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Abbreviations and symbols used

Member States

B Belgium

DK Denmark

D Germany

EL Greece

E Spain

F France

IRL Ireland

I Italy

L Luxembourg

NL The Netherlands

A Austria

P Portugal

FIN Finland

S Sweden

UK United Kingdom

WD West Germany

EU European Union

EU-12—- European Community, 12 Member States excluding East Germany
EU-12+ European Community, 12 Member States including East Germany
EU-15 European Community, 15 Member States

EUR-11 Group of 11 Member States participating in monetary union (B, D, E, F, IRL, I, L, NL, A, P, FIN)

Currencies

ECU European currency unit
EUR Euro

ATS Austrian schilling
BEF Belgian franc

DEM German mark (Deutschmark)
DKK Danish krone

ESP Spanish peseta
FIM Finnish markka
FRF French franc

GBP Pound sterling
GRD Greek drachma
IEP Irish pound (punt)
ITL Italian lira

LUF Luxembourg franc
NLG Dutch guilder

PTE Portuguese escudo
SEK Swedish krona
CAD Canadian dollar
CHF Swiss franc

JPY Japanese yen

SUR Russian rouble
uUsD US dollar



Other abbreviations

CPI Consumer price index

ECB European Central Bank

ECSC European Coal and Steel Community

EDF European Development Fund

EIB European Investment Bank

EMCF European Monetary Cooperation Fund

EMS European Monetary System

EMU Economic and monetary union

ERM Exchange rate mechanism

Euratom European Atomic Energy Community

Eurostat Statistical Office of the European Communities
FDI Foreign direct investment

GDP (GNP) Gross domestic (national) product

GFCF Gross fixed capital formation

HICP Harmonised index of consumer prices

ILO International Labour Organisation

IMF International Monetary Fund

LDCs Less developed countries

Mio Million

Mrd 1 000 million

NCI New Community Instrument

OCTs Overseas countries and territories

OECD Organisation for Economic Cooperation and Development
OPEC Organisation of Petroleum Exporting Countries
PPS Purchasing power standard

SMEs Small and medium-sized enterprises

VAT Value added tax
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1. Generational accounting in Europe:
an overview

Thomas Jagerg)(Bernd Raffelhiischerf)

1.1. Introduction already been decided on by that time. As we know, sev-
eral countries enacted tax and social security reforms
In 1996 the European Commission launched a round after 1995, some of them in connection with the
studies entitled ‘Generational accounting in Europe’. IMaastricht process. These reforms might well have
a first (pilot) study a unified method was developed ighanged the generational accounts significantly. In order
order to calculate comparable generational accounts forget an idea of the changes that could be expected due
the Member States of the European Union. In particulag reforms since 1995 some country studies include sim-
the pilot study identified and evaluated available statistiations of policy changes and reforms which were under
cal sources in the EU Member States. In addition, cordiscussion at the time the studies were being prepared.
plete generational accounts were calculated for three
European countries: Denmark, Germany and Spain. Generational accounts are sensitive to the economic sit-
uation prevailing in the base-year since the method
On the basis of the pilot study which was finished at thextrapolates important aspects of the economic situation
end of 1997 a second round of studies was launched(&ng. unemployment) into the indefinite future. The
1998. This time generational accounts were calculatetioice of the base-year might, thus, have a favourable or
for Belgium, France, Ireland, Italy, the Netherlandsadverse effect on generational accounts. For a complete
Austria, Finland, Sweden and the United Kingdomevaluation of the intergenerational stance of fiscal policy
Generational accounts, based on a uniform method, dreseems therefore desirable to calculate generational
now available for 12 Member States of the Europeaccounts on a regular basis.
Union. For the time being it does not seem possible to
enlarge the project to Greece and Portugal due to data
restrictions or standardisation problems, respectiily (1.2. Population ageing and budgetary
In the case of Luxembourg it is not advisable to under-  policy in EMU
take generational accounting since the tax and transfer
incidence assumptions on which the method is based &enerational accounting is an instrument for identifying
unlikely to hold for such a small country. the long-term implications of current fiscal and social
policy. Taking into account the future demographic
All 12 studies refer to the base-year 1995. For reasonsd#velopment, generational accounting shows which
data availability and so as to ensure full comparabilitgffects a prolongation of a given policy will have on the
between the studies it was not possible to base the anabx and transfer payments of living as well as future gen-
sis on a more recent year. When interpreting the geneeaations. In particular, generational accounts show
tional accounts it should therefore be kept in mind thathether the tax and transfer-policy of a selected base-
the results reflect the implications of the fiscal policy ofear can be maintained into the indefinite future or
1995 and those legal changes for later years which hatiether sooner or later adjustments will be necessary in
order to meet the government’s intertemporal budget
constraint. Generational accounting explicitly addresses

(1) Directorate-General for Taxation and Customs Union of the Europear]«I . .
Commission. the problems that demographic change can pose for fis-
(® Institut fir Finanzwissenschaft, Albert-Ludwigs-Universitat Freiburg. cal and social policy. However, some EU countries are

(3 Recently a Portuguese country study has been published, cf. Auerbach, Braga . . . .
de Macedo et al (1999). Despite the methodological differences used in tR®t yet fully preparing for the financial burden induced
generational accounting calculations and, presumably, in the underlying p i i i
ulation projection, which prevent ready comparability of the results, we wi(l’f9y popglat!on ageing. A pOSSIble reason could be tha’F the
refer to this study in our international comparison for the sake of informatiojuantification of these effects poses a number of diffi-
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culties. It is therefore important that studies quantifyingenerational account of a certain gender and age group is
these effects are carried out and brought to the attentidefined as the sum of discounted net tax payments that
of EU policy-makers. an individual of this specific gender and age faces over
the remaining life-span. It should be stressed up front
that, due to the forward-looking nature of generational
1.3. The generational accounting method  accounting, the accounts of existing generations cannot
be compared. The accounts of old people will look more
The starting point of generational accounting is thgyourable than those of middle-aged persons, given that
intertemporal budget constraint of the entire public seghe accounts of retirees do not contain many of the taxes
tor (for the sake of brevity we will usually speak of theynd social insurance contributions the active population
government). The constraint states that all present aﬁgs to pay. The generation born in the base_year is
future government expenditures (transfers, investmemgcorded over the entire life cycle and therefore exhibits
debt service etc.) must be covered either by governmefe most comprehensive generational account. From the
net wealth or by present and future taxes and socigvernment's intertemporal budget constraint we can
insurance contributions. All expenditures and revenuegw calculate the net tax burden of future generations as
are discounted to a base-year in order to make paymeatgesidual. However, we are interested in the net taxes
which occur at different points in time comparable.  paid by a representative individual of future generations
rather than the aggregate of future generations’ net taxes.
The basic message of the intertemporal budget constraiitorder to arrive at this figure it is assumed that (a) all
can also be stated in terms of current and future genefgture generations face the same accounts if these
tions’ net tax burdens. Specifically, government net deccounts are discounted to the time of their birth (and
must equal the sum of discounted net taxes (in a widggljusted for productivity growth) and (b) the ratio of the
sense, i.e. including all social insurance contributionghale and female account remains constant at its base-
paid by members of living or future generations. year level. These assumptions allow the calculation of
the account of a representative future individual. A gen-
The value of government net debt can be obtained frogfational imbalance exists if the accounts of a base-year
official statistics. In principle, this is also true for net tahewborn and the growth adjusted account of a future
payments although several adjustments and estimates g&@/born deviate.
necessary. By combining macro-statistics on govern-
ment's revenues and expenses with micro-statistics @bviously, the calculation of generational accounts
household income and expenditure, age-profiles are cedquires extensive and detailed data and a certain exper-
culated. These profiles show, for each gender and agse to adjust what is available from several statistical
group, the net tax payment (or transfer) of a representurces in an appropriate way. Moreover, assumptions
tive individual in the base-year. have to be made regarding the discount rate, the growth
rate and the demographic development. The standard
The next step in the calculation of generational accourdssumptions in the studies presented here are a discount
is to assume that the age and gender profiles of preseamtte of 5% and a real growth rate of 1.5%. These values
ly living generations will not change. For example, a 3Gare quite realistic. Nevertheless, all country studies
year-old man will, in 10 years, pay an annual amount @ficlude a sensitivity analysis which shows how the
net taxes which equals the net taxes paid by a 40-yegssults would be affected if other parameters were used.
old man today — taking into account, of course, produGuch alternative scenarios are indispensable since,
tivity growth in these 10 years. This assumption impliegnfortunately, generational accounts do not always react
that base-year fiscal policy is extrapolated into the indefe parameter changes in a way that might be expected
inite future. The only exception from this rule are thosmtuitively.
legal changes which have already been decided upon in
the base-year. The effects of these policy measures Bime demographic forecasts are based on data from
the development of age-specific payments are taken imational authorities and range over 200 years. Thereafter
account. Combining projected age-profiles with the prahe effects of fiscal policy, due to discounting, are
jected population structure one derives the rest-of-lifieeglegible. While demographic scenarios are described
net tax burden of living generations, an integral part of detail in the country studies, Table 1 gives dependen-
the government’s intertemporal budget constraint. They ratios for 1995, 2015 and 2035.
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Table 1

Demographic assumptions and dependency ratios in the EU, 1995-2035

Elderly Oldest-old Gross Life
dependency dependency fertility expectancy

1995 2015 2035 1995 2015 2035 1995 2015 1995 2015

B 39.0 45.3 60.5 11.2 15.6 21.8 1.6 18 79.8 81.1

D 35.7 47.3 69.2 10.8 17.4 24.1 14 1.4 78.7 81.1
B 31 41 745 111 170 262 13 13 805 824

F 37.1 46.9 62.2 11.3 17.0 24.9 17 17 81.6 83.2
RL 802 85 592 96 109 203 18 18 779 819

| 39.5 53.0 79.7 11.5 20.6 29.0 13 15 80.4 83.0
NL 305 436 653 96 129 286 15 17 803 80

A 34.7 42.3 66.2 10.7 14.1 22.4 14 15 79.0 81.6
AN 340 517 609 108 156 251 18 18 805 820

S 41.4 54.9 66.8 15.4 19.5 28.8 1.7 18 81.5 83.3

Clearly, there is an all-European ageing process for sordecade there is a significant double ageing process. In
countries even resulting in a doubling of the elderlfact, the proportion of oldest-old among the elderly is
dependency ratio until 2035. This is mainly due to lovincreasing. This is indicated by an increase of the oldest-
fertility rates in the past which are assumed to rise modid dependency ratio which significantly exceeds the
erately over the next 20 years. Since at the same timmespective increase in the elderly dependency ratio in
life expectancy increases by approximately one year paiost of the selected Member States of the EU.
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Graph 2: A comparison of generational accounts within the EU
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1.4. The generational accounts of living While the first two points to a great extent explain the

generations up-down-up movement of the curve, the actual amounts
of taxes paid and benefits received determine the curva-
1.4.1. General aspects ture and amplitude. Of course, discounting and the

demographic trend also influence the shape of the
Graphs 1 and 2 show, for the 12 EU Member States cQyjrves. Clearly, all factors interact and there is no simple

ered by this study, rest-of-life net tax payments by aggnd straightforward way of disentangling their relative
Note that a negative value illustrates a net transfer fropmportance.

the State to the individual, while a positive figure indi-

cates a net flow from individual to State. In order t9n most countries the accounts are, from the point of
make the absolute amounts comparable between the giew of the newborn individual, roughly balanced. Often
ferent countries they have been normalised by meanstfé newborn can even expect net transfer receipts. The
their 1995 per capita GDP. The common pattern can peesent value of imminent schooling and education
explained by: expenditure by the State which is, in this study, attrib-
uted to the young generation together with the strongly
(a) the fact that generational accounts are strictly fogiscounted old-age benefits more or less balance the
ward looking. Only the net taxes or transfers whickxpected tax payments during working age. As the
an individual of a certain age group will pay oryoung generation grows up, its members benefit less and
receive over his or her rest of life enter the accountigss from the educational expenditure while the period of
employment and tax payments approaches. Around the
(b) the usual tax and transfer pattern which benefits veage of 25 the generational accounts reach a peak since a
young and old people and taxes people during théarge part of the age group no longer profits from school-
working ages, and ing expenditure while the old-age transfers are discount-
ed too much to outweigh the imminent burden of taxes
(c) the discounting of future payments to the base-yealinked to employment or business activities.

4
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At approximately the age of 45 the tax and contributiowhile his Irish counterpart will receive not even half this
payments which the individual faces over the remainingmount.

lifetime are offset by old-age pensions, health care, and

similar transfers from the State. Around the age of 60 th4.2. Gender-specific features

65, i.e. the effective age of retirement, taxes are reduciﬂle enerational accounts of the Various ade arouns are
significantly and people start receiving various old-ag 9 ge group

benefits. At this stage of the life cycle generationalpﬂuencgd byam.ultitud(.e of factors, e.g. life expectancy,
accounts exhibit the highest negative value. WitEccupatlonal habits, retirement age etc. and, of course,

increasing age, the generational accounts approach z Yothe %t.?fte’sfﬁscal andMsougl poshcy. AIthoughh thesﬁ
again due to declining life-expectancy. actors differ from one Member State to another a

countries show significant similarities in the divergence

While the basic pattern of benefiting from schooling€tween male and female accounts.

expenditure, paying taxes during middle age and receiv- _
ing old-age pensions towards the end of one’s life igjl general, the male accounts are roughly balanced in

quite expectedly, the same in all 12 countries there dfény countries which means that a newborn male can
some remarkable differences in the amplitudes, peaR¥PeCt t receive as much in transfers as he pays in taxes
and break-even points of the curves. In Belgium ar@nd social insurance contributions. On the other hand the
ltaly, for example, the amount of rest-of-life taxes to pgenerational accounts for females exhibit negative net
paid by young persons is about 50% higher than in t@X payments (i.e. positive transfers) for the newborn
other countries and almost twice as high as in Irelan@€neration in all EU Member States. Thus, a significant
While in most countries the peak of rest-of-life net taxg&distribution in terms of gender takes place. Various
is reached in the mid-20s or even earlier, in Spain afi@ctors contribute to this result. First, the labour force

Sweden those around 30 years of age face the high@atticipation rate of women is lower than that of men in
burden. most countries and women work more often in part-time

jobs. Moreover, the earnings of women are, on average,
There are also differences in the age at which discountigaver than those of men. Of course, lower earnings also
tax and transfer payments break even, with Austria (i@sult in lower taxes and social insurance contributions,
the early 40s) and Sweden (at the age of 50) marking taed to the extent that transfers (especially old-age pen-
two extremes. Especially remarkable is the divergingions) are linked to contributions this also means that
generosity of old-age payments. A representative Italiamomen will receive lower transfers. However, as a result
retiree of 65 can look forward to receiving net transfersf a higher life expectancy, women profit from these
of around ECU 200 000 (discounted and normalisedijansfers six years longer than men, on average.

