Employment and Fiscal Policy Implications of Ageing
in Eastern and Southeastern Europe, Caucasus and
Central Asia

Background note by the UNECE secretariat’

1. Introduction

The questionnaire attached seeks to collect comparable information on the social-security
systems and their financial sustainability in countries of Eastern and Southeastern Europe,
Caucasus and Central Asia. This would provide a realistic framework for an informed
discussion of the national policies and programmes developed in that region in response to
population ageing. In order to minimize the reporting burden, the questionnaire is presented in
the electronic form (Excel file). It is similar to the questionnaire submitted in 2000 to the
OECD countries participating in the Joint Project on the Public Finance Implications of
Ageing.” This note explains how the questionnaire has been developed. Additional details are
available from the Secretariat'.

The latest revision of the UN World Population Prospects implies that all countries of Eastern
and Southeastern Europe, Caucasus and Central Asia will experience population ageing over
the period 2000-2050 (Table 1). In most of them the ageing process will be associated with
rising dependency ratios as the share of the working-age groups in total population shrinks
(Table 2). In these economies, the combination of an ageing and declining population is
bound to have an adverse affect on the effective labor supply, threatening to undermine
sustainability of their public pension and health systems.

In order to examine systematically the employment and fiscal implications of ageing in the
countries investigated, it is desirable to utilize a comparable framework. Therefore, the
Secretariat proposes a set of projections for population, employment and output trends in all
these countries that are based on common assumptions. It also develops a uniform reporting
framework for fiscal scenarios in the questionnaire. Subsequently, the national authorities are
to provide a description of their age-related models (part A of the questionnaire) and produce
the baseline and alternative fiscal projections, including sensitivity tests (parts C-K). More
details pertaining to the questionnaire are provided in the instructions on the final page of this
document. Following the receipt of completed questionnaires, the Secretariat analyzes the
projections reported by national authorities and, if necessary, requests additional simulations.

The results of this process will be compared and presented by the Secretariat as a special
study. This may well enhance the quality of policy-oriented discussions of ageing in these
countries of the ECE region. It will also enable the policy makers in these countries to check
the realism of the official long-term development programs.

2. A framework for assessment
The period of analysis should be sufficiently long to permit the examination of effects of the

changing demographic trends on pensions and other age-related spending and the impact of
recent social-security reforms. The available data and projections are available for the period

! Contact information: MiCA Follow-up, c/o Andres Vikat, Population Activities Unit, UN Economic
Commission for Europe, Palais des Nations, CH-1211 Geneva 10, Switzerland; e-mail
ageing(@unece.org; fax +41 22 917 0101.
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1995-2050 that meets these requirements. National projections should be built along the
following data sets (modules):

Population projections
Labour market trends
Aggregate output growth
Age-related fiscal trends
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These four modules are presented in the form of an Excel spreadsheet and briefly described
below.

Population projections

Module B.1 of the questionnaire describes demographic assumptions of the Secretariat that
rely on the medium variant of the 2004 edition of the UN World Population Prospects: The
Second Revision. If the authorities prefer to use their own demographic assumptions, they
should report them in module B.2.

Labour market trends

Key labour market data (population and participation rates of 5-year age groups, the labour
force and employment) are provided in module D that summarizes the baseline scenario of
the secretariat. Estimates of participation rates for the male and female 5-year age groups
until 2000 and their projections until 2020 have been recently completed by the ILO.” It is
assumed that the participation rates remain unchanged at their 2020 levels until 2050.
Projections of employment are based on the assumption that the equilibrium rate of
unemployment reaches 7 per cent in 2010 and remains constant in subsequent years. The
level of employment in the base year (2000) is defined by the difference between the
estimated labour force and unemployment. The labour force has been estimated with the aid
of the ILO participation rates and the UN population projections mentioned above.
Unemployment during 1995-2000 has been estimated by the Secretariat on the basis of
Labour Force Survey measures for twelve countries (Armenia, Azerbaijan, Bulgaria, Croatia,
Georgia, Kazakhstan, Kyrgyzstan, Republic of Moldova, Romania, Russian Federation,
Serbia and Montenegro, and Ukraine). Unemployment in subsequent years is based on the
assumption that the unemployment rate declines to 7 per cent by 2010 and remains constant
thereafter. In some countries (Albania, Belarus, Bosnia and Herzegovina, FYR Macedonia,
Tajikistan and Turkmenistan) no comparable employment measures could be estimated
because comprehensive data on involuntary unemployment and informal employment are not
available. Therefore, employment in these countries was derived while setting the
unemployment rate to 7 per cent over the entire 1995-2050 period.

