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Ed Westerhout opens the discussion by noting the high relevance of

this paper. The paper is relevant because of the ongoing policy debates,
over what debt policies should be in an aging world, and whether and
how the retirement age should be raised. In multiple countries there is a
transition going on towards more funding of pension schemes. The paper
is broad in its structure. It tackles the question whether the Stability and
Growth Pact (SGP) hinders the transition in different member states from
pay-as-you-go (PAYG) financed schemes towards pension schemes that
are more funded. Furthermore, the paper provides a lengthy discussion
of different criteria for debt policies, based on the literature and actual
policy rules. Finally, the authors construct and apply a generational
accounting model. The policy implications of the paper are differentiated:
optimal policy rules are difficult or even impossible to find.

Overview of the EU Approach towards Member States' Debt Policies

The EU policy rules with respect to member states' debt policies are
written down in a number of agreements: the Maastricht Treaty (1991),
the Stability and Growth Pact (1997) and the revision of the Stability and
Growth Pact in 2005. The Economic Policy Council (2001) and the European
Commission (2006) both assess the budgetary implications of aging in
various EU-countries. This shows the development and the shift in focus
in Europe from the fear for inflation towards budget implications of
aging. The paper gives a nice illustration of this development over time.
However, little attention has been paid to the impact of debt surveillance
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polices. A general question would be whether EU policies have been
successful in curtailing public debts of member states. A more specific
question would be whether the changes in the EU-rules had any effect
on the development of public policies. Answers to these questions are
important, because the authors propose to incorporate the issue of
sustainability of public finances into EU debt polices.

Proposal for Debt Criterion Based on the Principle of Actuarial Neutrality
The paper discusses how to assess the degree to which current budgetary
policies are unsustainable. This assessment is based on a generational
accounting model and applied to EU-countries. The assessment is also
based on freezing current policy rules. All future values of public expenses
and public revenues are condensed into one measure, the sustainability
gap. And, as common in the generational accounting literature, the paper
calculates implicit and explicit debt. Some remarks about the sustain-
ability gap. First, the sustainability gap is interpreted as an annuity value.
Hence, it does not correspond to actual budgetary polices. The paper
stresses the fact that there is a great variety of policy reforms that can be
implemented in order to restore fiscal sustainability. But furthermore,
the paper interprets the sustainability gap as a policy measure. Namely,
as the immediate and permanent change in the primary surplus that
should be made in order to restore fiscal sustainability, that is to close the
sustainability gap. This is called the actuarial neutrality rule and treats
successive generations on an equal basis. But this is similar or identical
to the Musgrave criterion, but what exactly is the difference between the
Musgrave criterion and the one applied in the paper.

Concerning the rule of actuarial neutrality, there are two problems with
this rule. The first problem is a political argument. One can argue that it
is up to national policy makers how to weigh the interests of different
generations. There are situations in which a policy maker wants to treat
different generations differently. An example of this could be that the
policy of raising the retirement age is judged negatively, because it harms
particular generations that are close to retirement. The second problem
is the operationalization of fairness. This paper takes a tax rate that is
constant over time. Note that tax smoothing is not the same as actuarial
neutrality in the case of rising longevity. If future generations are richer,
then the decreasing marginal utility of income implies that future gen-
erations should pay more in order to equalize after-contribution marginal
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utilities of income. Furthermore, future generations inherit not only a
public debt, but also a variety of assets, where on can think of physical
and environmental capital, whether this inheritance is positive or nega-
tive. This paper also argues that unemployment benefits and educational
expenditures might be excluded from the actuarial neutrality calculations
as they are to the benefit of specific cohorts. This underlines that it is not
entirely clear which government expenditures should be included in this
actuarial neutrality calculation, and subsequently, which items should be
included into the model.