Table 2
Generational accounts of male and female newly born
(1000 ECU)
Average Male Female Difference

Belgium -29.1 -11.0 -48.2 37.2
Denmark -55.0 -18.7 -93.0 74.3
Germany -35.1 2.0 -74.2 76.2
Spain -123 6.4 -32.4 38.8
France -56.2 n.a. n.a. n.a.
Ireland =448 14.0 -25.0 39.0
Italy 11.0 34.2 -13.6 47.8
Netherlands -52.8 n.a. n.a. n.a.
Austria -17.8 8.1 -45.1 53.2
Finland -83.2 -60.3 -107.0 46.7
Sweden -99.0 -65.6 -133.8 68.2
UK -35.2 -10.5 -61.2 50.7
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The differences between male and female accounts aténs have to pay for these demands on future budgets.
also due to characteristics of the States’ tax and transfarfact, in many European countries there exist severe
systems. The more taxes and contributions are linkeditdergenerational imbalances between present and future
earnings the less redistribution between males agénerations.
females will be observed. On the other hand redistribu-
tion will increase with the extent to which transfer pay©ne way to express the intergenerational imbalance is to
ments are not linked to previous contributions but aompare the generational account of a newly (in the
given according to need. Finally, numerous specifibase-year) born with the account of a representative
transfers which are usually asserted by women, like, féuture individual. The absolute difference between these
example, maternity assistance, add to the redistributioaccounts constitutes the first indicator for intergenera-
tional imbalances used in this stud).(Since the
These general remarks are corroborated by the detaikdusolute amounts (which are calculated using the 1995
tables in the country studies which contain gender- (amtu exchange rate) are not directly comparable between
age-) specific splits of the main tax and transfers cateeuntries of divergent economic strength Table 3 (fifth
gories. Generally, these tables show that men pay higleedumn) also gives scaled accounts using 1995 per
income taxes and receive higher contributions-relatexdhpita GDP.
transfers. On the other hand women receive pension and
health-care transfers for a longer time. As can be expeépart from the absolute difference between present and
ed, the burden of indirect taxes is relatively equally diduture generations’ accounts the present study relies on
tributed over men and women. three further indicators for intergenerational imbalance:

) . (a) intertemporal public liabilities (IPL) or intertemporal
1.5. How to measure the intergenerational debt:

stance of fiscal policies

In all 12 countries in this study apart from Italy the net-

tax payments of the newborn are negative. This means

that these generations are more than compensated(lbgs has been pointed out earlier, the results of the Portuguese country study
. K re not directly comparable to results from the present project. However, a

educational expenditure and old-age transfers for the, tentative comparison might nevertheless be drawn with respect to the
H H i absolute difference in generational accounts. According to the country study

often hlgh’ tax burden t,hey face durmg Workmg_ age. by Auerbach, Braga de Macedo et al (1999), which does not treat government

Consequently, the question arises whether there is a netonsumption as a transfer, this difference amounts to about ECU 25 000 if

demand of currently Iiving generations and. if this is the education expenditure is regarded as a transfer, and about ECU 30 000 if it is

. . " not. This would place the intergenerational stance of the Portuguese fiscal
case, who is stuck with the bill? Of course, future gener- policy somewhere between the Belgian and the Dutch ones.

Table 3

Generational (im)balances in Europe

GA 1995 GA 1996 Absolute Absolute IPL (% Increase Increase
difference, difference, of GDP) future taxes all taxes
1000 ECU scaled ECU (%) (% of GDP)
B -29.1 -16.9 12.2 11.1 18.8 6.7 0.6
DK -55.0 -12.6 42.4 30.9 71.2 20.3 2.3
D -35.1 82.6 117.7 96.0 136.0 58.9 4.7
E -12.3 62.0 74.3 124.5 151.9 106.5 51
F -56.2 -7.7 48.5 44.2 81.3 33.8 2.6
IRL -4.9 -6.7 -1.8 -25 -4.3 -1.7 -0.1
| 11.0 76.8 65.8 82.4 107.3 53.2 4.0
NL -52.8 -125 40.3 37.5 75.9 25.1 25
A -17.8 119.4 137.2 114.8 192.5 82.7 6.5
FIN -83.2 71.6 154.8 149.3 253.2 91.5 8.8
S -99.0 36.1 135.1 122.8 236.5 74.0 7.6
UK -35.2 29.8 65.1 94.7 184.8 74.0 6.0
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(b) the change in the tax burden of future generatiotiax increase, they will also be identical thereafter.
necessary to balance the government'’s intertempo@bnsequently, the second thought experiment not only
budget constraint; satisfies the government’s budget but at the same time

warrants that burdens are shared equally by presently

(c) the change in the tax burden of future and presdliving and future generations. At times, the previous
generations necessary to balance the governmengigperiment is formulated slightly differently. Instead of
intertemporal budget constraint and, at the same timasking which increase in taxes on present and future gen-
balance present and future accounts. erations is necessary to balance the budget constraint, it

is asked which transfer cut leads to a sustainable fiscal

The starting point of all three indicators is the followingolicy. As can be expected, the effects of an increase in

thought experiment: ‘What would happen to the intettaxes and a cut in transfers on the accounts of present

temporal government budget constraint if future gengenerations differ strongly. While the former mainly
rations faced the same fiscal policy as the newborn bagsgfects the young and middle-aged the latter mainly hits
year generation?’ To answer this question the aggregaite old.

net tax burden of future generations is not calculated as

a residual (see above) but, in analogy to currently living should be emphasised that these indicators must not be

generations, by multiplying the population’s age distrimisunderstood as policy recommendations. If the gener-

bution in future years with base-year age-profiles. If thational accounts show that an increase of x% in current
intertemporal government budget constraint does nahd future taxes would restore generational balance this
hold, present fiscal policy is unsustainable and presegides not mean that such an increase should be enacted.
generations live at the expense of future generations. Indeed, in most European States tax cuts instead of tax
increases seem to be called for. Were taxes indeed raised

The residual necessary to balance this constraint is calledthe extent that is indicated, strong negative repercus-

‘intertemporal public liabilities’ and reveals all uncov-sions on the economies concerned might be the result

ered demands on future budgets. Although similar to thg\d the intergenerational situation could even be aggra-

notion of public debt, it should not be confused with conzated. Whenever 1995 fiscal policy disfavours future
ventional government debt which is constituted by bangenerations, restoring fiscal balance requires a mix of

loans, government bonds etc. and, for this reason,\igrious policy measures taking into account the coun-
legally enforceable. Moreover, it should be kept in mingry’s specific circumstances.

that intertemporal public liabilities as discussed here
constitute a net debt whereas common government debt
statistics (and, for example, the Maastricht criterial.6. Generational imbalances in Europe
provide gross figures.
The study ‘Generational accounting in Europe’ found
Positive intertemporal public liabilities indicate that thghat the 1995 fiscal policies created generational imbal-
intertemporal budget constraint does not hold. Of coursafces in all countries but Ireland. For Belgium (and with
this can only be the case in arithmetic terms and not §ome qualifications also for Denmark and the Nether-
reality. At some point in time there must be a change lands) the imbalances might be regarded as comparative-
fiscal policy. This idea is exploited in deriving two fur-ly small. For the other eight countries covered by the
ther indicators of fiscal imbalance. study, however, the present fiscal policy in conjunction
with demographic trends will, if no corrections are made,
The first is the percentage increase in future generatiorigad to a redistribution to the disadvantage of future gen-
taxes necessary to satisfy the government’s intertemrations.
poral budget constraint. Note, that this is exactly the
thought experiment underlying the calculation of futurés explained earlier, intergenerational imbalance is indi-
generations’ accounts. The second is the percentatged by a positive amount of intertemporal public lia-
increase in taxes borne by both living and future generbilities (IPL). Only in Ireland does there exist a small
tions that will balance the government budget. Given ‘atertemporal wealth’. For the other countries the ratio
broader tax base the percentage increase will of couddPL to GDP ranges from 18.8% (Belgium) to 253.2%
be smaller in the second case. Furthermore, since futiénland). IPL can be thought of as consisting of explic-
and present generations’ burdens are identical before thgovernment debt, i.e. the figure which can be derived
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Table 4

Reasons for intergenerational imbalance

Intertemporal public liabilities

Baseline Explicit debt =0 No demographic change
B 18.8 -1034 -52.0
DK 712 11.7 4.2
D 136.0 78.3 -111
E 151.9 88.7 37.6
F 81.3 45.7 48.3
IRL -43 -76.4 -27.6
| 107.3 1.3 -87.3
NL 75.9 11.3 -22.9
A 192.5 142.7 67.7
FIN 253.2 261.6 114.1
S 236.5 199.8 154.5
UK 184.8 133.6 144.8

from official statistics, and implicit government debt, theJnited Kingdom) we observe an explicit debt which is
difference between IPL and explicit government debt. lhcreased by an even bigger implicit debt. In Denmark,
is of some interest to have a closer look at the size lbély and the Netherlands the implicit debt is compara-
explicit versus implicit debt (Graph 3). In six casesively small and does not significantly change the situa-
(Germany, Spain, France, Austria, Sweden and tlien as assessed by the official debt figures. In the cases

Graph 3: The composition of intertemporal public liabilities (IPL)
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of Belgium and Ireland a relatively high official debt isplus which has been increased to almost 6% of GDP in
largely or even totally balanced by a redistribute policthe late 1990s. If a similar policy will be conducted in the
in favour of future generations. Finland is in a unique sifuture a substantial reduction of explicit government
uation as a small positive official government net wealttiebt can be expected.
is offset by a high implicit debt. In sum, explicit and
implicit debt result in the highest IPL in Europe. Like most of the other European countries Belgium is
facing an ageing problem. But although the demograph-
Implicit debt or intertemporal public liabilities are rela-iC Situation is presently somewhat worse than in other
tively abstract measures since they are counterfactuguntries it is forecasted to improve in relative terms
The increase in taxes which future generations will fac@/er the next decades. The explicit debt is so high, how-
if the fiscal adjustment is completely up to them might b@Ver. that its importance overshadows the great influence
a more illustrative indicator for fiscal imbalance.0f demographic factors. This becomes obvious when
Without changes for present generations in Spaifontrasting the'followmg hypothetical experiments. If
Austria and Finland the tax payments of future generf® demographic structure of 1995 remained constant
tions will have to double. In Germany, France, Italycurrent fiscal policy would yield a substantiall intertem-
Sweden and the United Kingdom future tax increasé¥ral wealth of more than 50% of GDP. But if the high
range from around 55 to 75%, and in Denmark and tfPlicit government debt is set to zero current fiscal pol-
Netherlands tax payments will increase by about 209%Y even implies an intertemporal wealth which is twice

In Belgium the increase will be comparatively moderat@s nigh as that.
(6.7%) and in Ireland future generations will even p

less taxes. a¥he primary budget surpluses resulting from today’s fis-

cal policy generates an implicit government net wealth

0 . ;
If present generations do not want to leave the burden,?ﬂffmore than 100% of GDP. The Belgian State achieves

fiscal adjustment solely to their descendants, present ae N generational terms, rather favourable result by

well as future taxes might be increased. In line with th%usttIng a tax burden on the presently productive (tax

- : . i lati hich h i
other indicators it turns out that only relatively moderatgaymg) population which, compared to other countries,

adjustment would be necessary in Belgium, Denma#ﬁ among the highest for men and exceptionally high for

. men (note that the latter might be a statistical artefact
and the Netherlands (around 1 to 2 percentage pomtsw? ( '9 ST

GDP). In most countries the increase necessary f{)cirje to the missing of gender-specific profiles for several

tori tional bal : d4 t xes and transfers). On the other hand transfers to the
restoring generational bajance 1S aroun Percentagiy are similar to those in other countries. Thus, current-

pomlts chj Gt?]P’r'P ﬁ\usttrl_a aEnd Sweden, ;\{hotse ta? quz&a living generations are already providing the funds
IS already the highest In Europe, an adjustment WO, \ypich a major part of the existing public debt can
require an increase of more than 7 percentage points agb repaid in the future

in Finland even 8.8 points. In Ireland, on the other hand,

the tax quota could even be marginally reduced. Qfespite a favourable economic performance in recent
course, similar reductions or, in the case of Irelancgi,ears which has substantially reduced unemployment
increases in the public expenditure to GDP ratio are pognd contributed to the consolidation of government
sible to restore generational balance and in many coukficits, generational accounting indicates that fiscal pol-
tries the strategy of reducing the public sector might, igy in Denmark is generationally imbalanced. Inter-
fact, work out more efficiently. temporal government finances are in comparatively good
shape though. According to Jensen and Raffelhiischen
Belgium has the highest explicit debt among the 1fhe difference between the lifetime net tax burdens of a
countries covered by the study (note again that the defiase-year-born agent and a representative member of
nition of this debt is not equal to the Maastricht criterifyture-born generations amounts to ECU 42 400. An
on). However, taking into account the long-run implicaimmediate raise of the tax quota by 2.3 percentage points

tions of the 1995 fiscal policy changes, the prospecs§ GDP is projected as sufficient to restore fiscal
change completely, as Dellis and Luth found in theiustainability.

generational accounts for Belgium. Since the early 1980s

Belgian governments have tried to cut back the higbnder status quo conditions, intertemporal public liabil-
national debt incurred in the decades before. As early iies in Denmark total 71.2% of GDP, the larger part
1984 fiscal policy in Belgium resulted in a primary sur{59.5% of GDP) of which consists of net debt accumu-
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lated prior to the base-year 1995. Only 11.7 % of GDP igvels even redistributes to the advantage of future gen-
added by maintaining the 1995 tax and governmeetations, who could pay 3.1% less taxes without violat-
spending levels. As in most EU Member States, the cung the intertemporal government budget.

rent demographic situation in Denmark is advantageous

regarding the revenue and spending situation of goverhbe identification of separate generational accounts for
ment budgets. Therefore, supposing that the 1995 denfge statutory pension, health care and long-term care

graphic structure could stay unchanged, intertempor@isurance shows that in Germany social insurance
public liabilities fall to 4.2% of GDP. schemes, accumulating implicit liabilities amounting to

114.3% of GDP, are the main source of overall intergen-
The generational accounts presented for Denmark aational imbalance. In order to achieve intertemporal
special regarding the oldest-old (aged 80 or above) wigenerational balance, contributions to social insurance
are projected to receive considerably higher net transfexgheme systems need to be increased immediately by
than in other countries. This result is mainly due to th24.5%, or, alternatively, transfers paid need to be cut by
age distribution of health-care transfers, which are palt9.6%. Arguing that the implementation of such extreme
ticularly high towards the final years of life. Since theneasures is associated with undesirable macroeconomic
data base underlying the Danish generational accountgégercussions, the authors recommend a policy mix that
better than usual regarding the fiscal position of the oldgaises parts of the required funds by cutting benefits, and
est-old, one might conclude that other countries woulgarts by raising contributions. Immediate policy adjust-
exhibit similar results, if more profound age-related fisments are equivalent to a partial funding of social insur-
cal data were available. ance benefits. Budgetary surpluses during the first years

of low old-age dependency serve to accumulate social
Policy tests of fiscal sustainability in Denmark shownsurance wealth which are decumulated when benefit
that, if the positive economic development of the firstlaims start increasing due to population ageing.
half of the 1990s continues, rising tax revenues and
falling unemployment and social transfers might entaBonin, Raffelhiischen and Walliser also show that gener-
the possibility of redeeming a high share of governmeational net tax burdens in Germany have been altered by
liabilities within a relatively short period, which would German unification. According to their estimates, the
improve intergenerational balance significantly. Moreunification-related life-cycle tax burden for a man and
over, the findings of Jensen and Raffelhiischen sugg®siman born in the base-year equals ECU 13 900 and
that a gradual increase of standard retirement age is peGGU 9 800 respectively. The generational accounts sug-
haps sufficient to accumulate implicit governmengest that the unification burden is particularly large for
wealth, which can be used to redeem explicit goveryoung cohorts in the labour force while being small for
ment liabilities, thereby reducing intertemporal genergensioner cohorts, because government transfers to the
tional imbalance. East are mainly financed by increases in labour-related