Aggregate output growth

Aggregate output growth is projected on the basis of labour productivity and employment
developments in module D. The Secretariat assumes in its baseline that each economy takes
advantage of productivity catch-up opportunities up to 2025. The productivity catch-up
model is defined by the following equation: C(?) = (1+a)*C(t-1) + f*[A(t-1) — C(t-1)]. C
and 4 denote labour productivity, measured by GDP per worker, in the relevant country and
the United States, a refers to the productivity growth trend of 1'% per cent per annum, ¢
indexes time and /3 is a catch-up parameter. * GDP levels in the base year are expressed in

? For details, see the ILO Economically Active Population Estimates and Projections database,
http://laborsta.ilo.org.

* For a more detailed discussion of the catch-up model, see UNECE, Economic Survey of Europe, 2004
No. 1, Box 4.2.1 on p. 102.
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comparable purchasing parity terms estimated by the OECD for most economies and
reported in the World Penn Tables. The PPPs for four countries (Bosnia and Herzegovina,
Serbia and Montenegro, Uzbekistan and Turkmenistan) have been estimated by the
Secretariat. After 2025 it is assumed that labour productivity increases at the trend growth
rate of 1% per cent per year. If the authorities prefer to use their own productivity growth
projections, then these should be reported in the alternative baseline scenario in part E of the
questionnaire. It would be helpful to specify the underlying assumptions either in the
spreadsheet or in a separate note.

Age-related fiscal trends

Depending on their choice of the baseline, the authorities should report the age-related public
expenditure, fiscal balances and public debt in either module D or module E or both. Real
wages should grow in line with the labour productivity growth projected by the UNECE (see
above) or by the authorities. If the fiscal models consider explicitly the development of the
public debt burden, the Secretariat proposes that a real interest rate be linked to growth of
real GDP. This would make national results more comparable. It would be also very helpful
if more detailed information on pensions could be provided in module C. The Secretariat
would also appreciate receiving information on detailed characteristics of the retirees in
supplementary tables that appear in the last two sheets of the questionnaire.

3. Sensitivity tests and policy simulations
Sensitivity tests

The fiscal outcomes are likely to be influenced strongly by the choice of key demographic,
labour market and productivity assumptions. Three sensitivity tests are included in the
Secretariat’s questionnaire.

The first sensitivity test (sheet F) is based on an increase in life expectancy at 65 by one year
over the values projected in the medium variant of the UN World Population Prospects that
are reported in the questionnaire (sheet B). In addition, the authorities might want to test the
sensitivity of the fiscal balance to changes in the projected fertility rates and other
demographic variables.

The second sensitivity test (sheet G) is based on the decrease of projected employment by 5
per cent. The outcome of the test depends on the particular model used for the simulation of
fiscal outcomes. The authorities might also want to test the sensitivity of fiscal balance to
changes in the structural unemployment rates and age-gender specific participation rates.

The third sensitivity test (sheet H) is based on the assumption of slower labour productivity
growth that is consistent with a catch-up factor of 1 per cent operating until 2010 and
subsequent growth along the long-term trend of 1.5 per cent per annum. The authorities
might want to perform additional tests based on different catch-up factors and assumptions
about the pace of technical progress.

Policy simulations

Baseline projections for age-related spending should include effects of the policies legislated
by the end of 2004.The Secretariat’s questionnaire includes three policy simulations that are
described below.

The first policy simulation (sheet I) assumes a gradual increase of the statutory retirement age
by 6 months per year that starts in 2010 and continues until the limit of 65 years is reached for
both men and women. Transparency of the results would be enhanced if the authorities



provided additional information on their assumptions concerning the relationship between
statutory and effective retirement ages. They might also want to perform additional
simulations that reveal effects of alternative policy measures on statutory and effective ages
of retirement with the aid of the basic framework for assessment provided by the Secretariat.

The second policy simulation (sheet J) assumes a switch towards a CPI-based indexing of
retirement benefits from 2010 onwards. While this type of indexing is likely to improve
notionally the fiscal balance, it would be helpful if the simulation results were to include the
changing replacement rates (ratios of average pensions to pensionable earnings) so that the
political feasibility of this approach to pension indexing could be explored. The authorities
might want to simulate fiscal outcomes with the aid of other indexing methods, e.g. Swiss
indexing that increases pensions by the average of the consumer price level and wage growth
rates.

The third policy simulation (sheet K) is based on the assumption of policies that increase from
2010 inflows of able-bodied migrants by 0.25 per cent of the population per year. It is
important that the simulation takes into account that the immigrants and their children are
likely to acquire permanent residence status and accrue entitlements to pensions and other
benefits over time.



