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The paper in general

The paper is highly relevant:
» Debt policies in an ageing world
 Transition towards more funding of pension schemes
 Raising the retirement age

Paper is broad:

« It tackles the question whether the Stability and Growth Pact
(SGP) hinders the transition from PAYG-financed schemes
towards pension schemes that are more funded

* It provides a lengthy discussion of different criteria for debt
policies, based on literature and actual policy rules

* It constructs and applies a GA model
Paper is differentiated in its policy implications

* It recognizes that optimal policy rules are difficult or even
impossible to find



Structure of discussion

Overview of EU debt policies

Proposal for debt criterion based on the principle of actuarial
neutrality

Alternative based on the weaker principle of sustainability of
budgetary policies

Does the SGP hinder the transition towards schemes that are
(partially) funded?

OLG model of pensions and health care
Health care

Final comments



Overview of the EU approach towards member
states' debt policies

EU Policy rules
» Maastricht Treaty 1991
o Stability and Growth Pact 1997
 Revision of the SGP in 2005

Projections of budgetary implications of ageing
* EPC (2001)
« EC (2006)



Overview of the EU approach towards member
states' debt policies Il

Overview nicely illustrates development over time
Little attention paid to question what has been the impact?

* In general, have EU policies been successful in curtailing
public debts of member states?

» More specifically, have the changes of rules had any effect
on (the development of) public debts?

This type of evidence is relevant as the authors propose to
incorporate the sustainability of public finances issue into EU debt
policies



Proposal for debt criterion based on the principle
of actuarial neutrality

The paper discusses how to assess the degree to which current
budgetary policy rules are unsustainable

» Based on generational accounting
» Based on freezing current policy rules

« All future values of public expenses and public revenues are
then condensed into one measure, the sustainability gap

First, the paper interprets the sustainability gap as an annuity
value

* Hence, it does not correspond to actual budgetary policies

* Indeed, paper stresses the great variety of policy reforms that
can be implemented in order to restore fiscal sustainability



Proposal for debt criterion based on the principle
of actuarial neutrality I

Subsequently, the paper interprets the sustainability gap as a
policy measure: the immediate and permanent change in the
primary surplus that should be made in order to restore fiscal

sustainability

The motivation is that this rule, called actuarial neutrality rule,
treats successive generations on an equal basis

This is similar or identical with the Musgrave criterion



Proposal for debt criterion based on the principle
of actuarial neutrality Il

| have two problems with the rule of actuarial neutrality:

The first is political: one may argue it is up to national
policymakers how to weigh the interests of different generations

» A strange outcome could be that a policy of raising the
retirement age is judged negatively, as it harms in particular
generations that are close to retirement

The second is how fairness should be operationalized:

» The paper takes a tax rate that is constant over time (note:
tax smoothing is not the same as actuarial neutrality in case of
rising longevity)



Proposal for debt criterion based on the principle
of actuarial neutrality IV

If future generations are richer, decreasing marginal utility of
income implies that future generations should pay more in order to
equalize after-contribution marginal utilities of income

Future generations inherit not only a public debt, but also a
variety of assets (physical and environmental capital (+ or -))

The paper argues that unemployment benefits and education
expenditure might be excluded from the actuarial neutrality
calculation as they are to the benefit of specific cohorts; this
underlines that it is not entirely clear which budgetary items should
be included in this actuarial neutrality calculation



Pension Reform

Does the SGP hinder the transition from PAYG-based pension
schemes towards schemes that are (partially) prefunded?

Idea is that privatization reduces the implicit pension debt,
allowing policymakers that conduct to the rule of actuarial neutrality
to lower the tax rate. As the reduction in expenditure occurs later in
time, the public debt temporarily increases. Thus, the SGP could
hinder a policy reform that may in itself be efficiency-increasing

The SGP recognizes this problem, but as the authors underline,
gives only partial compensation for this

As to the so-called efficiency gain of a funded scheme if the
economy is dynamically efficient:

* This gain does not exist. Absent distortions, the steady state
gain from a higher rate of return is exactly compensated by the
loss from transition generations who have to pay double; only if
the pensions of the generations who are retired at the time of
the reform, are reduced, there will be an “efficiency” gain



Pension Reform Il

Let us assume now that labour market distortions may make
such a move efficiency-increasing. The question again is: does the
SGP hinder the transition from PAYG-based pension schemes
towards schemes that are (partially) prefunded?

A faint answer would be: do not cut taxes before the increase of
the primary surplus sets in

 But: if the effects of policy reforms are highly uncertain, a
formal analysis could yield this result

Apart from that, | would agree. Supplementing the SGP with an
assessment of sustainability would in that respect be a good thing.
A sustainability approach is superior to the EU’s debt approach as
it accounts for both explicit and implicit debts and both are relevant

The problem with the sustainability approach is that implicit debts
depend on various economic variables that are highly uncertain.
This makes it much harder to quantify implicit debts



The GA model

The GA model in the paper is quite standard:

* It contributes taxes (and social security contributions) and
public expenses to different cohorts

The model operates under two regimes:

 The PAYG regime, that keeps public debt to GDP at its initial
level

* The regime of actuarial neutrality, that imposes an immediate
and permanent tax rate change such as to achieve fiscal
sustainability

The model plays with different assumptions on retirement age

A few remarks on the model:



The GA model Il

The time structure of the model;

* Is confusing. If people work from 20 to 65 and are retired
from 65 to 80, the model lets these people live to the age of
110, but gives the retired years a lower weight (1/3=((80-
65)/(110-65))).

» Gives biased results. Pension expenditure that in this
example occurs for 15 years, is spread over 45 years. Even if
expenditure is scaled appropriately, results will change
because the change in time structure affects the duration of
pension income flows.



The GA model Ill

For other reasons as well, 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 (labour income taxes, consumption
taxes), the development of which may differ greatly in an
ageing society

» The model does not account for economic behaviour. This is
strange as it denies that pension reforms may increase
economic efficiency by combatting distortions on labour and
capital markets

* The model equates the labour market exit age to the
retirement age. This is counterfactual and greatly exaggerates
the effects of raising the retirement age



Health care

The paper recognizes that health care, like pensions, can be
interpreted as a PAYG scheme that makes transfers from the
young to the old

Two remarks:

If | read correctly, death-related costs are taken to be a quarter of
total health care costs

» This seems way too high and biases downward the
implications of an increase in longevity

Health insurance is financed by taxes that are paid by both
workers and retirees. The paper argues that, therefore, actuarial
neutrality cannot be achieved in case of health care. This in
unconvincing as the government has available cohort-specific
taxes. (In this case, raise the tax rate on workers and transfer the
revenues from the pension to the health insurance scheme)



Final comments

It is a good thing that awareness of the ageing problem has
increased

It is also a good thing if information about the degree of
unsustainability of EU member states' debt policies is given a more
prominent role in future EU debt surveillance policies

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, |
would hesitate to substitute current rules for one based on the
principle of actuarial neutrality

Given the difficulties of assessing implicit debts, | would think
that rules based on the unsustainability of budgetary policies
supplement rather than replace current SGP rules