taxes and contributions.
The generational accounts f@ermany prepared by
Bonin, Raffelhiischen and Walliser measure intertemp@a their study on Spain, Berenguer, Bonin and
ral public liabilities totalling 136.0% of 1995 GDP, onlyRaffelhiischen measure intertemporal public liabilities
57.7 percentage points of which are explicit. In order tamounting to 151.9% of GDP, less than one half of
finance intertemporal public liabilities, future taxpayeshich are explicit. A rise in present and future taxes of
generations are projected to pay 58.9 % higher taxes thif13 or 5.1% of GDP is shown to be necessary for ren-
present generations. Alternatively all tax payments, preering fiscal policy sustainable. If only taxes paid by
sent and future, need to be increased by 4.7 percentégire generations are used to meet the intertemporal
points of GDP. Without immediate corrective measureslebt, a tax increase by 106.5% is required. The latter
future generations are projected to face ECU 117 708dicator shows the highest value among the countries
higher lifetime net tax burdens than agents born in thecluded in this study, partly due to the comparatively
base-year. This difference in the accounts — partly dlew tax quota observed in the base-year 1995 when gov-
to explicit government debt — is to a major degree dusrnment deficits in Spain reached a peak. Recent bud-
to projected demographic ageing. If, as a counterfactugdtary consolidation efforts made by the Spanish gov-
experiment, the 1995 population structure in Germany &nment might have improved fiscal sustainability
assumed constant, maintaining current tax and transfemmpared to the baseline results presented.
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Generational imbalances in Spain appear mainly thveould have been by two-thirds higher, amounting to
result of severe demographic ageing. If generation&B6% of GDP. However, the reform applied only to pen-
accounts are constructed employing a constant 198fn schemes for private sector employees. Had it been
population structure, intertemporal public liabilities arextended to cover the whole aggregate of pension expen-
significantly lower than under base case conditiongliture, the intertemporal public liabilities could have
Nevertheless, overall intertemporal debt still amounts tzeen reduced to 33.5% of GDP. As that roughly corre-
30.2% of GDP. sponds to the explicit net debt, this implies that implicit
liabilities could have been eliminated.
Berenguer, Bonin and Raffelhiischen test a range of poli-
cies for their potential to mitigate intertemporal generaFhe French country study also analyses the effect of the
tional imbalance of government finances in Spain. Th&uppé Plan, a major reform targeted mainly at reducing
generational accounting viewpoint suggests that thibe fiscal pressures arising from the health system. This
1997 social security amendments hardly have any effqain consists of a variety of measures. Apart from emer-
on the intertemporal public budgets. Neither the transfgency measures to consolidate the social insurance sys-
of health-care finance to the federal budget, nor the gragm, i.e. increases of taxes and contributions and cuts in
ual cut in primary pension insurance amounts are likegpending, it comprises structural changes which may
to improve fiscal sustainability to any sizeable extent. have more far-reaching effects in the long term. Unfortu-
nately, these structural measures, as, for example, intro-
Finally, the authors evaluate the potential gains fromucing market elements and competition into the health-
effectively banning tax evasion, and from increasingare sector, cannot presently be integrated in the
labour market participation of women. Using what mighggenerational accounting framework with a sufficient
be considered as a rather optimistic design of the potategree of reliability. In order to indicate the long-term
tial tax and transfer effects, it is shown that either strateash effects of the Juppé Plan, one of the policy experi-
gy might reduce intertemporal public liabilities by abouments assumes that the emergency measures will be
one third. maintained in the long run. If this were the case,
intertemporal public liabilities could be reduced to
The country study forFrance by Crettez, Feist and 5g.79% of GDP.
Raffelhiischen indicates overall intertemporal public lia-
bilities amounting to 81.3% of GDP. The larger part ofhus, although recent measures already significantly
this (45.7% of GDP) is only revealed by generationaiproved the intergenerational stance of fiscal policy in
accounting. In order to achieve an intergenerationallyrance, future generations are still at a disadvantage. The
sustainable situation taxes paid by future generatioparrent recovery of the French economy may offer an
would have to be raised by 33.8%. Alternatively, thepportunity for tackling longer-term problems by more
intertemporal public liabilities could be covered byfar-reaching reforms in pension and health insurance.
increasing all taxes for present as well as future genera-
tions by 2.6 percentage points of GDP, or to lower alh their accounts foltaly Franco and Sartor identify a
transfers by the same quota. severe ageing problem in the Italian society. As a result
of this the 1995 fiscal policy implies intertemporal pub-
A person born in 1995 can expect to obtain a net transta liabilities of 107.3% of GDP. As the explicit net debt
of ECU 56 200 from the public coffers, whereas futurés comparatively high at 105.9% of GDP, implicit debt
generations will only receive ECU 7 700. As the studynakes up only a rather modest 1.4 percentage points. If
shows, the present explicit government net debt dfie burden was fully passed on to future generations,
35.6% of GDP and the ageing of the population armese would have to pay 53.2% higher taxes than their
equally responsible for this imbalance. ancestors. Alternatively a 9.7 % increase of present and
future taxes, i.e. an increase of the tax to GDP quota by
As the authors show, the 1993 pension reform whicho percentage points, would be sufficient to cover the
aimed at increasing retirement age, indexed pension béiapilities. The same result could be obtained by a cut in
efits to consumer prices instead of wages and lowerednsfer payments of about the same magnitude.
the replacement rate by relating pension benefits more
closely to average life-time earnings, has already been Although the high explicit debt already poses an impor-
important move towards intergenerational balancéant obstacle to achieving generational balance in ltaly,
Without the reform the intertemporal public liabilitiesthe ageing problem distorts generational accounts even
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more. In the baseline accounts future Italian newborfi$erefore the Irish generational accounts are calculated
will pay ECU 65 800 more in taxes than the representéor a variety of demographic scenarios. However,
tive current newborn. If the explicit debt is assumed to BdcCarthy and Bonin find that the sustainability results
zero the difference between present and future geneeaae robust for different developments of the Irish popu-
tions is a mere ECU 800. However, if the populatiofation.
structure remained constant for the indefinite future, the
1995 fiscal policy would even favour future generationdespite impressive economic growth during the last
They would have to pay ECU 47 500 less than preset¢cades Irish citizens still received more net transfers in
generations. 1995 from the EU than other Europeans. Claiming that
this development is unlikely to continue in the future, the
To alleviate the ageing pressure on the public pensidrish study investigates the intertemporal generational
system ltalian governments enacted two reforms in tlmpacts which might result from a possible reduction in
first half of the 1990s: the 1992 ‘Amato reform’ and thé&eU transfers from the Structural Funds. It becomes
1995 ‘Dini reform’. In order to appreciate the long-rurapparent that the intertemporal government wealth of the
differences between the reformed pension system and these-line scenario depends largely on the EU transfers.
former one Franco and Sartor calculated the generatioffalfor example, EU transfers were eliminated by 2020,
accounts that would have prevailed in 1995 if at that timmaintaining base-year tax and spending levels entails
the relatively recent reform had already been fully matuiatertemporal liabilities totalling more than 40% of
and contrasted them with a hypothetical ‘no-reform’ scesurrent GDP.
nario. It turned out that if the reforms had not been enact-
ed 1995 intertemporal liabilities would have amounted tBlowever, reductions in EU transfers will not necessarily
181.4% of GDP instead of 107.3%. If, on the other harldad to intergenerational imbalance in Ireland. Although
the reforms had already been fully mature in 1995, tffemale participation in the labour market has been
intertemporal public liabilities would have turned into neincreasing over the last years, McCarthy and Bonin
assets of 45.8% of GDP. Despite this relatively positivargue that there would still be room for a further
evaluation of the reforms Franco and Sartor found thatircrease, resulting in higher tax revenue per capita. In
more decisive transition to the new system than the oaddition, projected increases in the productivity of the
that was actually legislated would have improved integovernment sector which are envisaged in official gov-
generational balance even more. ernment plans might help to finance losses in EU trans-
fers. Finally, keeping to the current practice of inflation
Although explicit base-year government debt is the thirthdexation of pensions might help in preventing inter-
highest among the EU Member States)and is the generational fiscal imbalance.
only country where maintaining base-year tax and
transfer levels are projected to redistribute consumptidrhe generational accounts filne Netherlandspresent-
possibilities to the advantage of future generations. Tk&l by Bovenberg and ter Rele identify intertemporal
aggregation of prospective government deficits (and sypublic liabilities of 75.9% of GDP, which is the fourth
pluses) under status quo conditions leads to negativavest intertemporal debt among the countries covered
intertemporal public liabilities, or intertemporal publicin the present volume. Unlike other countries faced with
wealth amounting to 4.3% of GDP. According to theunsustainable public finances (with the exception of
findings of McCarthy and Bonin this generationallyDenmark), the major share of intertemporal public liabil-
almost balanced outcome is the result of a comparativiies was already explicit in the base-year. Implicit liabil-
ly favourable demographic development, in combinatioities accumulated in the future, according to the genera-
with high transfer payments from the European Uniortional account projections, total only 11.3% of base-year
In the base-year 1995, old-age dependency in Irela@®DP in the Netherlands. Under status quo conditions,
was lower than in all other EU Member States. Evesustainability of fiscal policy is achieved by a uniform
though the ratio is projected to rise in Ireland, too, thenmediate tax increase, raising aggregate tax revenue by
relative demographic advantage is likely even to increagb % of GDP. If the fiscal adjustment is levied on
over the next decades. future-born agents, their tax payments need to be
increased by 25.1%. Compared to other EU Member
The demographic situation in Ireland is more influence8tates, the policy adjustments necessary to meet the
by migration than is the case in other European Statéstertemporal government budgets appear rather moder-
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ate. However, judging this result, it has to be consideredst-of-life tax burden which is faced by those aged 20 is
that the initial tax to GDP ratio in the Netherlands isomparatively low.
above the EU average.

Population ageing is not more pronounced in Austria
Although explicit debt constitutes almost 85% ofhan in other European States. Still, if the demographic
intertemporal public liabilities, in the Netherlands ageingtructure of 1995 were held constant implicit public lia-
effects also seem to be the main determinant of intergghilities would be reduced by almost 65%. In the case of
erational fiscal imbalance. Given the hypothetical scédustria the problem is not just an ageing population but
nario of an indefinitely constant base-year age structur@g€ing in connection with a rather generous system of
the continuation of current fiscal policy, accumulatinghtitlements.

1 I I 0,
intertemporal public wealth totalling 22.9% of 1995I order to fulfil the fiscal criteria of Maastricht a ‘con-

GDP, even redistributes consumption possibilities to tha Orde . . .
advantage of future generations. solidation package’ was legislated in 1996. About 2/3 of

the package’s total volume (about ECU 33 billion) are to
Acknowledging that the conventions set for the preseP1fE saved by expen<_j|ture cuts, 1/.3 are to be 9‘?‘”3" by tax
[icreases. The savings are achieved by efficiency mea-

cross-country study in some respect do not accurate'x .
: 2 sures in the government sector, moderated payments to
design specific features of the Dutch economy, Boven-

berg and ter Rele also provide a more specific count pvernment employees, and by tightening the eligibility

. o o . r social insurance transfers. The tax increase is
scenario, considering the capitalised finite revenuge

ﬁ,]hieved by reductions in income tax allowances as well
stream from natural gas resources as government wealth, . :
S higher advance payments for the income tax and sev-

and taking into account a likely future increase in femal% : -
S . eral other measures. Integrating the consolidation pack-
labour force participation. The effects of these adjusg—

ts. toaeth th . i diust ge in the generational accounting calculations reduces
ments, together with some minor policy adjus menEublic liabilities to 27.3% of GDP. However, the authors

a_llr_nost cancel out in t_he g(_eneratlpnal acc_ounts for t f the country study warn that it might not be possible to
living. However, sustainability of fiscal policy appears, Jintain the huge effort undertaken to meet the
easier to achieve in the modified scenario, mainly due i9

. aastricht criteria permanently.
a more favourable evaluation of natural gas resources.

The case ofFinland, analysed in the study by Feist,
According to the country study féwstria presented by Raffeln Uschen, Sullstom and Vanne, is unique. As the
Keuschnigg, Keuschnigg, Koman, Lith and Raffelpnly country in this study, Finland exhibits a small gov-
hischen the Austrian ImpIICIt debt of 142.7 % of GDP iérnment net wealth. However, this is offset by an out-
the third highest of the countries presented here, sitandingly high implicit debt, amounting to 261.6% of
passed only by the two Nordic welfare states Finland aggbp. In sum, the intertemporal public liabilities make
Sweden. Without corrective measures future generatiogg 253.2% of GDP. In order to close this sustainability
will face a tax burden that is 82.7 % higher than what thgap, taxes for future generations would have to be
present taxpayer has to pay. increased by 91.5%, which would result in an absolute

difference in generational accounts between current and
Responsible for the considerable intergenerational redfgiture newborns of ECU 154 800. The substantial imbal-
tribution are the generous Austrian social insurancgnce is to a large extent a result of the low average retire-
schemes and, in particular, old-age benefits which asgent age in Finland (58 years) as well as of relatively
organised on a pay-as-you-go basis. In the base-ygmherous age-related government services concerning
1995 the Austrian maximum replacement rate of 80%ealth and welfare in combination with the ageing of the
was among the highest in Europe. A further characteriginnish society. The amount of net transfers that a retiree
tic of the system is a large portion of disability and earlground 65 can expect to receive for the rest of his life in
retirement pensions. In 1994, the actual retirement agénland is only surpassed by the payments to retirees in
was 58.5 for men and 57.1 for women. Indeed, in Austrigustria and Germany. However, in these countries the
generational accounts of present generations already tut tax burden for those around 25 is much higher too.
negative (from net rest-of-life taxes to rest-of-life transOn balance, a newborn person in Finland can expect a
fers) around the age of 41. Moreover, the maximum ofet transfer for his/her entire lifetime of ECU 83 200 —
rest-of-life transfer payments in Austria is the highesinly Swedish babies are welcomed into this world with
among the 12 countries in this study while the maximummore generosity by the State.
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The demographic forecasts for Finland are not the wonsbuld be substantially reduced by 82.0 percentage points
in Europe. Still, keeping the demographic situation of thef GDP. Since there would still remain a substantial debt
base-year constant yields a reduction of the intertempaf 154.4% of GDP the main problem in Sweden seems
ral public liabilities from 253.2 to 141.1 percentageo be of a structural nature. The relatively generous
points of GDP. Although this reduction seems impresSwedish welfare state is not designed to cope with long
sive it shows that the 1995 fiscal policy in Finland wouléind persistent unemployment as implied by the projec-
even be unsustainable without an ageing population. tions.

However, as Feist, Raffelhlischen, Sullstrom and Vanrg,e study presents three policy simulations which are
emphasise, the Finnish baseline results should be takg§Rrently under discussion in Sweden. In 1998 a pension
with a pinch of salt. The choice of the 1995 base-yeaform was undertaken aimed at increasing incentives to
met Finland almost at a peak of unemploymenhosipone retirement. One experiment calculates the
Projecting the corresponding fiscal situation into thgftect of a further tightening of the reform which would
indefinite future may draw an inappropriately bleak picpe gyfficient to delay retirement for two years. Although
ture. Taking into the consideration the decrease in Uneky more years of tax and contribution payments and a
ployment observed until 1998 lowers intertemporal p”lﬁelayed reception of pensions would increase the net
lic liabilities to 238% of GDP. If unemployment COUIdpayments by the working population the overall effect

be further reduced to 7 to 8% until 2005, intertemporgo 4 not significantly improve intergenerational bal-
public liabilities of 208.4 % would result. ance.

The Finnish ntry st resents thr li ti :
© sh country study presents three policy optio n the other hand a second experiment shows that a

which might help to alleviate generational imbalance: Rercentage point budget surplus which is kept over the

increase of the average retirement age to 63 by 2015; . . . :
increase of the total contribution rate from 20.6% t3o> eSS cycle until the explicit debt is completely paid
pack would significantly reduce public liabilities.

30% by 2035; and, thirdly, a gradual cut in all public se : . ) .
vices by 20% until 2010. The simulations show that nerendmg on whether the surplus is achieved by higher

single measure would be sufficient to achieve gener?—é(gi/or b39’ Ié):)//verftrsagi‘ers, the erlt could be reduced to
tional sustainability. Even if all three measures werg0-270 Or 9.3% 0 » respectively.

combined, positive public liabilities of 42% of GDPS_ h _ ) in Swed hat in th
would remain. However, if the reduction in unemploy- ince there Is growing concern in Sweden that In the

ment observed until 1998 is taken into account, the coé'r’-tu_re more young people m|ght leave t_he country to
bined policy experiments would reduce the intertempor&V0ld the high tax burden a third scenario assesses the
public liabilities to 23.7% of GDP. With the optimistic effects of youth emigration (i.e. an annual emigration of
assumption that the employment situation continues ?o% of the _25-year-o|d)_ A_Ithough young peopl_e_ are the
improve until 2005, the combined measures would full{&n contributors to public funds and, in addition, are
regain intergenerational balance and even result in"3°re fertile, the adverse effects on future generations
small intertemporal wealth. turn out to be almost negligible.