Pension Reform

The major question of this paper is whether the SGP hinders the transi-
tion from PAYG-based pension schemes that are (partially) prefunded. The
idea is that privatization reduces the implicit pension debt. This allows
policy makers who conduct to the rule of actuarial neutrality to lower

the tax rate. This tax rate reduction is immediate and permanent. But
because the reduction in expenditures occurs later in time, the public
debt temporarily increases. From this reasoning, the SGP could hinder a
policy that in it selves may be efficiency enhancing. The SGP recognizes
this problem, but as the authors stress, it gives only partial compensation
for this. With respect to the efficiency gain of a funded scheme when the
economy is dynamically efficient, it is good to note that this gain does not
exist. A gain from a higher return is offset by higher pay. In the absence
of distortions, the steady state gain from a higher rate of return is exactly
compensated by the loss from the transition generations who have to

pay double. Only if the pensions are reduced of the generations who are
retired at the time the reform, then there will be an efficiency gain. If we
assume that labor market distortions may increase the efficiency of such

a move. Then the question is again: does the SGP hinder the transition
from PAYG-based pension schemes towards schemes that are (partially)
prefunded? A faint answer would be not to cut taxes before the increase
of the primary surplus sets in. But if the effects of the policy reforms are
highly uncertain, a formal analysis could yield the result of the paper.
Besides this remark, he agrees that supplementing the SGP with an
assessment of sustainability would be a good thing in that respect. A sus-
tainability approach is superior to the EU's debt approach as it accounts
for both explicit and implicit debts, where both are relevant. However,
the problem with the sustainability approach is that implicit debts
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depend on various economic variables that are highly uncertain, like the
interest rate or the inflation rate. That would make it much harder to
quantify implicit debts.

Generational Accounting (GA) Model

The GA model applied in the paper is quite standard. It attributes taxes
and (social security contributions) and public expenses to different
cohorts. The model operates under two regimes: (1) the PAYG system:

that keeps the ratio public debt to GDP at its initial level. (2) the regime
of actuarial neutrality, that imposes an immediate and permanent tax
rate change in order to achieve fiscal sustainability. The model plays

with different assumptions on the retirement age. Some remarks about
the model. The time structure of the model is confusing. If people work
from 20 years to 65, and people are retired from 65 to 80, then the model
let these people live to the age of 110, but give the retired years a lower
weight of 1/3 (this weight is calculated as (80-65) / (110-65). Furthermore,
this time structure gives biased results. Pension expenditure in this
example occurs for 15 years, but is spread over 45 years. Even if expendi-
ture is scaled appropriately, the results will change because the change in
time structure affects the duration of pension income flows. The present
value of a stream of 15 years is not equal to the present value of a stream
of 25 years, due to the interest rate. Besides these remarks about the
time structure, the model seems too stylized to be useful for numerical
exercises. The model has only one type of tax. This denies the role of
different types of taxation, like income and labor taxation. The develop-
ment of consumption and output differ greatly and so may the taxes do
in an aging society. The model does not account for economic behavior.
This is strange as it denies that pension reforms may increase economic
efficiency by combating distortions on labor and capital markets. The
model equates the labor market exit age with the retirement age. This

is counterfactual since many workers quit the labor market before the
retirement age. The model therefore greatly exaggerates the effects of
raising the retirement age.

Health Care

Pensions and health care is an integrated issue, but it is separated in the
paper. The paper recognizes though that health care and pensions are
likewise in the sense that they can be interpreted as a PAYG-scheme that
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makes transfers from the young to the old. Two remarks in this respect.
If read correctly, death-related costs are taken to be a quarter of total
health care costs. This seems way too high and gives a downward bias
towards the implications of an increase in longevity. The number given in
the literature lies in a range of 5% to0 20%. Secondly, health insurance is
financed by taxes that are paid by both workers and retirees. The paper
argues that because of that, actuarial neutrality cannot be achieved

in the case of health care. This is not convincing in the case where the
government has the availability over cohort-specific taxes. In this case, a
government can raise the tax rate on workers and transfer the revenues
from the pension to the health insurance scheme. As long as cohort-
specific taxes are the case, one can count actuarial fair cohorts.

Conclusion

Itis a good thing that the awareness of the aging problem has increased.
It also is a good thing if it would be the case that information about the
degree of unsustainability of EU member states’ debt policies is given a
more prominent role in future EU debt surveillance polices. This would to
a large extent solve the problem raised in this paper that the current SGP-
rules hinder a move towards more funded schemes. Given the difficulties
of defining intergenerational fairness, one rather hesitates to substitute
current SGP-rules for one based on the principle of actuarial neutrality, or
intergenerational equity. Given the difficulties of assessing implicit debts,
rules based on the unsustainability of budgetary policies supplement
rather than replace current SGP rules.