Table 1. Median age 2000-2050

2000 2005 2010 2015 2020 2025 2030 2035 2040 2045 2050
Albania 271 283 294 309 326 346 36.6 384 399 409 420
Armenia 30.3 317 330 344 365 389 416 442 463 475 476
Azerbaijan 257 275 292 311 332 356 379 402 413 417 421
Belarus 36.5 378 387 397 410 428 448 469 486 491 484
Bosnia and Herzegovina 358 38.0 401 418 433 448 461 475 486 491 495
Bulgaria 396 406 415 428 443 461 477 493 507 514 512
Croatia 39.0 406 419 43.0 441 454 46.7 478 485 489 488
FYR Macedonia 325 342 36.0 377 394 412 428 443 456 463 46.5
Georgia 345 355 372 386 400 417 438 46.0 480 498 504
Kazakhstan 28.0 294 308 323 341 365 385 40.1 409 414 421
Kyrgyzstan 226 238 253 271 291 311 33.0 347 36.3 379 395
Moldova 316 330 346 365 386 41.0 435 46.0 479 492 496
Romania 348 36.7 385 402 422 442 46.0 478 496 501 50.1
Russia 364 373 379 388 400 417 434 450 449 438 435
Serbia and Montenegro 355 365 376 388 401 414 427 438 445 448 450
Tajikistan 184 193 210 228 245 262 280 29.8 317 335 354
Turkmenistan 217 233 250 271 291 313 333 348 36.2 375 3838
Ukraine 375 390 399 411 425 441 461 482 503 516 519
Uzbekistan 21.0 226 243 263 284 306 326 343 358 374 389
Source: UN, World Population Prospects: The 2004 Revision, medium variant.

Table 2. Total dependency ratio 2000-2050

2000 2005 2010 2015 2020 2025 2030 2035 2040 2045 2050
Albania 596 545 503 493 510 536 542 536 528 534 57.1
Armenia 56.0 49.0 405 39.7 439 491 521 508 509 550 638
Azerbaijan 58.3 49.0 40.7 388 415 451 481 487 494 514 561
Belarus 47.8 425 387 389 424 46.3 499 508 538 583 665
Bosnia and Herzegovina 424 439 442 443 476 511 549 579 617 66.1 709
Bulgaria 472 440 431 46.3 489 51.0 526 551 605 685 757
Croatia 48.2 48.7 46.7 484 529 576 612 635 66.0 703 753
FYR Macedonia 473 443 414 418 450 484 511 536 56.7 613 66.8
Georgia 51.7 49.7 440 433 456 501 552 56.7 587 625 69.1
Kazakhstan 52.6 46.3 421 414 443 463 478 46.8 483 516 56.0
Kyrgyzstan 67.9 60.2 521 492 476 466 458 450 46.3 481 508
Moldova 478 39.7 352 355 398 441 461 46.0 486 54.7 644
Romania 46.6 433 419 426 451 473 468 519 576 664 727
Russia 440 409 38.8 423 46,5 502 523 527 555 598 656
Serbia and Montenegro 494 479 457 466 500 521 537 554 578 612 653
Tajikistan 843 750 641 574 546 529 505 46.6 43.6 422 437
Turkmenistan 68.2 574 48.0 458 451 446 436 426 434 458 491
Ukraine 46.8 449 419 427 465 504 537 548 587 642 733
Uzbekistan 712 611 51.6 48.6 469 453 439 43.0 442 461 4838

Note: ratio of population 0-14 and 65+ per hundred population 15-64

Source: UN, World Population Prospects: The 2004 Revision, medium variant.




Annex.

This annex proposes a series of steps to complete the questionnaire presented in the Excel file
entitled AM_quest.xls. Please note that even partially completed questionnaires would be
most appreciated by the UNECE secretariat.
1. Open sheet A of the Excel file and answer as fully as possible parts A1, A2,
A3 and A4.
Open sheet B and, if necessary, complete part B2.
Open sheet C and complete parts C1, C2 and C3.
Open sheet D and complete part D4.
If you have a different baseline scenario, please open sheet E and complete
parts E1, E2, E3 and E4.
Open sheet F and complete parts F1, F2, F3 and F4.
Open sheet G and complete parts G1, G2, G3 and G4.
Open sheet H and complete parts HI, H2, H3 and H4.
9. Open sheet I and complete parts 11, I2 I3 and 14.
10. Open sheet J and complete parts J1, J2, J3 and J4.
11. Open sheet K and complete parts K1, K2, K3 and K4.
12. Open the final sheet and complete the supplementary table 1.
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