In many respects the situationSwedenis similar to the According to the findings presented by Cardarelli and
one in Finland. In Sweden, too, implicit debt is very higipefton the intertemporal public liabilities in thinited
(199.8% of GDP) while the explicit debt is comparaKingdom amount to 184.8% of GDP, although the
tively low, if not negative as in Finland. According to thenitial government net debt, worth 51.2% of GDP, is
generational accounts calculated by Lundvik, Lith aneelow the European average. To meet the intertemporal
Raffelhiischen a future Swedish taxpayer might facelbmdget constraint, taxes levied on future generations
tax-load 74% higher than the present one which ieed to be increased by 74.0%. Alternatively, an im-
already the highest in Europe. mediate uniform tax rise totalling 15.7 % of tax revenue
(or 6% of GDP) is found necessary.
Due to its comparatively low level of 36.7 % of GDP the
official net debt is not considered the main source ¢¢ompared to other EU Member States, demographic
intergenerational imbalance in Sweden. If, on the othegeing has started early in the UK so that old-age depen-
hand, the present demographic structure remaindéncy develops rather favourably during the next
unchanged in the future, intertemporal public liabilitieslecades. As a consequence the adverse impact of demo-
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graphic ageing on fiscal sustainability seems less stroetudy, the measures suggested by the Pensions Green
than in other EU Member States, as a comparison of tddaper of 1998, not yet incorporated in the calculations,
counterfactual experiments suggests. Without base-yessem useful to move public finances in the United
debt intertemporal public liabilities amount to 133.6 % oKingdom closer to sustainability.
GDP, whereas without future demographic changes,
intertemporal public liabilities remain as high as 144.8%
of 1995 GDP. Annex: An example of four indicators for
intergenerational (im)balances
Cardarelli and Sefton point out that the unfavourable
sustainability result derived under the standard cofhe four indicators described in Chapter 1.5 can be illus-
ditions set for this study is perhaps misleading. In ordérated by the following stylised example of a stationary
to ensure cross-country comparability, the base caseonomy in which each generation lives only one year
generational accounts for the United Kingdom emplognd where all generations have the same size. Before t
the assumption that welfare benefits grow in line witho government activity existed and thus there is no
earnings in each future year, which builds in a policgxplicit government debt. At the beginning of their lives
change in what are supposed to be status quo projectiahe members of each generation receive a cash transfer of
In the United Kingdom, social security transfers and weltO0 monetary units (MU) in total. Given an interest rate
fare support payments are indexed to prices rather thah5 % the discounted value of all the transfers, present
earnings at present. Alternative calculations weakenirand future, constitutes a need for the government to raise
the assumption of an immediate switch to productivitan amount of 2 100 MUs (present valuegat t
indexation lead to the notion of significantly more
balanced fiscal policy. It is assumed that there is no government net wealth to
cover the amount. In order to finance the transfers all
The authors also analyse the effects of the 1986 Socjgnerations are subject to a tax of 60 MUs. The dis-
Security Act and the 1995 Pension Act. They findounted value of these tax payments equals 1 260 MUs.
that although either reform contributed to a reductio®bviously the government would not be able to meet its
of intertemporal public liabilities, the effects were nofinancing needs. The budget constraint does not hold and
far-reaching enough to markedly reduce interthe implicit debtis 2 100 — 1 260 = 840 MUs (Scenario
generational redistribution. In the light of the presernt). Since no explicit debt exists the implicit debt is also

Table 5

Ways to measure generational imbalances

Generation 1 2 3 N Total
Time 0 1 2 n-1

Cash transfer at birth 100 100 100 100 Inf.
Present value (r = 0.05) 100 95.2 90.7 0 2100

Scenario 1 — Unsustainable policy
Tax at birth 60 60 60 60 Inf.
Present value (r = 0.05) 60 57.1 54.4 0 1260

Scenario 2 — Increase of present and future taxes
Tax at birth 100 100 100 100 Inf.
Present value (r = 0.05) 100 95.2 90.7 0 2100

Scenario 3 — Increase of future taxes
Tax at birth 60 102 102 102 Inf.
Present value (r = 0.05) 60 97.1 92.5 0 2100
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equal to the intertemporal public liabilities (IPL), theby 42 MUs, i.e. by 70% from 60 MUs to 102 MUs. This
second indicator of intergenerational imbalance. is the third indicator discussed above.

In order to close this sustainability gap and balance tfde last scenario also permits the calculation of the first
budget constraint the State could increase all present andicator of fiscal imbalance, the absolute difference
future taxes by 40 MUs, i.e. by 66.6% from 60 MUs tdetween present and future accounts. The account of a
100 MUs (Scenario 2). The necessary increase of 66.684rrently living individual amounts to 60 MU — 100 MU
represents the fourth indicator of intergenerationad — 40 MU, while the account of any individual living
imbalance. in the future amounts to (102 MU — 100 MU) / 1.05 =
1.9 MU. Hence, the absolute difference comes to
Alternatively, only the taxes paid by future generation41.9 MU.
(generation 2 and later generations) could be increased

16



2. Generational accounting: method,
data and limitations

Bernd Raffelhiischerf)

2.1. Introduction fiscal policies with identical macroeconomic impacts
may go along with different short-term budget deficits or
Government budgets, and budget deficits in particulasprpluses. Besides, policies that change intergenerational
conventionally serve as indicators of fiscal activiy ( redistribution may not affect annual budgetary balance in
Based on annual government spending and revenue, tileg short term.
capture the short-term effect of fiscal policy on aggre-
gate demand. However, according to the neoclassidabr an illustration of these propositions, consider a sim-
paradigm, rational, forward-looking agents form theiple model of two generations, where no government
economic decisions considering the impacts of fiscalctivity is observed before period 0. Assume further that
policy on remaining lifetime resources. If this is the casde interest rate and the population growth are constant at
individual consumption and saving decisions are only ta rate of 20 and 10% respectively. Under these condi-
a minor degree influenced by annual government budgains Table 6, taken from Raffelhiischen and Walliser
figures. (1996), analyses four policies of intergenerational redis-
tribution through government budgets.
Measuring the long-term impacts of fiscal policy, it is
important to understand how government activity todajh scenario (a), the young generation is assumed to
affects the life-cycle resources of current living andeceive a debt-financed transfer of 100 units in period O.
future-born generations. Fiscal policy redistributedccordingly, the budget deficit and government debt
resources between generations by imposing generationeasure 100 units in this period. In the following period,
specific net tax burdens, which affects the accumulatialump-sum tax of 120 units is levied on the now old gen-
of capital, and thereby long-term economic growth.  eration, which equals principal and interest on the trans-
fer received while being young. Continuing the transfer
Annual cash-flows would have a stronger impact on ecpolicy of period 0 for the generation young in period 1
nomic decision making, if agents behaved myopically, ancreases transfer expenditure to 110 units due to popu-
if they faced liquidity constraints. In the oppositdation growth. In addition, 20 units are spent to serve
extreme, if individuals were perfectly altruistic, inter-interest on outstanding public debt. Accordingly, the
generational transfers due to government tax and transfieficit of period 1 totals 10 units, adding to the govern-
policy would be counterbalanced by private bequests orent debt of the previous period. Supposing that the
inter vivostransfers of equal size. However, empiricakstablished tax and transfer scheme is maintained over
evidence supporting that the agents would be short-rtime, both deficit and government debt grow at the rate
oriented, bound by significant liquidity constraints omf population growth in subsequent periods.
perfectly altruistic is weak.
Scenario (b) in Table 6 illustrates a tax-financed funded
If the life-cycle hypothesis is empirically relevant, thgpension system. When the system is introduced in period
annual government budget is not only an insufficier@, young generations are taxed with an amount of 100
instrument to assess whether fiscal policy is expansive units, resulting in a budget surplus since transfer obliga-
restrictive. It even might be an arbitrary concept sincons to the elderly, amounting to 120 units under the
funded system, do not occur before period 1. In that peri-
od, government receives interest on previously accumu-
(M Institut fir Finanzwissenschaft, Albert-Ludwigs-Universitat Freiburg. JPted wealth worth 20 units, p|US taxes from young gen-

(3 For a survey of traditional fiscal indicators, see Gramlich (1990). A radic , . k i
critique of these indicators was first put forward by Kotlikoff (1986). erations amounting to 110 units. The resulting budget
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Table 6

Annual deficits, government debt and intergenerational transfers

(a) Constant per-capita transfer to the young generation

Period Taxes, Interest Transfers, Budget Government
old generation payments young generation deficit debt
0 0 - 100 100 100
1 120 20 110 10 110
2 132 22 121 11 121
3 145.2 24.2 133.1 121 133.1

(b) Funded social security, tax-financed

Period Taxes, Interest Transfers, Budget Government
young generation receipts old generation deficit debt
0 100 - 0 -100 —-100
1 110 20 120 -10 -110
2 121 22 132 -11 -121
8 133.1 24.2 145.2 -12.1 -1331

(c) Funded social security, debt-financed

Loan from Interest Debt Budget Government
the young receipts service deficit debt
0 100 0 0 0 0
1 110 20 120 0 0
2 121 22 132 0 0
3 133.1 24.2 145.2 0 0
(d) Paygo social security
Taxes, Transfers, Budget Government
young generation old generation deficit debt
0 100 100 0 0
1 110 110 0 0
2 121 121 0 0
3 133.1 133.1 0 0

Interest rate: 20%; population growth: 10%

surplus of 10 units adds to government wealth, which, érations and government debt service grow at the rate of
this policy is continued, grows in line with the populapopulation growth. However, the government budget is
tion. always balanced so that reported government liabilities
equal zero.

Fiscal policy in scenario (c) is identical to the funded

pension system of scenario (b). However, the paymeriEsonomically, the three analysed scenarios are identical
made by the young generation are now labelled as a lagince they confront agents with the same lifetime budget
to the public sector. Supposing that the governmenobnstraint (cf. Kotlikoff (1993)). In either case, the pre-
invests the loan on the capital market, a balanced budgent value of taxes paid net transfers received over the
is reported in period 0. In the following period, giverife cycle is zero for each generation. Therefore, rational
perfect capital markets, the return on the investmeagents would not change their behaviour after the imple-
combined with the principal are sufficient to redeem thmentation of these policies. This outcome is not reflect-
outstanding loan and to pay the interest due. Continuirgl by periodical budget indicators. Depending on the
this policy, both government loans from the young gemespective specification of the fiscal policy, annual gov-
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ernment deficits (or surpluses) and government debt (dnapter, we introduce the generational accounting frame-

wealth) show substantially different developments.  work used throughout this study, before discussing the
empirical and methodological imperfections and limita-

Scenario (d) represents a pay-as-you-go financed sogiahs of the approach.

security scheme. Under the pay-as-you-go scheme, taxes

paid by the young generation equal the transfers received

by the old generation in each period. Accordingly, ag8.2. How to construct generational

under the debt-financed funded pension scheme (c), the  gccounts

government budget is always balanced and reported gov-

ernment liabilities equal zero. Nevertheless, the two polenerational accounting starts from the intertemporal

cies are not equivalent. As is evident from Table 6, thq,dget constraint of the government, expressed in pre-
introduction of the pay-as-you-go scheme in period ent value terms of a base-year t:
immediately raises the consumption possibilities of the

old generation who did not contribute to the system. If

the economy is on a dynamically efficient growth path, B = E N+ S N (1)
this introductory gain is financed by reduced consump- &L MU & MR

tion possibilities of all subsequent generations since the

internal.rate of return of the.pa){-as-you-go is equgl to thSy, the left-hand side of equation (1), stands for the
population growth rate, which is Iqwe.r than the 'mereijovernment net debt in year t, which is typically posi-
rate (cf. Aaron (1966)). The fall in lifetime rESOUTCeSive. Over an infinite time horizon, net government lia-

red_uce_s savings which leads to a lower Cap'tal'Iabokjnrlities must be served either by the present value of net
ratio, higher interest rates and lower wages. ; : o
tax payments projected for generations alive in the base-

The macroeconomic repercussions and intergenerationgar’ or the present value of net tax payments made by

redistribution caused by the pay-as-you-go system aggneratlons hot yet born.

not indicated by the fiscal indicators based on annual

budget accounting, because the pension claims of thgt D denote agents’ maximum age, ang ike present
nt\éalue as of year t of net tax payments, i.e., taxes paid net

however, they are as good (or bad) as ‘nicely printle transfers received, made by all members of a genera-
bonds’. tion born in year k over the remaining life cycle. Then,
the first right-hand term of equation (1) represents the

As a response to the shortcomings of periodical budge@gregate net taxes of all generations alive in the base-
accounting, Auerbach, Gokhale and Kotlikoff (1991year. The second term aggregates the net tax payments
1992, 1994) have developed the method of generatioriaade by future generations, who are born in year t or later.
accounting which addresses the intertemporal welfare

effects of current fiscal policy. In contrast to traditionallhe intertemporal budget constraint of the government
budget indicators, generational accounting does no@n be viewed as a financing constraint. Fiscal policies
focus on annual cash-flow budgets, but on the intertertitat change one of its components will induce a change
poral budget constraint of the government. In the longa at least one other component. For example, policies
term, all government spending must be balanced by theducing the net tax payments of living generations in
tax payments made by either current or future genengre aggregate must be financed by an increase in the pre-
tions. Generational accounts report, for each generatigant value of aggregate net taxes paid by future genera-
alive, the present value of rest-of-life net taxes paid fgons, since base-year government net debt is exogenous.
the intertemporal government budget. The resulting

intertemporal government deficit (or surplus) is assignefly calculate generations’ aggregate life-cycle net tax

equally to all future-born generations, determining theiﬁayments, the net payment terms in equation (1) are
generational account. decomposed into

Generational accounting provides meaningful indicators
fpr evalgating the Iong-te_rm state of gpvernmenlt N, = ‘}D TSKF,Sk(l+r)t—s )
finances in the European Union. In the remainder of this T os=mAxftkp
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In equation (2), T, denotes the average net tax paigper capita is generally determined in two steps. First, the
in year s by a representative member of the generatioglative position of age cohorts in the tax and transfer
born in year k, whereas,Pstands for the number of system is estimated from micro-data. In a second step, to
members of a generation born in year k who survive untivercome data deficiencies on the micro level, the rela-
year s {). The products aggregated in equation (2) repréive age profiles are re-evaluated proportionally to fit the
sent the net taxes paid by all members of generation kabserved macroeconomic budget data.
year s. For generations born prior to the base-year the
summation starts from year t, while for future-borrEquation (4) represents the generational accounting stan-
cohorts, the summation starts in year k>t. Irrespective dfrd to project future individual tax and transfer pay-
the year of birth, all payments are discounted back to yeanents. Occasionally, it is necessary to employ more
by application of a constant pre-tax real interest rate r. sophisticated projection rules, to cope with peculiarities
of countries’ tax and transfer systems. First, uniform
To compute the remaining lifetime net payments arowth uprating is not always appropriate. It might be
living generations, the future demographic structure f&mporarily suspended to design the level effects of spe-
specified conducting long-term population forecasts. Igific fiscal policies. Second, by equation (4), the base-
addition, the development of age-specific net tax payear cross-section of individual tax and transfer pay-
ments needs to be projected. Lgf hdicate a specific ments is supposed to be representative for the —
tax or benefit, then the age-specific net tax payment iangitudinal — cohort profile, which might appear as too
year s of male agents born in year k can be decomposigd an assumption at times.

as
For living generations, division of the aggregate remain-

ing lifetime net tax payments by the number of cohort
Tok = > oy (3) members alive in the base-year defines the cohort gener-
! ational account?j.

where h ; stands for the average tax or transfer of type
paid or received in year s by male agents born in year Kk,
thus of age s-k. In equation (3), h>0 indicates a tax pay-
ment, whereas h<0 defines a transfer.