Clemens Kool continues the discussion by noting the importance and
the timeliness of the topic. An evaluation of fiscal policies is important.
Despite all the beautiful plans of the SGP, in the real world countries run
into situations where the plan has to be adapted. He is impressed by
the thorough analysis of the paper, the mix of theory-based accounting
experiments with a policy debate. He sees two messages in the paper.
The first one is that the concept of actuarial neutrality using an inter-
generational accounting framework should be the basis for design and
evaluation of pension reform. The second message is that the SGP actually
hinders pension reform. He partly agrees to the latter, but wonders how
important this is.
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He has some minor questions with respect to the outcomes of the model.
First, technologically-driven growth seems to be absent. He wonders
whether this could or would play a role. Furthermore, the interest rate is
taken as exogenous in the model. He wonders whether a risk premium
related to pension policy matters. Financial theory says that there is a
relationship between the risk premium on bonds people hold and the
fiscal policy a government runs. Then there is not an asset valuation effect
in the analysis. With respect to the government debt, it is not clear who
holds the government debt. Is it true that the implicit assumption in the
paper is that government debt is held by the retired generation? Finally,
it might be interesting to have some welfare concept applied to be able
to compare the different transition paths, or to be able to compare inter-
generational gains and losses when no equity consideration is imposed.

When thinking about the political economy of the SGP, he has some other
considerations. First of all, the theoretical underpinning under the SGP

is lacking, for example, what does theory say about a debt rule of 60%

of GDP? According to him the SGP was initially not aimed at coping with
pension reforms and aging problems. The SGP was aimed at too liberal
(current) government expenditures and excessive deficit spending. Even
in that case, his view is that especially the corrective arm of the SGP was
ill-designed. The EU has less power to enforce its rules and thus there is
a high likelihood of a low credibility. The paper convincingly makes clear
that debt should be allowed to act as a buffer. This is even stronger ques-
tions the allowed debt levels by the SGP. It does not come as a surprise
that the design of the SGP does not perfectly fits the needs of today. In
thinking over the SGP is a binding constraint, he first notes that the SGP
is not an ultimate goal, but a means to an end. He finds it hard to image
that if a country really wants to do pension reform and therefore has to
run deficits and a higher debt, that this really could be a problem. But
maybe institutions are too strong. He again considers that the initial SGP
was not designed for these issues, and asks if this could be a problem.

Final remarks are that the paper only talks about government finances
related to intergenerational issues. However, there are a lot of other
factors which may interfere. An unresolved issue is what fiscal rules

we do want to impose, where we have to take into account that future
generations are not to be hurt. The real policy challenge is if we can think
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of pragmatic mechanisms and rules that both improve on the SGP and

are feasible. The paper is relatively silent in this respect. However, there

is a slight modification of the SGP underway in allowing more leeway.
Another option we can think of is putting the whole thing completely at
arm's length from the government. This would be an insurance perspec-
tive. In addition to this, a long horizon needs credibility of the govern-
ment, where one has to think of the potential time-inconsistencies of
reforms. It is likely that countries with the biggest problems have the least
credibility in this respect.

Reply by Beetsma and Oksanen to Westerhout

With respect to the sustainability gap: this is calculated as the tax rate
that makes the intertemporal budget constraint to hold, so that society is
able to finance all future liabilities. The closing gap is an unfair measure,
because current generations pay for future generations. But those future
generations live longer and should therefore pay higher taxes. The closing
gap is too harsh on current generations.

With respect to actuarial neutrality, this is a politically difficult issue.
Actuarial neutrality runs counter towards equal treatment of generations.
Our view is that each generation should pay for their own pensions. How-
ever, a shift from the current situation towards more actuarial neutrality
would be large and politically difficult.

With respect to the timing of the model, there is a technical difficulty
in the model. The worker life is larger than the life of a retired. Thisis a
difficult issue, unless one uses a generational accounting model on an
annual basis. The remark is correct that the analysis has to account for
this in the model, but maybe the results do not change much.

With respect to the empirical finding that people leave the labor mar-
ket before there 65th birthday: this has the implication that a society or
government should be more ambitious than our model says. The budget
surpluses should be higher in this case and our current results are then
conservative estimates.

