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M otivation

e Debateon the European Union fiscal rules:

- consensus on the need to place mor e focus on gover nment debt
and long-term fiscal sustainability in the surveillance of
budgetary positions

- pension expenditure should be taken into account in assessing
fiscal sustainability

Paper considers how the burden for pensions can beincluded in
the EU fiscal rulesframeworKk:

(a) pension expenditure projections
(b) pension liabilities




Qutline

European Union fiscal rules: current situation and reforms
Pension expenditure projectionsin the EU
Pension liabilities: definition, economic inter pretation, figures

Pension expenditure projections versus pension liabilities:
different roles

| mproving the quality of pension expenditure projections and
pension liabilities: organisational and methodological aspects




EU fiscal rules

EMU: many sovereign countries share a common currency and
retain fiscal responsibility = budgetary discipline recognised
as necessary condition for EM U’ s success

have fiscal rulesto avoid externalities of deficits, prevent moral
hazard in fiscal policy, avoid pressureson ECB for ex-ante &
ex-post bail-outs, counter deficit-bias

deficit should not exceed 3% of GDP (unless exceptional
events, excesstemporary and excesslimited).

debt should not exceed 60% of GDP (if higher, must decline at a
satisfactory pace)

close-to-balancetargets over the cycle = debt asymptotically to
zer o (mor ethan requested by sustainability theory)




A pragmatic (but myopic) approach

e choiceof rulesand indicatorsguided by need for ssmplicity,
transparency, homogeneity. Focus on monitoring of compliance

rulesrefer to yearly data

monitoring refersto short-to medium- term perspectives

no reference to long-term indicator §/pr ospects

only consider grossfinancial debt, no referenceto assets and
implicit liabilities

o implicit assumption: if rulesrespected over short-medium
term, no long-term problem




A greater focuson long-term issues

e In recent years, issue of long-term sustainability has gradually
gained importance in assessment and design of EU fiscal policy

e European Council indicated a three-pronged strategy to tackle
the budgetary implications of ageing population:
(1) raising employment rates, (ii) reducing public debt,
(i11) reforming pensions and health-car e systems

e European Council agreed that long-term fiscal sustainability
should beregularly reviewed

e now have debate about including long-term budgetary trends
In budgetary surveillance and targets (e.g. if introduce reforms
with long-ter m benefits, can have higher deficits)




Joint projections exer cises

all EU countries have developed modelsfor projecting pension
spending

In 1999 a technical working group was set up to examinethe
budgetary implications of ageing populations and provide
expenditure projections

projectionsrely on models of national authorities, which have
the best institutional and statistical knowledge, but are based on
common demogr aphic forecasts and assumptions (demography,
labour market, productivity growth, etc)

projection exer cises increase the compar ability of national
forecasts. Now have projections of pensions, health and long-
term care




National projections 1990-95
and EU exer cises 2001-2003
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From expenditure projectionsto tax gaps

e expenditure projectionsare already used for deriving
sustainability indicators of the budgetary adjustmentsrequired
to ensure sustainable public finances and compliance with rules

theinitial non-age-related primary expenditure and revenue
ratios are kept constant over time: projected changein age-
related expenditure = change primary balance + interest
spending = overall balance = debt dynamics

can compute tax gaps (difference between current tax ratio
and constant ratio needed over projection period to achieve a

pre-determined budgetary target at a specified future date)




Pension liabilities: definitions

e any PAYG pension schemegivesriseto unfunded liabilities:
each generation pays pensionsto previous generations and later
receives pensions from younger generations

debt arises with creation of scheme, first generation receives a
pension without having paid any previous contribution

e Accrued-to-date liabilities. present value of pensionsto be paid

In the future on the basis of accrued rights

Current workers and pensioners net liabilities: also include
present value of future contributions of existing members and
their new rightsunder current rules

Open-system net liabilities. also include present value of
contributions and pensions of new workersunder current rules




Accrued liabilities and sustainability - 1

e In steady state, theratio of accrued liabilitiesto GDP is given
by the discounted value of the ratios of future pension spending
to GDP: it isproportional to the pension to GDP ratio

e suppose (i) country A and country B devote on a per manent
basis revenues amounting respectively to X and aX of GDP to
their PAY G schemes; (i) revenues fully cover expenditure

= notwithstanding the same underlying sustainability
circumstances, country B pension liabilities are a times those of

country A

e thesizeof accrued liabilities depends on the decision concerning
the benefitsand dligibility criteria of PAY G schemes




Accrued liabilities and sustainability - 2

e thesizeof accrued liabilitiesdoes not provide any information
on whether the PAY G system is unbalanced or will be
unbalanced in the future

any judgement about the sustainability of pension schemes
reguires estimates about the resour ces available to pay for the
accrued pensions (e.g. evolution of employment and income).
Accrued liabilitiesdo not include such estimates

but the larger theratio of pension rightsto GDP, the higher the
shar e of future public resources committed to pension
expenditure and the higher therisk that, if GDP growth isnot
adequate, some adjustment will become necessary (in terms of

higher tax rates, of repudiation of pension rights, etc.).