N
GA :# (5)
t,k

The generational accounts indicate the expected per

Constructing generational accounts, it is conventionalfj@Pita fiscal burden for different generations given that
assumed that initial fiscal policy and economic beha@se-year fiscal policy is maintained until death. They

iour do not change. Under this condition, it is possible (@€ constructed in a purely forward-looking manner, only
project future average tax payments and transfer receiffic0mpassing taxes paid and transfers received in or

per capita from the base-year age profile of paymerffler the base-year. As a consequence, generational
according to accounts cannot be compared across living generations,

because they incorporate effects of differential lifetime.
One may compare, however, the generational accounts
= 1+t 4y Of base-year and future-born agents, who are observed
Moiii =M(sii(1#9) @ over their entire life cycle.

where g represents the annual rate of productivi
growth, generally assumed constant. Equation (
assigns to each agent of age s-k in year s the tax

transfer payment observed for agents of the same ag
year t, uprated for gains in productivity. The base-ye
cross-section of age-specific tax and transfer payme

?o illustrate the fiscal burden passed over from current
jl ing to future generations by current fiscal | policy,
erational accountants compute the intertemporal pub-
|§;nliabilities accumulated if base-year tax and transfer
gvels are maintained indefinitely, supposing fiscal poli-
§i% was not required to balance the intertemporal govern-

(3 In the following, we follow conventional presentations of the generational
() Typically, generational accountants disaggregate equation (2) even further. accounting framework to ease notation. The technical adjustments necessary
To incorporate gender-specific differences in average tax payments and to deal correctly with the net fiscal contributions of migrants, worked out by
transfer receipts by age, separate aggregation of the average net taxes paid byonin, Raffelhiischen and Walliser (1999), have been fully incorporated in

male and female cohort members is required. all computations.
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ment budget. In technical terms, the intertemporal publithe accumulation of intertemporal government liabili-
liabilities of the base-year t, are defined as: ties is indicated by tax adjustment parameters differing
from unity if, for example, the continuation of present
w fiscal policy accumulates intertemporal government debt
IPL, = B _k_ZDNt,k (6) ' purdening future generations. Besides, the degree of
- intertemporal fiscal imbalance can be measured by the

) o resulting difference in lifetime net tax payments between
The amount of intertemporal public liabilities meas“reﬁase-year and future-born agents. Selecting the cohort

aggregate unfunded claims on future goverment bufla;, immediately after the base-year as representative
gets, which are not made transparent by short-term Of f,tyre generations, the intertemporal generational

ented budget measures. Such spending commitmepi ajance due to current fiscal policy is frequently quan-
include, for example, the entitiement to pension benefifg. 4 reporting the relative change in generational
which is obtained by working-age generations contribut;..; nts. denoted

ing to a pay-as-you-go scheme.

Intertemporal public liabilities entail a revision of initial = GA 11111 8)
fiscal policy at some point in time. If the government GA(1+9)
accumulates intertemporal debt, this necessarily leads to

a net tax rise. In this case, the government accumulajgsyqation (8), the generational account of the genera-
intertemporal wealth, which permits to lower base-yeq,, horn in period t+1 is corrected for productivity

tax levels, or to increase transfer spending in the futur owth, because this cohort is endowed with higher life-
iny if int_ertempor_al public Iiabilitie§ are zero, is.curren ycle pre-tax resources due to gains in labour productiv-
fiscal policy sustainable, because it does not violate the ¢ crrent fiscal policy redistributes it is to the disad-
intertemporal budget constraint of the government. 41246 of future generations who face a higher lifetime
) . . . net tax rate than current newborn generations.
How the policy adjustment required to redeem intertem-
poral public liabilities will affect generations’ fiscal bur-y¢ ¢onyentional indicator of intertemporal generational
dens is uncertain. For illustrative purposes, generationg{jajance has problematic algebraic properties if gener-
accounting typically assigns the entire adjustment tQiona| accounts of base-year newborn agents are small
future generations. To compute the net tax burden gf oqative (cf. Raffelhiischen (1996)). This is relevant
future generations, generational accounts SPecify y the context of the present study, which uses a broad
arbitrary — stylised fiscal policies, which would be cont.oqcent of government transfers that assigns net govern-
sistent with the intertemporal government budget. In thigent hurchases not transferred to individuals in-cash as
study, we assume that all tax payments made by meQ jn_kind transfer reducing agents’ lifetime fiscal bur-
bers of future-born cohorts are adjusted proportionally,, ®). As a consequence, the generational account of
with help of a uniform scaling factor, set to ensure balsohorts born in the base year turns negative in most
ance of the intertemporal public budget defined in equggntries. Since the relative change in lifetime net tax
tion (1) (). In technical terms, this requires to employ e is ill-defined in this case, we evaluate the degree of
intertemporal generational imbalance by the absolute
h, =6h ‘(1+g)s—t ) cha_nge in the lifetime net 'Fa>§ payme_nts of agents born in
s,k t=(s-k).i periods t and t+1 that satisfies the intertemporal budget
constraint of the government.

for and instead of equation (4) when computing the aver-

age age-specific net taxes paid by representative futuf8- addition, we employ the aggregate amount of
born agents. intertemporal public liabilities as a measure of intertem-

() This structural approach to compute the net tax payments of future genera-
tions was first suggested by Auerbach (1997). An alternative illustration of
intertemporal generational imbalance would be to assume that government—
immediately switches to a sustainable path of fiscal policy, adjusting basg) The generational accounts hence do not only measure who pays for general
year tax (or transfer) levels once-and-for-all. This policy would be designed government spending, like expenditure for the military, but also who possi-
applying a uniform scaling factor projecting tax payments (or transfer bly benefits from it. A similarly broad transfer concept was first employed by
receipts) of both current living and future-born generations. ter Rele (1997).
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poral fiscal imbalance. To allow meaningful comparThe implementation of the component method requires
isons across the EU Member States, intertemporal pubéissumptions with respect to the future development of
debt (or wealth) is related to countries’ respective GDRige-specific mortality, fertility and net immigration
rates. As the base case, all demographic projections are
o parameterised first according to the central variants of
2.3. General data description available official demographic projections. Since demo-
graphic parameters are difficult to predict for the distant
The empirical evaluation of the intertemporal budgefiture, we generally assume that mortality, fertility and
constraint of the government (1) requires two projectiongigration parameters stay constant from 2010 on.
First, one needs a population projection, whose basic
principles will be described in Section 2.3.1. Secondgince generational accounts are sensitive to the underly-
the average taxes paid and transfers received need tariie population projections, the country studies usually
estimated by age (and preferably by sex). The daigso analyse alternative demographic parameterisations,
required for this procedure are described in Section 2.3¢3. test the impacts of fertility, mortality and migration
Finally, one has to determine the base-year amount @étterns on intertemporal generational balance.
government debt, which is the subject of Section 2.3.3.
2.3.2. Age-specific taxes and transfers
Section 2.3.4 debates the growth rate suitable to upr%tg as outlined in the previous chapter, the computation
base-year per capita taxes and government spending, a? ' .
discusses the appropriate interest rate for discountify 2 < 293¢ net tax p ayments by age proce .eds n tV.VO
pprop . X tps. First, the relative tax and transfer position of indi-
future tax payments and transfer receipts. Finally: P ' '">0 . : >1er p
. pay . elpts. 5(/|dual age cohorts is estimated, which is benchmarked
Section 2.3.5 reflects on the intergenerational incidence . : '
of capital income taxes which depends on the nation%gamSt thg corresponding base-year government budget
system of investment incentives. This general date\aggregate in a second step.
description is valid for all country studies presented suq_—

sequently. Where country studies had to deviate from thg e estimation of relative age-profiles of per capita taxes

) . . aid or transfers received requires household or individ-
outlined default procedure to cope with national pecu- : -
ual micro-statistics. In general, the necessary data were

liarities, this is stated in the respective country chapter; . . ; .
fetrieved from micro-data surveys, national panel data,
and consumption and expenditure surveys. The construc-
tion of relative age profiles from these sources frequent-
Detailed population projections by age and sex, whidly demands assumptions regarding the economic inci-
reach as much as 200 years into the future are the basdarfice of taxes and transfers, because reported legal
the generational accounts presented in this study. Mastidence does not necessarily indicate agents’ effective
EU Member States publish population projections corurdens or benefits. Constructing relative micro profiles
ducted by their national statistical offices. Howeverfor the different EU Member States, the specific charac-
these official estimates, typically only covering a timeeristics of the tax and transfer systems in each country
span of 30 to 50 years, are not far-sighted enough to maet/e been taken into account, to accurately capture like-
the requirements of generational accounting. Therefoilg,economic incidence.
it was necessary to conduct our own projections which
prolong official forecasts into the very distant future. As a general rule, the profiles obtained from the micro-
data are assumed to stay constant over the entire projec-
The starting point of the population projectiongion period. This proceeding maintains base-year eco-
employed in this study is the population structure by agemic structures indefinitely. In particular, the analysis
and sex observed at the start of 1995. Following the combstracts from changes in labour force participation and
ponent method, the age composition of the population imemployment rates. Furthermore, the calculations do
updated in each year by first subjecting the initial popurot design changes in the pre-tax income distribution,
lation structure to age- and gender-specific mortalitwyhich could affect the prospective level or shape of the
and then adding the age-specific number of net imminitial relative age profiles.
grants. Finally, the number of newborns is derived com-
bining the female population structure with fertility byln all countries, the set of relative tax and transfer pro-
age. files by age was re-evaluated to the corresponding over-

2.3.1. Population
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all government budget aggregates. Government budgedge-specific personal transfer. An exception is govern-
including off-budget authorities and social insurancenent spending on education which is only allocated to
schemes, were usually obtained from national incontke young. To estimate the initial aggregate amount of
and product accounts. In some countries, these statistimsrernment purchases, base-year total government
had to be complemented with additional data, taken, fepending is corrected for expenditure on in-cash trans-
example, from national government financial statistics ders, real education transfers and interest paid on out-
statistical reports issued by the central banks. Where datanding government debt (which is a remuneration for
from disparate sources are used, great care has bpdwmate lending, and thus not a transfer). The remainder
taken to control for differing statistical bases. To avoigplits into public spending for public goods and services,
multiple accounting of specific budget items, all budgegovernment net investment, and subsidies to private
data were corrected for intergovernmental transferBrms. In the country studies, these government purchas-
Therefore, the composition of government budgetss are addressed as non-age-specific government spend-
reported in the individual country studies is frequentljng or government consumption, which is not consistent
not directly comparable to the official statistical sourcesyith the familiar definition of course. Parallel to person-
from which all data were originally taken. al tax and transfer payments, future age-neutral govern-
ment purchases per capita are assumed to grow annually
With the age-specific tax payments and transfer receipisline with productivity, except for legally enacted vari-
acting as a starting point, the future development of theggons in aggregate spending levels.
flows has been generally determined following two
rules. First, the level effects of legal amendments which3.3.  Government net wealth

had been passed into law in or prior to the base-year Bte intertemporal government budget constraint requires
not yet come into full fiscal effect are taken into accoung, accurate estimate of overall government debt or
Otherwise, the simple productivity growth rule specifiedyeaith. This estimate does not only have to include gov-
in equation (4) is employed for the projection of futurgrment net debt on all federal levels as reported by the
tax payments and transfer receipts. The application of th;icjal national statistics, but also the accumulated debt
latter rule supposes that fiscal policy manages to adjyst puplic enterprises. Consequently, the country studies
all tax and transfer regulations, like tax allowance an@ke into account the debt accumulated by telecommuni-
eligibility rules, regularly to productivity growth. Thus, cation, postal, railway and housing services under public
the original state of fiscal policy is maintained over thgynership. Furthermore, hidden liabilities which do not

entire life cycle of all living generations. represent government debt in legal but in economic

terms are considered where such occur. For example, the

In each country, the generational accounts haYe he Abilities of unification-related debt funds, which are not
constructed assigning as many tax and tran;fer_|_tems Y official part of the government budget in Germany,
age as possible. Depending on data availability, t'”é‘?e included in the calculations.

country studies differ in the number taxes and transfers

distributed according to age however. Taxes generalfjo determine the value of government net wealth, it is
distributed by age are taxes on labour and capital incomecessary to balance gross debt with the value of gov-
(including corporate taxes), value added taxes, excigenment asset holdings. The evaluation of government
taxes, and payroll taxes to social insurance. In additiofissets is not unproblematic, however. The capital stock
revenue from seigniorage is considered as an inflati@i producers of government services reported in some
tax, if central bank gains are transferred to the goverstatistics is misleading, because the evaluation of gov-
ment budgets. As for transfer benefits, benefits fromrnment assets needs to be based on market prices.
social insurance schemes, in particular social securityioreover, government assets need to be corrected for
statutory health care and unemployment insurance berige value of public infrastructure, which is captured by
fits, general welfare and housing benefits, child, matethe flow of government infrastructure investment
nity and youth support payments are in general treated(@scluded in government consumption) rather than by the
age-specific. Tax payments and transfer receipts fetock value in the calculations.

which specific age profiles are unavailable are assigned
lump-sum to all age groups. As with perfect capital markets the market value of an

asset equals the present value of its aggregate future
The per capita value of net government purchases whigturns, our studies proceed by assuming that the current
do not represent in-cash benefits is assigned as a namith of government assets can be approximated by the
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observed base-year revenue net of subsidies from pubiiarginal tax burden on existing capital relative to new
enterprises, publicly owned land and other assets. Ocapital. This difference is reflected in the current market
should be aware, however, that this proceeding mayaluation of existing capital, which depreciates com-
yield a fairly inaccurate estimate of government assptred to newly installed capital. As a consequence, the
worth, due to input-oriented pricing of the government.current owners of capital assets eventually bear a loss

) due to the differential capital income tax treatment of old
2.3.4. Growth and discount rates and new capital.

The projection of future age-specific tax payments and ) )
transfer receipts demands an assumption regarding th2 t@ke this burden into account, the approach conven-

annual rate of productivity growth. Since any |Ong_temt|ionally used in generational accounting is to estimate

forecast of future growth must remain arbitrary, th&h€ capitalised tax advantage of new capital, and to allo-

country studies do not make use of sophisticated fore@t€ this amount as an immediate one-time tax to living

casts. Instead, a supposedly constant rate of productiv%nerations' Correspondingly, ?he current flow of capital
growth is applied in all future periods. The growth rate i§1COMe taxes needs to be adjusted, because one over-
set to approximate the average long-term rate of prod@ﬁtes the a_ctual fiscal burden levied on future genera-
tivity growth observed in the past. Considered that tHiPnS otherwise).

correct value of the growth parameter is uncertain, Wgye paye not followed this approach in the present study,
haV‘? not attempted to design specific growth patterns g, .o it woulq severely reduce the cross-country compa-
the individual EU Member States. Rather, we employ bility of our findings. In fact, in some EU Member

growth rate of 1.5 per annum for the base case calCUlggyiag capital income taxation is not significant. In oth-

tions in all ﬁount_ry studies, Wh'CE IS SUbjl‘ZCLed tr? asendtts in particular Scandinavian countries, even negative
tivity tht t dat tries to co:]ner what would be the aCtUE?Japital income taxes are observed, reflecting a high level
rate of productivity growth. of housing subsidies. Instead, in this study, capital

Generational accounting considers all future payments ficOMe taxes are un_iforn,1Iy assigned across age groups
present value terms of the base-year, which makes2gcording to generations’ asset holdings.
necessary to specify an interest rate appropriate for the
discounting procedure. Similar to the growth rate parz— 4 Imperfections and limitations
meter, forecasts regarding the prospective interest rate™ P
development are uncertain. Therefore, irrespective Ef . : . .

. o . . ) rom its conception, generational accounting has been
national peculiarities, we apply a single uniform discount e - L

e%<posed to criticism, pointing at the empirical and theo-
rate to take all future tax payments and government.: oo :
X retical limitations of the measurement concept. In this

spending back to the base-year.

section, we first assess the theoretical objections against
A reasonable range of interest rate assumptions is detée method, before addressing some empirical imperfec-
mined by the fact that public receipts and expendituré®ns and uncertainties in Section 2.4.2.

are significantly more uncertain than non-risky long-

term government bonds on the one hand, but not @&.1. Theoretical objections

volatile as the return on risky assets on the other hanghere are two main objections against the theoretical
Accordingly, the discount rate chosen should rangg;mework behind generational accounting. The first
between the average rates of return on these typesyfstions the validity of the underlying life-cycle

assets. In the light of this argument, we have opted fofg4thesis. The second criticises the underlying inci-
standard discount rate of 5% per annum, which reflectg,ce assumptions.

the 10-year European average of interest rates. Never-

theless, sensitivity tests are necessary again, to cope Wiiltording to neoclassical theory rational agents decide

the empirical uncertainty affecting this generationadt the beginning of their planning horizon about their

accounting parameter. life-cycle consumption pattern, taking into account life-
o time resources available to them. Lifetime resources

2.3.5. Capital income taxes

With regard to capital income taxes, one special probleg The conventional procedure adjusts for the difference between the marginal

arises. In most EU Member States. investment incentivestax rate on new capital and the observable average tax rate on both old and

. .. . . new capital on the base of the user cost of capital approach (cf. Auerbach
like accelerated depreciation allowances imply a higher (1983)).
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equal the present value of all future income, which is di¢f agents were myopic or liquidity-constrained due to
tributed over the life cycle for consumption by saving (ocapital market imperfections, the individual planning
borrowing). The exact intertemporal distribution oforizon would be shorter than is postulated by the life-
income does not affect optimal life-cycle consumptiogycle model. Agents would not distribute income
patterns, as long as the present value of lifetinresources over their life cycle, but rather base their con-
resources does not change. More exactly, it is the pressnmption decision on current income (cf. Buiter (1995)).
value of after-tax lifetime resources which enters inttf this is the case, the timing of income, tax payments and
agents’ consumption decision, and this is where the liferansfer receipts affects individual well-being.
cycle model is related to generational accounting.

