pillar, in a multi-pil-

lar system), the focus of reforms has been on 

changes in the parameters of a DB system 

(retirement age, formulas for calculation of 

the initial pension, indexation mechanisms), 

the rate of contributions for both DB and DC 

systems, the tax treatment of contributions, 

and the regulatory regime for retirement sav-

ings funds in DC systems.

One positive international trend is 

increased transparency about the long-term 

costs of aging, through the requirement in a 

growing number of countries for the prepara-

tion of long-term fiscal projections by the rel-

evant government agencies or independent 

fiscal institutions. Although transparency has 

not always led to the adoption of corrective 

policies (e.g., in the United States and New 

Zealand), raising public awareness about the 

unsustainability of current trends is often a 

precondition for eventual societal accep-

tance of such policies. Long-term projections 

can also highlight the eventual inconsistency 

of present pension and health care policies 

with existing fiscal rules, potentially facilitat-

ing the adoption of corrective measures.

LAC countries also differ widely in the 

nature, features, and coverage of their pen-

sion and health systems. This fact, as well as 

the differences in their demographic struc-

ture and trends, in their labor markets, and 

in other relevant economic, fiscal, and socio-

political characteristics, implies that the 

severity of their fiscal challenges resulting 

from the aging of the population also var-

ies significantly among them, as do their 

options for corrective policies. The projec-

tions discussed in this paper suggest that 

the countries with the greatest fiscal chal-

lenges in the pension area are Argentina, 

Brazil, and Costa Rica. The 2019 reform in 

Brazil appears to have moderated, but cer-

tainly not eliminated, the risk of fiscal unsus-

tainability of pensions. Several countries in 

LAC also face significant risks from aging-

related health spending trends unless they 

make rapid progress in addressing the driv-

ers of excess cost growth.

This paper has argued that reliable 

assessments of and transparency about the 

prospective fiscal costs of aging are neces-

sary, albeit not sufficient, conditions to pro-

mote timely and appropriate policy measures 

to contain such costs. To date, LAC countries 

are faring poorly in this regard. Therefore, it 

would be highly desirable that all countries 

begin soon to prepare periodic long-term 

projections of age-related public spending 

and its impact on fiscal sustainability, under a 

range of scenarios regarding its main deter-

minants. To promote their credibility, inde-

pendent experts, such as independent fiscal 

councils, should vet these projections. It is 

important that the projections be disclosed 

to the public in a user-friendly manner, high-

lighting the costs of inaction in addressing 

the problems.

To promote a timely policy response to 

the risks revealed in the projections, the leg-

islation mandating the preparation of the 

projections should also require the govern-
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ment to propose a program of corrective 

measures. Independent fiscal councils should 

assess the adequacy of these proposals.

While corrective strategies need to 

be tailored to individual countries’ circum-

stances, it appears that all LAC countries with 

DB pension systems (or pillars) could benefit 

from progressive increases in statutory and 

effective retirement ages. In countries with 

low coverage and high replacement rates, 

changes in the vesting period and in the ben-

efits formulas could help make the system 

more sustainable and equitable. Countries 

with DC system would need to concentrate 

efforts on expanding coverage, increasing 

the minimum retirement age, and improv-

ing the regulatory regime and governance 

of pension funds. As discussed in this paper, 

all countries, but especially those with low 

coverage of contributory pensions, need to 

strike an appropriate balance, in setting the 

level of noncontributory pensions, between 

minimizing the risk of old-age poverty and 

avoiding disincentivizing labor formality.
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