Accrued liabilities and public debt

the timing and amount of the repayment of public bondsare
fixed in advance, those of pension liabilitiesare uncertain

pension rights are not embodied in formal contracts: debtors can
modify timing and amount of payment. While failureto repay
financial liabilities can giveriseto legal claims, repudiation of
pension liabilities may raise only political reactions

the acquisition of pension rightsisusually compulsory. The
debt isautomatically renewed

pension rights are not tradable. Changesin relative yield and
relative risk comparatively to other assets have no effect on
financial markets. A large pension-debt does not determine any
direct pressure on financial markets




Accrued liabilitiesand EU public debt

e Wwhile conventional debt can be measured timely and precisaly,
pension liabilities are uncertain and very sensitiveto changesin
assumptions. Thisis problematic in a 25 countries context

e would imply a changein the deficit definition: contributions
to be classified asloansto the public sector, pensions asloan
repayment. Thiswould blur the indications concerning the

Impact of national fiscal policies on the area fiscal stance

e theinclusion of pension liabilitiesin public debt, by making
citizens entitlements more explicit, may hamper the pension
reforms needed in Europe

= better not add pension liabilitiesto public debt definition



Current workersand pensioners net liabilities
and open system liabilities

e a“pure’ PAYG pension policy issustainable (no need to
changerules)if rc=n+w
rc = implicit return on contribution
n =rate of growth of employment
w = rate of growth of per capitareal wages

net pension rights are positiveif rcisgreater than the discount
rate (r) assumed as a benchmark (i.e. if r>rc) but the sign of net
pension rights does not convey any infor mation on whether or
not the PAY G schemeisunbalanced (whether rc > n + w)

If r isvery high, even a schemewhererc<n +w would show
negative net rights. If r isvery low, even a scheme where
rc>n +w would show positive net rights




| nter national comparisons of pension liabilities- 1

e |nternational comparisonsof pension liabilities:
- Hagemann and Nicoletti 1989
- Van den Noord and Herd 1993
- Kunéet al. 1993
- Chand and Jaeger (1996)
- Frederiksen (2001)

e Some studies are based on a highly ssimplified methodology:
the present value of current benefitsis estimated on the basis of
the current average pension, mortality ratesand a discount
rate, do not consider disability and survivors benefits

Problems. schemes may not be mature, different schemeswith
different rulesand employment structure (e.g. private &
public sector), etc.




| nter national comparisons of pension liabilities - 2

e resultsarevery different: case of France (% of GDP)

accr ued open
Van den Noord 216% 216%
Kune 69% 106%
Chand and Jaeger 114%
Frederiksen 237%

some results contrasts with need for reforms: case of Italy

Chand and Jaeger 114%
Frederiksen 237%

rc very low because of reforms, but n + w also low (because of
fast ageing) = present value of pension rightsis negative

but Italy needs further reforms (for the strong ageing), in fact
spending expected to increase from 16% to 18% of GDP




| nter national comparisons of pension liabilities- 3

e Frederiksen (2001) reportschangein pension/GDP ratios and
amount of pension liabilities (open system methodology)

e therelative position of most countriesremainsthe same when
ranked on the basis of changesin pension/GDP or of liabilities:
countrieswith highest expenditure growth arethose with the
greatest liabilities. But there are several exceptions

ranking of countriesin termsof current spending levels does
not correspond to ranking in terms of open system liabilities.
Countrieswith highest pension/GDP ratios have the greatest
accrued liabilities, but they do not necessarily have the gr eatest
open system liabilities




Expenditure projectionsvs pension liabilities

e pension expenditure projectionsin percentage of GDP provide
better indication about need for reforms and timing of problems

e pension expenditure projections can be better integrated with
projectionsfor other items (health, long-term care, etc.)

e expenditure projections can provide more intuitive indications
and are less sensitive to underlying assumptions

but
e accrued rights measurethe cost of closing down a PAY G scheme
when fully complying with present rules

e pension liabilities mor e effective to evaluate the impact on
consumption and saving ratios




| mproving projections and liabilities

the improvement in quality of pension projections offers an
opportunity to improve estimates of liabilities. Basically need same
data

should combine the production of the two indicators (pension
expenditure projections and liabilities)

thereisaneed improve (i) organisational aspectsand (i)
technical aspects

organisational aspects: responsibility for projections, frequency
and revision of projections, data availability, transparency of
assumptions, publication of detailed results

methodological aspects. coverage, methodology, data




Conclusions

pension/GDP ratios and pension liabilities provide different,
complementary indications. should estimate both of them

assessment of sustainability of pension systems & fiscal policy
should primarily refer to expenditureto GDP ratios. Should
not add pension debt to EU conventional debt

liabilities necessary to evaluate impact on saving decisions and
cost of terminating PAY G pension schemes

or ganisation, compar ability and quality of projections still
have some limitations. Estimates of liabilities still very
unsatisfactory

need further effortsin organisation and technical aspects:
need independent, transpar ent, detailed estimates. Syner gies:
estimates of two indicatorsreguir e the same infor mation