Whether agents respond more strongly to variations in
In the absence of intergenerational transfers, the presentrent resources than to variations in lifetime resources
value of rest-of-life net income, determined by gross an empirical question. Evidence suggests that the life
resources net of discounted future net tax paymentgjcle does not fully explain consumption patterns (cf.
equals agents’ remaining lifetime consumption possibilEBO (1995, pp. 62n)). Consumers seem to put more
ities. Hence, the generational accounts indicate theeight on current and less on lifetime income than the
extent to which the consumption possibilities of differentife-cycle model predicts. Supposing agents do not
generations are changed by fiscal policy. Although theehave myopically, this observation hints at the exis-
life-cycle model represents standard economic theotgnce of credit rationing in the short run. In this case,
which seems broadly consistent with empirical findinggovernment borrowing could be preferable to private
(cf. CBO (1995, p. 59)), its basic assumptions have beborrowing, if the tax collecting mechanism is less costly
challenged occasionally. The planning horizon of indier easier to enforce than private loan contracts (cf. Bohn
viduals, it is argued, actually might differ from their life(1992, p. 9)). However, empirical evidence supporting
cycle. the existence of significant liquidity constraints in the

long run, is rather weak (cf. Hayashi (1987)).
A planning horizon that reaches out over agents’ own
lifetime requires to assume a concern for subsequertie second theoretical objection against generational
generations. This is the case if bequests are motivateddncounting concerns the incidence assumptions
altruism, which means that the well-being of descendargsployed. The method neglects the impacts on net tax
positively affects parents’ own well-being (cf. Barroburden on quantities and prices of consumption and
(1974)). Altruism leads to intergenerational transfers imvestment, and the repercussions on factor inputs in the
the form of gifts or bequests, which might offset interproduction process. Since pre-tax factor returns are taken
generational redistribution induced by government taxs constant, the incidence of all tax payments and trans-
and transfer policy. In the extreme, perfect altruisrfer receipts falls directly on the respective taxpayers or
implies that generational redistribution through goverrtransfer recipients. This implies that workers bear the
ment budgets is fully counterbalanced by private inteentire labour income tax burden, and furthermore that the
generational transfers. labour income tax burden of each agent equals the tax

amount paid. The suppliers of capital are supposed to
As a consequence, if the generational accounts indicatear the entire burden of capital taxation, consumers to
for example, that fiscal policy redistributes consumptiobear the entire burden from indirect taxes. Similarly,
possibilities to the disadvantage of future generationsansfers are regarded as beneficial only for the transfer
private intergenerational transfers not recorded by thecipient.
accounts might enable future taxpayer generations to
bear a higher tax burden while after-tax resources do riddbwever, tax payments or transfer benefits are not nec-
change. If the perfect altruism argument was valid, theessarily borne by those who formally pay or receive
would be no need for either accrual or generationéthem. Levying taxes or providing government transfers
accounting. In any case, government policy would ngtenerally affects pre-tax and pre-transfer incomes, so
lead to generational redistribution. However, empiricahat the net tax burden may slide. For example, labour
evidence supporting the intergenerational altruisimcome or consumption taxes might be shifted to firms,
motive is too weak to invalidate the generationahnd hence capital owners. Partial incidence analysis may
accounting results (cf. Auerbach et al. (1994), p. 90, alp to clarify the relevance of macroeconomic reper-
Altonji et al. (1992)). cussions for the validity of generational accounts.
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Graph 4: Labour income tax profile, German country study
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As an example, Graph 4, taken from Fehr and Kotlikoftenerational accounting, focusing exclusively on cohort
(1997), depicts Marshall supply JjSand demand () tax payments, would indicate workers’ welfare loss due
functions for labour in a perfectly competitive market. Ino labour income taxation by the collected tax revenue.
the absence of any labour income taxes) (k the This approach misrepresents the actual change in work-
employment level at a market clearing net wage rate efs’ utility, as one would have to adjust aggregate tax
(wg) which falls together with the gross wage. revenue for the tax-induced increase in gross wages, and
the excess burden of taxation abc.
When labour is taxed, gBstill plots the net-of-tax labour
supply. In order to find the market clearing gross wag&he magnitude of the measurement error is a priori unde-
(Sy) is converted to a curve (Sshowing the amount of termined, and depends on the specific market conditions.
labour supplied at gross wages, by shifting it verticallin general, the distribution of the tax burden and the
by the amount of taxes due. With elastic supply anthagnitude of the deadweight loss depend on the elastic-
demand curves, employment decreases to a level of (lity of supply and demand. If labour supply is perfectly
while gross wages rise and net wages fall compareditelastic, there is no excess burden at all, and tax rev-
the equilibrium before taxation. However, because grossiues indicate the change in workers’ utility correctly. If
wages increase, net wages do not fall by the full amouiabour demand is perfectly inelastic, pre-tax wages
of the tax. As a consequence, the tax burden is partialhcrease by the income tax. The tax is exclusively borne
borne by both parties on the labour market. by firm holders, while the generational accounts would
suggest that the burden falls on labour. In contrast, with
The exact welfare changes due to taxation are easigrfectly elastic labour demand, generational accounts
located. In Graph 4, the area represents the loss in wotkiderstate the actual labour tax burden on labour,
ers’ surplus, the area the loss in firms’ surplus. The comeglecting that the excess tax burden is exclusively
bined loss exceeds the gain in government tax revenb®rne by workers.
indicated by the area, by the triangle abc, which repre-
sents a good approximation of the deadweight loss Bfom this partial equilibrium analysis, one might con-
taxation due to tax avoidance by workers and firmglude that it would be sufficient to estimate supply and
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demand elasticities to check the validity of the genergenerations’ actual changes in utility. The approxima-
tional accounts. However, matters are considerably matiiens are better for living generations. They are worse for
complex, because tax reactions on a specific market sgtlicies that involve significant changes in the degree of
over to other markets. In our example, the wage increats progression and for economies with sizeable capital
due to the labour income tax is likely to affect commodadjustment costs. Finally, generational accounting needs
ity prices, increasing the relative price of labour interto be adjusted in the case of small open economies to
sive goods. Furthermore, the tax is going to change ttake into account the fact that the incidence of corporate
relative price of production factors which are substituteigxation is likely to fall on labour. The method of adjust-
for labour. Changes in relative factor income, in turnnent is simply to allocate changes in corporate tax rev-
affect savings formation, and thereby the capitalisatiotnues to generations in proportion to their changes in
of the economy in dynamic equilibrium. labour supply.” (Fehr and Kotlikoff (1997, p.28)).

In the event, to accurately assess tax or transfer ingi4.2. Empirical objections

dence, only a fully specified dynamic general equilibrienerational accounts result from calculations based on
um model would be sufficient. Two emplrlcal_ StUd'e%emographic and economic projections. The degree to
have attempted to analyse to what extent the inCorPOlgnich they design actual future developments is uncer-
tion macroeconomic _feedbacl_< e_ffec_ts may change th&, since parameter variations in long-term projections
notion of intergenerational red|str|but|on. as mez_asu'red Way considerably alter intertemporal fiscal imbalance,
generational accounts based on simple incidenggnsitivity tests are a prerequisite for any serious gener-
assumptions. ational accounting study. For a base case, counterfactual

. ) i status quo projections provide a useful reference. The
Raffelhiischen and Risa (1997) contrast Benthamite W%lfylised status quo approach highlights the indicator

fare analysis with the results of generational accountir@ﬂja"ties of generational accounting, which basically

in an economy with a pay-as-you-go pension schemgiempts to make a statement about current fiscal policy,
which is out of steady state due to a permanent decline iiiher than to predict the future.

fertility. This scenario burdens future generations by an

increase in payroll taxes as the population agegyrthermore generational accounts can be used to
Nevertheless, as can be shown in a stylised overlappiggawse what might be considered as likely develop-
generations framework, the equalisation of generationments of economic po“cy or popu|ation parameterS, tol-
accounts for current and future generations would ngfating the higher variance associated with long-term
necessarily maximise intertemporal welfare. In fact, paforecasts. Hence, a comprehensive generational account-
tial funding schemes equalising generational accounisy analysis typically investigates intertemporal fiscal
would be either time inconsistent or welfare decreasingmbalance for realistic variations in key economic and
demographic parameters, likely changes in fiscal policy,
Whereas the analysis of Raffelhuschen and Risa to so&d likely changes in the behaviour of economic actors.
extent questions the general validity of generational
accounting, a large-scale empirical study undertaken yart from uncertainties about the future, generational
Fehr and Kotlikoff (1997) shows that generationahccounts might misrepresent the actual intertemporal
accounts provide appropriate measures of intergenegate of government finances, because they incorporate
tional redistribution for a variety of policy options.pusiness cycle effects. Since the budget aggregates
Within the setting of the Auerbach-Kotlikoff (1987)underlying the accounts are not corrected for business
dynamic general equilibrium model, the welfare dynameycle effects, as is done constructing annual budget indi-
ic effects of net taxes are decomposed into three comp@tors, base-year economic performance is perpetuated
nents: the immediate tax revenue effect (correspondiingdefinitely. This may lead to a substantial bias, as
to the area in Graph 4), measured by the generatiomalertemporal fiscal imbalance tends to develop pro-
accounts, the dynamic factor income effects (correyclically (%).
sponding to the area) and the welfare change due to tax
avoidance effects (corresponding to the triangle abc).

(%) For example, fiscal imbalance in Norway has increased significantly since

1992. Generational accounting would attribute the improvement in fiscal sus-
The findings indicate that ‘in genera| changes in genera- tainability to prudent fiscal policy. However, the reduced fiscal imbalance is
) . . . ) actually caused by a more favorable macroeconomic environment (cf.
tional accounts provide fairly good approximations to Auerbach et al. (1993) and Steigum and Gjersem (1997)).
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Haveman (1994, p.99) and Diamond (1996, p.602) hagary to apply a discount rate higher than the risk-free rate
criticised generational accounting for treating fiscal polwhen discounting future revenue, and a discount rate
icy as if it could last forever. Government, they argudower than the risk-free rate when discounting prospec-
actually is reactive, and will adapt fiscal policy when itsive expenditure.

liabilities start growing progressively. Therefore, static

projections of fiscal policy as used to construct the gem the light of this argument, the application of a single
erational accounts may lead to outcomes which aggscount rate for either payment streams appears as a
unlikely from a public choice perspective. This criticismserious simplification. A further simplification is the use

to some degree misses the analytical target of genegaa constant discount rate. It postulates that risk attitude

tional accounting, which is to indicate the extent of thg jgentical for all generations, and remains constant over
future revision of fiscal policy inevitable if current taxineir life cycle.

and transfer levels are maintained. In this context, the

assumption that only future generations will bear the net

tax adjustment must be understood as an illustratigh5. Conclusions

reflecting that short-sighted policymakers are prone to

postpone fiscal reforms. Generational account measures for the intertemporal sus-
tainability of public finances need to be approached with

A more serious empirical criticism concerns the ambigsome caution, considering the theoretical and empirical

ous discount rate choice. Selecting a theoretically soufhitations of the method. Nevertheless, the generational

discount rate is indeed difficult. If a complete set of petzccounting focus on intertemporal generational redistrib-

fect capital markets existed, the appropriate rate to digggn helps to address some of the long-term financial

count future payments would be the (uniform) markefoplems to be solved by the EU Member States during
rate of interest. However, capital markets are imperfegh o next decades.

and offer a wide range of interest rates. Moreover, capi-

tal markets are distorted by taxation, which requires digyitional accounting methods, which judge fiscal bur-
tinction of pre- and after-tax interest rates. dens by changes in annual government cash-flow deficits
or surpluses), generally fail to indicate the long-term

Without uncertainty, the discount rate would ideall state of public finances. If agents are concerned about

measure the opportunity cost of resources withdra n . .
: o Ife-cycle income, accrual budget concepts basically
from the private sector by government activity. If net tax

burdens displace private consumption, the social rate ppasure the short-term influence of government activity

time preference indicates opportunity costs. It can ) aggregate demand. The impacts of current outstand-

approximated by the after-tax rate on private savings. mg debt and future deficits.raise(.j by implicit cla.ims on
in contrast, private investment is displaced, opportunilf)'z'tgr? budgets on prospe_ctlve p_nvgte ponsumptlon pos-
costs are indicated by the before-tax rate of return on pﬁl_bllltles and their generational distribution are not a sub-
vate assets, which is higher than the social rate of tiffft ©f annual accounting concepts.

preference. Unfortunately, this meaningful concept to ) ) o ) )
discount future payment streams, developed for codf€SPité being prone to political manipulation (cf.
benefit analysis of public investment projects, would bgaveman (1994, p.107)) and certain shortcomings
difficult to implement to evaluate fiscal policy as gregarding practical realisation, both annual budget

whole. Nevertheless, it marks what might be the upp@pcounting and generational accounting are important
and lower bounds of the discount rate. tools of fiscal pOI|Cy anaIySiS. The inSightS conventional

budgets analysis provide lie in the realm of political
Uncertainty further complicates discount rate choicdlanning and execution. Generational accounting analy-
Selecting an interest rate to discount uncertain futuds, in contrast, takes a conceptual perspective. It pro-
government transfer payments or tax revenue, one muyéles a valuable reference to evaluate fiscal policies by
take into account that public revenue and expenditurdaeir long-term sustainability, and their possible impact
while uncertain, is less volatile than the risky assets n the generational redistribution of personal consump-
the private sector. As a consequence, it would be necéisn possibilities.
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3. Belgium: can fiscal policy cope
with debt and ageing?