Our view is that the SGP is not to be thrown away, but should only
have some minor adjustments. Assets that are accumulated should be
taken into account.
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Reply by Beetsma and Oksanen to Kool

With respect to the absence of explicit technological driven growth,
technological growth is taken as an exogenous factor which affects labor.
There is no risk premium with respect to pension policy or asset valuation
effect in the model. This could indeed matter and can be important.
With respect to the holdings of the public debt, it is assumed that debt is
issued on the international capital markets and that interest payments
go to the public budget. It does not matter for the model if for example
workers hold debt upfront. With respect to the remark that the rest of
the government is left out in the analysis: we argue that the government
at large should hold surpluses. It is important that those surpluses are
not merged with deficits from other government departments. There are
empirical examples where this happens between government bodies. It is
important that the government as a whole runs a surplus.

General Discussion

Van der Ploeg asks for the relevancy of the results from a model with
generational accounting. There is no economic behavior modeled, there
are no incentive effects, he views it merely as an accounting exercise. He
questions the value of the answers from the model.

Beetsma replies that this is a true remark. If it can be assumed that the
behavioral effects and the behavioral feedback effects are smaller than
the accounting effects, then changing to a more actuarial neutral system
will give us more than the labor gain. We can count this as an efficiency
gain.

A question is asked to what extent it is a bad policy not to have actuarial
neutrality at all. Beetsma replies that in the paper there is no optimal
debt policy or welfare concept applied. The paper looks at the compliance
with the SGP.

Oksanen adds that the model in the paper is a very partial model,

with only workers and a government. A lot of issues raised are topics

to be included in a next paper. With respect to the concept of actuarial
neutrality, they choose the world of this model because of the issue of
intergenerational fairness. Actuarial neutrality serves as a benchmark to
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which policy makers can choose to deviate from. The criterion of actuarial
neutrality is not exactly the same as the Musgrave criterion. Another
justification for this paper is that it serves as input for policy makers and
the public. Policy makers and the public often do not understand how
costly pensions are. We should therefore show them calculations and ask
them who should pay for the pensions. EU projections do not distinguish
between who is paying and who is benefiting. Pension reforms should
therefore be added into financial accounts.

73



PUBLICATIONS IN THE
PANEL PAPERS SERIES

1. Saving and investing over the life cycle and the role of collective pension funds
Lans bovenberg , Ralph Koijen, Theo Nijman and Coen Teulings

2. What does behavioural economics mean for policy? Challenges to savings and health
policies in the Netherlands
Peter Kooreman and Henriétte Prast

3. Housing wealth and household portfolios in an aging society
Jan Rouwendal

L. Birth is the sessenger of death — but policy may help to postpone the bad news
Gerard van den Berg and Maarten Lindeboom

5. Phased and partial retirement: preferences and limitations
Arthur van Soest and Tunga Kantarci

6. Retirement Patterns in Europe and the U.S. (2008)
Arie Kapteyn and Tatiana Andreyeva

7. Compression of morbidity: A promising approach to alleviate the societal
consequences of population aging? (2008)
Johan Mackenbach, Wilma Nusselder, Suzanne Polinder and Anton Kunst

8. Strategic asset allocation (2008)
Frank de Jong, Peter Schotman and Bas Werker

9. Pension Systems, Aging and the Stability and Growth Pact (2008) Revised version
Roel Beetsma and Heikki Oksanen

7



\

\

PENSION SYSTEMS, AGING AND
THE STABILITY AND GROWTH PACT

This paper addresses the link between two major European policy
issues at the heart of the macroeconomic debate: (1) coping with rising
public expenditures caused by population aging, and (2) the adherence
to the EU’s fiscal rules, notably to the provisions on public finances in
the Stability and Growth Pact (SGP) (as revised in 2005). The analysis is
concerned with the long-term sustainability of public finances. |
Although the SGP, especially after its revision in 2005, clearly aims to “ J
ease the financial burden to be shouldered by future generations, it
does not incorporate intergenerational equity explicitly and \

systematically. The simple model in this paper provides such a ‘ “ \
framework, based on the rule that generations that are identical in ‘ ‘
terms of demography (longevity and fertility) and retirement age
should face the same tax rate for the same level of benefits.
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