Arnaud Delli ¢) and Erik Lt §)

3.1. Introduction (3) and Pestieau (1998) point out, the real issue is political
rather than demographic or economic. Like any pay-as-

The large government debt as well as the upcomitpu-go (paygo) system, Belgian social security is char-
demographic transition are commonly viewed as th@cterised by entitlement problems which cannot be easi-
greatest challenges for Belgian fiscal policy. Among théy solved by coalition governments so common in the
Member States of the European Union, Belgium display@elgian political arena. By entitlement problems, we
the highest government net debt as a percentage of GIDFgan entitlements which were actuarially fair at the time
amounting to 122.2 % while the European Union averadggey were introduced but which became actuarially
totals only 72.1%. Despite these quite alarming figureginfair because of rigid rules and changing economic set-
government debt dynamics are rather optimistidings (cf. Dellis and Pestieau (1998)). If reforms were
Between 1993 and 1997, government debt has decreaBgglemented, the financial sustainability of the social
by 13% while the EU average has increased by 6.2 %security system as well as equity objectives could be pre-
served. But entitlements make reforms difficult to imple-
Often the government deficit or government debt is evament, as is evident from the permanent postponement of
uated in light of investment expenditures. In Belgiumthe reform of the pension scheme for civil servants.
government investment remained at around 1.5% of
GDP from 1993 to 1997, while the EU averagdhe aim of this paper is to assess how Belgian fiscal pol-
decreased from 2.7 to 2.1% over the same peridey copes with the above issues by employing a genera-
(European Commission (1998a)). Belgian investmeiional accounting approach based on data for 1995.
expenditures were not only lower than the governmefenerational accounting, by taking the entire govern-
deficit, which means that the burden left to future genefent sector’s intertemporal budget constraint as a start-
ations is not counterbalanced by an increase in the caipig point, not only allows explicit judgements on the
tal stock, but also the lowest within the European Uniointergenerational sustainability of current fiscal policy.
For instance, roads and railways have severely deterBy calculating the rest-of-life net tax burdens of specific
rated for several years, and as a consequence, goveg@nerations, it also provides a manageable tool to evalu-
ment investment spending has to be made in the futuede the distributive impact of prevailing fiscal policy.
thus increasing the fiscal burden to be born by future
generations. Section 3.2 gives an overview on the stance of fiscal pol-
icy in Belgium. Section 3.3 reports the generational
The second challenge for Belgian fiscal policy is popuaccounting results for Belgium as well as the underlying
lation ageing, which will result in higher pension andissumptions made by this approach. Furthermore we test
health-care spending in the years to come. As Casamdtta sensitivity of the results to different parameter speci-
fications, namely alternative real interest and growth
() CREPP, University of Lidge. rates. In Sectipn 3.4, we implement three poljcy experi-
(® Institut fur Finanzwissenschatft, Albert-Ludwigs-Universitat Freiburg. ments. Departing from our baseline case we first analyse
(® The authors wish to thank Micheline Lambrecht from the Federal Planninga pension reform of 1997. Subsequently, we assess the
Bureau, Pierre Cools from the Mutualités socialistes as well as Paul Everaerts . . .
and Jean-Marie Sobrie from the NIS for providing us with some particulariympact of two widely discussed measures to reduce fis-
useful data. We are indebted to Holger Bonin for excellent programming g | imbalance, specifically a commitment to a 1.5%
assistance, Jean-Philippe Stijns whose paper has served as an important start- . .
ing point as well as Sergio Perelman, Pierre Pestieau, Bernd Raffelhuschaflnual deficit and the government's commitment to a
and Claudine Gouyette for useful comments. Finally, financial support of thg o/, primary Surplus until 2010. Finally, Section 3.5 sum-

PAI P4/32 and of the SSTC Programme of Forward Social and Economic A A ) .
Research SE/12/042 are greatly acknowledged. marises the main flndlngs.
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3.2. The stance of fiscal policy 52% of GDP in 1981 to 41% at the end of the 1980s,
while at the same time government receipts remained at
As indicated above, a primary purpose of generationalconstant level. Consequently, the primary deficit posi-
accounting is to assess the impact of fiscal policy dion improved and in 1984 a primary surplus was
intergenerational distribution, predominantly betweeneached. The primary surplus has been increasing ever
current and future generations. Indeed, some past gergnce, reaching a value of 5.6 % at the end of 1997.
ations took excessive advantage of the government’s
generosity, and as a consequence, one major sourcelbé decline in interest paid on government debt — from
generational imbalance in Belgium is the large govermpproximately 11% of GDP in 1992 to an estimated 8%
ment debt. in 1996 — reflects both lower interest rates and an active
debt management policy. Given the magnitude of gov-
As noted by Pressman and Pestieau (1994) with respectment debt, the Belgian budget is especially sensitive
to the distributive impact of government debt, two pointto interest rate changes. For instance, a 1 percentage
deserve special attention. First, the distributive impact gbint drop in the average interest rate paid on govern-
government debt strongly depends on the validity ahent debt translates into a decline in the budget deficit of
Ricardian equivalence or, stated differently, on th&.3% of GDP (cf. OECD (1997a)). During the period
extent to which government transfers are neutralised bypder inspection, interest rates fell — albeit with strong
private ones (cf. Barro (1974)). Present generationshort-term fluctuations — and in 1996 were considerably
when taking into account the burden they leave to fututewer than in the early 1990s. With respect to debt man-
generations, may try to compensate their successagement policy one observes strong efforts in 1993 and
through larger bequests. Second, the official governmet®94, when over one half of the long-term debt denomi-
debt is not the only source of generational imbalanceated in Belgian francs was refinanced at interest rates
implicit claims on future generations in the form of penwhich, on average, were 2 percentage points lower. As a
sion entitlements are in many important respects similaonsequence, the effective interest rate on overall gov-
to explicit indebtedness. ernment debt has declined from 8.8% in 1992 to an esti-
mated 6.7% in 1996. Nevertheless, the budget deficit
Since generational accounting only monitors transfegtill amounted to 2.2% in 1997. Government debt, which
between the government and private sector the formexached a peak of 140% in 1994, has been decreasing for
aspect is fully neglected. The latter, however, enters teeveral years. At present it amounts to less than 120 % of
calculations by weighting demographic projections wittsDP according to European fiscal statistics (cf.
current pension entitlements per capita. European Commission (1998a)).

Belgian government debt dates back to the aftermath Bélgium was admitted as a member of the EMU, but its
World War II. During that period, Belgian GDP government debt cannot remain at its present level. In
increased substantially while at the same time the gothis context two deficit targets are often cited. First, the
ernment got into a debt position. At that time it was conBelgian government has formally committed itself to
mon belief that economic growth would be permanemeach a primary surplus of 6% of GDP over the medium
and that indebtedness was a useful way to redistribug¥m. Another well-known target is an annual deficit of
future productivity gains between living and future gen1.5% of GDP. We will assess their implications for
erations. The situation began to topple in the mid-1970stergenerational distribution in Section 3.4.
however, when Belgium, like many other countries,
experienced a slow-down of its trend in economic actiApart from government debt, the paygo social security
ity. The government tried to stimulate the business cycsystem in combination with an ageing population is a
by pursuing a Keynesian policy — as a consequenamajor challenge for fiscal policy. To what extent will the
government debt exploded. With recurrent huge deficitBelgian population be ageing in the years to follow? In
the debt continuously increased, exceeding the 1008fder to answer this question a glance at the development
level as early as 1983. of the dependency ratio is helpful. In general two depen-
dency ratios are distinguished, namely the old-age
Belgian governments have been trying to reduce goverlependency ratio and the total dependency ratio. While
ment spending since 1981. Primary expenditures, i#ae former aims at the retirees, aged 65 and older, the lat-
expenditure minus interest payments, decreased frder focuses on the number of old and young (aged 17 or
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younger). Both figures are then related to the number e$ still miss some significant aspects. Most importantly,
working people, commonly aged 18 to 64. they abstract from government’s receipts and in doing
so, they prevent the inspection of fiscal policy with
In the near future, according to the projections, the oldegard to sustainability. Furthermore, a meaningful
age dependency ratio stays relatively constant at aroumssessment of future financial burdens is impossible
26%. However, when the baby-boomer generationithout taking into account the entire government sector,
grows old — between 2010 and 2030 — the ratio expeemprising all kinds of government receipts and expen-
riences a sharp increase up to 40 % and remains constiitures.
thereafter. In other words, while a pensioner may be
financed by four employed persons at present, in 208&enerational accounting does just that. By multiplying
the number of contributors per retiree will shrink to littlethe demographic structure of future years with the age-
more than two. This picture becomes even more gloonspecific per capita net tax payments of the base-year,
when making further allowances for dependent childremhile at the same time discounting and adjusting for
In that case, the ratio of dependent to productive populgrowth, one derives the true net liabilities of the entire
tion amounts to nearly 75% in 2040, implying that ongovernment sector. Moreover, one can infer how much
beneficiary will be supported by little more than onef these intertemporal public liabilities (IPL, cf. equation
employee. (6) in Chapter 2) are paid off by living generations and
how much are passed over to future generations. In the
While the dependency ratios are a useful indicator for tfiellowing section, the generational accounting findings
challenges that await the social security system in tfier Belgium will be reported.
near future, a quantitative assessment of the burden
seems indispensable. Thus, the Federal Planning Bureau ) .
attempts to answer this question in terms of contribution-3- B€lgian generational accounts
rates to social security (cf. Fasquelle and Weemaes
(1997)). It estimates that pension spending will increage3-1-
from 10.6% of GDP in 1995 to 13% in 2030-40 whemssumptions underlying our demographic projections
the members of the baby-boomer generation will bgre based on the last population projection made jointly
retired. This implies, that contribution rates rise from 18y the Federal Planning Bureau and the National
to 23%. Institute of Statistics (cf. INS (1996) as well as
Lambrecht (1997) for a synthetic presentation).
A somewhat different approach is chosen by Dellis ansiccording to these assumptions the gross fertility rate
Perelman (1999) who have calculated what Feldsteiill increase from 1.56 in 1995 to 1.75 in 2011 and will
(1974) called social security wealth. By summing up theemain constant thereafter. Furthermore, life expectancy
pension rights that specific generations have acquired birth amounting to 73 years for males and 80 years for
through paying their contributions, they report what fronfemales in 1995 is assumed to increase by one year until
a government’s point of view corresponds to implici010. We deviate from the above population projection
government debt. Obviously, this debt has increaség holding life expectancy constant thereafter. Although,
gradually not only in absolute value, namely from BEfhis procedure might render the results slightly more
6 224 billion in 1961 to BEF 25 348 billion in 1995 (infavourable, this seems justified on the following
constant 1991 Belgian francs.), but also in relative valugrounds. While the official projection covers the period
from 239 to 354 % of GDP. Moreover, the authors hav&995-2050, our projection extends to 2200, which sug-
estimated the development of social security wealth fgests more moderate assumptions. Furthermore, it is in
the first half of the coming century. They find that it willaccordance with the generational accounting studies
rise up to BEF 75 500 billion in 2050, thus being threandertaken for the other Member States of the European
times higher than in 1995. Union to hold life expectancy constant after 2010 and
thus guarantees comparability.
By making explicit the social security liabilities, the
reported data provide an important component of thEhe increase in life expectancy significantly affects the
overall government debt and thereby provide a mofescal resources, since it implies more health-care spend-
complete picture of the stance of fiscal policy than doésg and retirement benefits. In conjunction with the age-
the figure of official statistics. However, these approachng of the large baby-boomer generation it accounts for

Basic assumptions
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the sharp increase of social security expenditures repdr-order to produce realistic forecasts, we also take into
ed above. account reforms which first became effective between
1995 and 1998. There have been some changes in indi-
Net immigration per annum is derived from separatgect tax rates, among them the VAT base rate, which was
hypotheses with respect to emigration and immigrationaised from 20.5 to 21% in 1996. In addition, the prop-
The former is modelled by applying emigration rates terty tax rate was increased from 13.4 to 15.0% in 1996.
the resident population. These rates are supposed to VAiiyally, in specifying baseline values for the real interest
with age and gender but remain constant over time. Qiad productivity growth rates, we assume a 5% interest
the other hand, the number of immigrants is fixed tgate and a 1.5% real growth rate. Results under alterna-

60 000 per annum from 2000 onwards. This results intje parameter specifications will be presented in the
time-path of net immigration which decreases fromyhsection after next.

10 000 persons in 1995 to merely 3 000 persons in 2050
remaining constant thereafter. Note that the total Belgian3 2.  Baseline results

population amounts to 10 million individuals. . .
Table 8 provides generational accounts for cohorts rang-

The annual budget, which is reported in Table 7, is tB9 from age 0 to 100 in the base-year 1995. While the
starting point for our generational accounting calculdl'st column reports the average accounts, the following
tion. Seven groups of transfers are distinguished, nanf/© columns refer to males and females, respectively.
ly retirement benefits, unemployment benefits, whicfhus, & person born in the base-year has a lifetime net
include unemployment and early retirement benefitéax payment equal to ECU —29 100, i.e., a net transfer of
health care, education spending, family allowances, birfceipts. In other words, if fiscal policy remains
allowances, and child nursery. Except for the last thra#ichanged, the discounted value of transfers which a
all aggregates can be distributed by age and gender. newborn receives until the end of his life will be ECU
29 100 greater than the discounted value of taxes he will
On the receipt side of the budget, we distinguish tax drave to pay.
labour income and pensions, capital income tax, wealth
tax, indirect taxes (including VAT, excise taxes and cug=or a five-year-old, the net tax payment is still negative
toms duties), and social security contributions. Gendet= though higher — while it turns positive thereafter. In
specific age profiles are only available for social securfact, the net tax payment increases steadily until a maxi-
ty contributions. All non-age-specific taxes and transfermum is reached at age 25. At that age, a representative
are included in the generational accounts by distributiragent is confronted with a rest-of-life net tax burden of
them uniformly over age. Finally, the government ndECU 160 700. Successively, the generational accounts
wealth is equal to financial assets net of governmedecrease until they change sign again at age 50. They

debt. In Belgium, this figure is clearly negative. stay negative thereafter, reaching a minimum of ECU
Table 7
Government receipts and expenditure in Belgium, 1995
(billion ECU)
Receipts Expenditure
Labour income tax 25.9 Retirement benefits 19.0
Capital income tax 10.3 Unemployment benefits 6.0
Wealth tax 2.3 Health care 13.8
Indirect taxes 24.7 Family allowances 4.1
Social security contributions 316 Birth allowances 0.1
Government deficit 8.5 Child nursery 0.1
Education 9.5
Non-age-specific expenditures 32.0
Interest payments 18.7
Total 103.3 103.3

Source:OECD (1997b).
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—113 800 at age 65. Note that the maximum net tax pafecordingly, young agents display negative accounts, as
ment of ECU 160 700 is very high, while the maximuntheir tax-intensive working years still lie in the distant
net transfer payment of ECU 113 800 is very low comfuture. In the same manner it can be explained that the
pared to many other countries in this study. Moreover, generational account becomes zero between the ages of
other countries the rest-of-life taxation maximum M5 and 50. It is at this age that the present value of future
young age is often lower than the rest-of-life maximurpension entitlements exactly balances the present value
in old-age-transfers. We will return to this feature, wheof remaining working year taxes.
interpreting the Belgian results in more detail.

Even though for most taxes and some transfers age-spe-
The age profile can be explained by the conjunction aific profiles were not available, males’ and females’
two factors. First, generational accounting is a prospeaecounts differ significantly. At birth, the female net
tive method, which, by definition, takes into accountransfer receipt is as high as ECU 48 200 whereas it is
only rest-of-life tax and transfer payments. Hence, thenly ECU 11 000 for a male agent — obviously, females
generational account of an elderly person is negative, a® better off. Due to the lack of age-specific data, the
his tax-intensive working years lie behind him and foprofiles should not be taken too literally. Note however,
the rest of his life he benefits from pension paymentthat the age-specific difference is, at any rate, downward
After age 65, the net transfer declines as the remainibgsed.
lifetime shortens.

Some sources of the difference can be identified by
Secondly, due to discounting, payments that occur in tirespecting each type of tax and transfer in turn. Tables 9
future are of lesser importance than current paymentmd 10 display generational accounts for each tax and

Table 8

Baseline generational accounts, Belgium
(1 000 ECU) (*)

Generations in 1995 Age average Male Female
0 -291 -11.0 -48.2

5 -53 17.3 -29.0
10 28.9 56.3 0.3
15 78.3 1111 43.4
20 134.1 1731 93.7
25 160.7 202.6 117.1
30 146.5 188.4 103.0
35 1185 156.3 79.6
40 82.9 114.7 50.2
45 39.3 62.7 15.1
50 -12.4 -1.0 -23.9
55 —-66.7 -70.7 -62.8
60 -102.5 -1155 -90.3
65 -113.8 -127.2 -102.0
70 -110.1 -119.1 —-102.8
75 -98.4 -100.4 -97.0
80 -84.9 -823 -86.4
85 -70.0 -65.7 -718
90 -555 -52.2 -56.5
95 -429 -40.8 -434
100 -16.1 -15.8 -16.1
Increase in all taxes, future (%) 6.7 - -
Future generation account -16.9 2.4 -37.3
Absolute difference 12.2 134 10.9
IPL (% of GDP) 18.8 - -

(*) 1995 value; baseline (g = 0.015, r = 0.05).
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transfer item. Turning first to taxes, we find no signifi-As to the transfers, we observe a significant gender gap
cant difference between the present value of male atwlthe disadvantage of males with regard to retirement
female lifetime tax payments with the exception of socidlenefits and health care. In fact, economic inequalities
security contributions. This is not astonishing, given thatre compensated by ‘demographic’ inequalities which
we did not employ gender-specific micro-profiles forcan be illustrated by, for example, retirement benefits.
taxes. Any continually observable gender gap sten@n average, a female’s longer life expectancy more than
from differences in life expectancy. This becomes obvounterbalances a shorter working career and a lower
ous when turning to youth transfers (comprising familgalary — both implying a lower retirement benefit due to
allowances, birth allowances and child nursery), fahe tax-benefit linkage. Over the life cycle, retirement
which gender-specific profiles were also not disposablbenefits are ECU 16 200 for females while they are
In contrast to the tax payments, there are no gender-sp&U 14 700 for males. As to unemployment benefits, for
cific deviations however, since they occur early in life, demales this transfer decreases between age 20 and age
an age where differences in life expectancy are of les®f whereas it increases between age 30 and age 50 for a
importance. male. The latter observation can be explained by the
extensive use of early retirement schemes in order to
Social security contributions differ strongly, amountingeduce unemployment raté$.(Since males are predom-
to ECU 40 300 for a female newborn versus ECU 81 106antly induced to early retirement and since this benefit
for a male newborn. This result suggests that for othex higher than the alternative unemployment benefit,
taxes we would also find gender-specific differences females’ benefits at the end of the working career are
data with respect to gender were available. Therefore our
calculations probably overestimate females’ lifetime ta?;)—

A . | , People can be entitled to early retirement benefits if they are between the ages
payment while underestimating males’. of 50 and 64 and if they meet some specific minimum requirements.

Table 9

Taxes and transfers for males
(1 000 ECU) (*)

Taxes Transfers
Age Income tax  Capital tax Indirect  Social security Retirement Health Unemploy- Youth Education Non-age-
taxes contribution benefits ment specific
expenditure

0 43.7 15.9 57.8 81.1 14.7 245 11.0 24.7 48.4 86.2
5 51.9 18.8 63.2 96.4 17.5 25.4 13.0 20.0 52.4 84.8
10 61.6 22.1 68.6 114.3 20.8 28.1 15.4 14.6 48.4 82.9
15 73.0 25.8 73.1 135.5 24.6 314 18.3 7.9 33.3 80.8
20 86.2 30.0 75.6 159.4 29.3 34.9 21.1 3.9 10.3 78.5
25 93.4 34.3 75.4 170.4 34.9 38.1 20.0 0.1 1.9 75.9
30 92.6 37.7 72.4 161.1 41.6 41.0 19.2 0.0 0.8 72.8
35 87.9 40.6 67.1 142.8 49.5 43.6 19.4 0.0 0.6 69.1
40 79.9 43.0 60.2 121.7 590.1 45.9 19.8 0.0 0.4 64.8
45 67.4 45.1 52.3 96.4 70.5 47.4 20.4 0.0 0.2 60.0
50 51.2 46.3 44.3 64.7 847 47.4 20.7 0.0 0.0 54.7
55 34.2 45.2 36.4 29.7 101.2 46.3 19.8 0.0 0.0 48.8
60 21.6 43.1 29.0 7.9 118.2 43.3 13.3 0.0 0.0 42.5
65 15.2 35.6 22.6 11 126.3 39.3 0.0 0.0 0.0 36.1
70 115 27.6 17.0 0.1 111.0 34.6 0.0 0.0 0.0 29.8
75 9.2 21.8 12.5 0.0 90.5 29.7 0.0 0.0 0.0 23.8
80 7.2 16.9 9.0 0.0 72.1 24.7 0.0 0.0 0.0 18.6
85 5.5 13.0 6.4 0.0 56.4 19.8 0.0 0.0 0.0 14.3
90 4.2 9.9 4.6 0.0 44.5 15.4 0.0 0.0 0.0 11.0
95 3.2 7.5 3.3 0.0 34.6 11.8 0.0 0.0 0.0 8.4
100 1.2 2.7 1.2 0.0 13.3 4.5 0.0 0.0 0.0 3.2

(*) 1995 value; baseline (r = 0.05, g = 0.015).
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lower as compared to the benefits of their male counteseme emphasising the question of sustainability, others
parts. Notwithstanding, it can be concluded that there fiscusing on the concern of intergenerational distribution.
a pronounced gender-specific redistribution in favour of
females hinging on both different life expectancies (e.d-he first indicator we consider is the amount of intertem-
health care, pensions) and unequal labour participatiporal public liabilities. In addition to explicit government
rates (e.g. social security contributions). debt which can be found in official statistics, this mea-
sure uncovers the government sector’s implicit liabili-
Next, we consider Belgian fiscal policy with respect taies, such as those in the form of pension and health-care
intergenerational distribution and sustainability. In earlgntitlements. It is calculated as follows. First, demo-
generational accounting studies the ratio of present agrhphic projections give us the population’s age structure
future generational accounts was utilised in order to indih subsequent years. Second, the base-year’s entire gov-
cate the degree of intergenerational distributiorernment sector budget is decomposed into age-specific
However, this ratio does not in every case generatet tax payments per capita. Finally, by weighting the
meaningful results as is illustrated in Chapter 2 of thigopulation structures of future years with the per capita
volume @). For this reason we employ a set of indicatorsjet tax payments of 1995, the time-path of government’s
net receipts is derived. If the present value of this time-
(® In order to guarantee comparability to a study by Stijns (1999), we also rep(prtath turns out to be negative, government faces intertem-

this indicator (conventionally called) which amounts to 20% in our baselindoral public liabilities.

At first sight Stijns’ results seem to differ from those presented in our paper.

For example, when using the same interest and growth rates, he derives at ‘a’ . . .

for the base-year 1995 which amounts to 66% as compared to the 20% According to Table 8, Belgium faces intertemporal pub-
this study. In contrast to Stijns, however, we have taken into account the 19ﬁ6 liabilities which amount to 18.8% of GDP. Note that
and 1998 fiscal reforms. In fact, when neglecting these policy measures, we = 7 . : o

obtain ‘a’ equal to 63% thus matching Stijns’ figure of 66% quite well. ~ explicit net government debt totals 122.2% in 1995.

Table 10

Taxes and transfers for females
(1 000 ECU) (*)

Taxes Transfers
Age Income tax  Capital tax Indirect  Social security Retirement Health Unemploy- Youth Education Non-age-
taxes contribution benefits ment specific
expenditure

0 45.1 17.4 59.2 40.3 16.2 20.4 12.5 24.7 48.2 88.1
5 53.5 20.6 64.8 47.8 19.3 22.6 14.9 20.0 52.0 87.0
10 63.4 24.2 70.5 56.7 22.9 255 17.6 14.6 48.4 85.6
15 75.2 28.3 75.3 67.2 271 29.1 20.9 7.9 33.8 83.8
20 88.6 32.8 78.0 79.2 32.2 32.9 23.9 3.9 10.2 81.9
25 95.9 375 78.0 80.3 38.2 33.9 21.2 0.1 15 79.6
30 95.1 41.4 75.2 66.3 453 34.6 17.6 0.0 0.6 76.9
35 90.6 44.9 70.1 52.4 53.6 36.2 14.4 0.0 0.4 73.8
40 82.8 47.9 63.5 39.0 63.3 37.6 11.6 0.0 0.3 70.2
45 70.5 50.7 56.1 255 74.7 37.8 9.0 0.0 0.2 66.1
50 54.4 52.7 48.3 13.5 87.7 37.7 5.8 0.0 0.0 61.5
55 37.3 52.2 40.6 4.7 100.9 37.4 3.2 0.0 0.0 56.2
60 24.8 50.5 334 0.9 112.6 36.9 0.0 0.0 0.0 50.3
65 18.2 42.8 26.7 0.1 110.0 35.9 0.0 0.0 0.0 43.8
70 14.2 34.1 20.6 0.0 100.1 34.7 0.0 0.0 0.0 36.8
75 11.4 27.2 15.3 0.0 87.6 83 0.0 0.0 0.0 29.7
80 8.8 20.9 11.0 0.0 72.3 31.8 0.0 0.0 0.0 23.0
85 6.6 15.6 7.6 0.0 57.1 27.3 0.0 0.0 0.0 17.2
90 4.8 11.3 5.2 0.0 44.2 211 0.0 0.0 0.0 12.6
95 35 8.1 35 0.0 34.3 15.2 0.0 0.0 0.0 9.1
100 1.2 2.7 12 0.0 12.7 5.3 0.0 0.0 0.0 3.2

(*) 1995 value; baseline (r = 0.05, g = 0.015).
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Consequently, current fiscal policy, if pursued into theerations necessary to equalise the generational accounts
indefinite future, not only deals with the ageing problennf current and future newborns. In contrast to the above
but also manages to pay off a large part of the expligieported tax increase for the future generations only, all
government debt. At first sight, this relatively favourablger capita tax payments or all per capita transfers
result is surprising, bearing in mind that Belgium, likdor both future and living generations are adjusted until
the other OECD countries, undergoes a severe dentbe government sector’s liabilities vanish. As per capita
graphic transition and, in addition, has a far above-avgrayments are initially assumed identical for future
age net (explicit) debt position. If it is recalled, howeve@nd current newborns, this approach puts fiscal policy
that Belgian governments since the early 1980s haback on an intergenerationally sustainable growth
undertaken enormous efforts to cope with governmepgth, while at the same time restoring generational
debt, the result seems less surprising. As we noted eabi@lance.
er these efforts by the government are reflected in very
high net tax payments during working life and low neket us first turn to the tax increase. Under current
transfers during retirement. circumstances, an equalising burden policy requires a
once-and-for-all tax increase of 1.4%. This is far below
So far, we have not specified which generation pays dffe 6.7 % which is necessary if we burden solely future
the intertemporal public liabilities. In order to answegenerations. Again, this mirrors the fact that all present-
this question, we now turn to the second indicator whidh living generations already pay a major part of govern-
is the absolute difference of a current newborn’s andraent liabilities. Hence, the ratio of tax revenue to GDP
future newborn’s generational account. While the formd$ not significantly affected. In fact, this policy would
is calculated under the assumption of an unchang#Bply @ minor increase from 46.2 to 46.8%. Moreover,
fiscal policy, the latter is derived by adjusting all taxe&he generational account for a future newborn would
in order to meet the government's intertemporgiecrease, and increase for a current newborn, thus
budget constraint. Results are reported in the lower p&founting to ECU — 26 600 for each.

of Table 8. L )
If we equalise fiscal burdens by cutting transfers, we

First, it is remarkable that both future and living newget similar results. In particular, a transfer cut of 1.5%

borns receive a net transfer over their lifetime. This préS Necessary to ensure generational balance, thus only
sents the question as to who pays their transfef@Wering the ratio of transfers to GDP from 40.6% in the

Although we know for sure that all presently living genbaseline to 40.0%. What is much more interesting is how
erations finance the transfer, we do not know which spBOth policies (tax increase and transfer cut) will affect
cific generations are unduly burdened. Due to th_@e generational accqunts of living genergtlons. The tax
prospective nature of the living generations’ accounts wWgcrease places heavier burdens on working-age genera-

can neither compare them among each other nor can tians, while the transfer reduction affects predominantly
compare them with future generations’ accounts. In t®Und people and the elderly.

following we will therefore compare the lifetime net tax .
burden of current and future newborns. We can conclude that all three indicators report a mod-

erate imbalance of current fiscal policy in Belgium.
The intertemporal public liabilities necessitate aff'eSently living generations bear a large part of those
increase of future generations' tax revenues whicfurdens, which are imposed by both the demographic

amounts to 6.7%. This implies that the account of fgansition and a debt position far above average.

future newborn raises from ECU — 29100 to ECU

— 16 900 resulting in an absolute difference of ECL§'3'3'
12 200. Taking a closer look at a future male agetFor the analysis in the previous subsection the real inter-
reveals that the increase is higher, amounting to EG&$t and growth rates were assumed to be 5 and 1.5%
13 400, while for a female agent it totals only EClUespectively. Subsequently, we calculate accounts for a
10 900. This imbalance reflects the same gender gbmader range of parameters. Table 11 reports the
already observed for living generations. absolute differences in accounts of present and future

newborns. For the baseline calculation the difference
The last indicator to assess fiscal imbalance is the iramounts to ECU 12 200. Obviously, the higher the inter-
mediate tax increases or transfer reduction for all gest rate, the lower is the future generations’ net tax pay-

Sensitivity analysis
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Table 11

Sensitivity analysis, Belgium
(1000 ECU) (*)

Productivity growth 1

Discount rate 3 5 7
Difference in the accounts of future and current newborns -19 -54 -84
Productivity growth 15

Discount rate 3 5 7
Difference in the accounts of future and current newborns 18.1 12.2 6.7
Productivity growth 2

Discount rate 3 5 7
Difference in the accounts of future and current newborns 45.3 37.6 30.4
Policy experiments to baseline identify the sources of imbalance No government debt  No demographic change
Present newborn’s account -29.1 -29.1 -9.6
Future newborn’s account -16.9 -95.7 -41.6
Difference in the accounts of future and current newborns 12.2 66.7 31.9

(*) 1995 value.

ment relative to present newborns. Moreover, the highkabilities fall short of the figure in the baseline case by
the growth rate, the more pronounced the difference. &xactly the amount of explicit debt. Accordingly,
first sight the results seem quite sensitive to alternativietertemporal liabilities are reduced to — 103.4% of GDP
parameter specifications, implying even different qualiand thus turn into intertemporal wealth.
tative outcomes. Recall, however, that for the baseline
we found a relatively small generational imbalancelhis result is not surprising at all. In fact, the priority of
Therefore it is not astonishing that the relative variatiothe Belgian fiscal policy is to consolidate deficits and
is quite large and even varying in sign. government debt and thus impose high taxes on current
generations to ensure a large primary surplus. When
Next we conduct two thought experiments in order tbypothetically eliminating government debt, this burden
better understand the fiscal impact of government dewill of course be higher than necessary to ensure a bal-
and population ageing. While resetting the interest arshced generational distribution.
growth rates back to their baseline values, we first simu-
late the outcome given that the government debt would a second thought experiment it is assumed that the
have been zero in the base-year. The last section of Taptgulation structure of the base-year remains constant
11 reports both the generational accounts and thdédrever. As in the first experiment this reverses the gen-
absolute difference for living and future generations argfrational imbalance leaving future newborns with a
contrasts them to the baseline results. As the base-yedp\wer generational account than current newborns. In the
fiscal policy is unaffected by this hypothetical experisame manner intertemporal public liabilities turn nega-
ment, the net tax payments for living generations at&ve, amounting to — 52.0% of GDP.
unchanged. On the other hand, future generations profit
if we set explicit debt to zero. Thus, instead of a taXhe conclusion that can be drawn from these simulations
increase of 6.7% in order to meet the governmentis that government debt and demographic change are
intertemporal budget constraint, these future generatioimsleed major factors in explaining fiscal imbalance.
would benefit from a tax reduction of nearly 40%JFurthermore, Belgian budgetary policy is designed to
Consequently, their lifetime net transfer increases froface the population ageing and the alleviation of govern-
ECU 29 100 to ECU 95 700, which makes them bettenent debt. Yet, as is obvious from our baseline results,
off than living generations. In particular, the absolut¢his aim is not fully achieved. Thus, in the following sec-
difference would amount to ECU 66 700 instead of ECltlon we discuss alternative measures for restoring gener-
12 200 in the baseline. Of course, intertemporal publational equity.
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3.4. Policy experiments retirement age are less affected by the reform because
they benefit from the phasing-in. Any woman who is
In the following, we consider three alternative policies taffected will then face a higher generational account,
further restore fiscal balance: (1) the 1997 pensidgdince her working years will entitle her to lower pensions
reform, (2) the government’s deficit commitment, and@s a result of the reform. Thus, the generational account
(3) the primary surplus commitment, which have beedf a female newborn increases from ECU — 48 200 to
described in Section 3.2. All of these experiments afeCU — 47 000. It should be noted that our calculations

modelled to assess their implications for intergener@@ only relatively rough estimates since they are based
tional distribution. on the assumption that retirement behaviour will be

unaffected.

3.4.1. The pension reform ) _ ]
Hitherto, we have neglected the issue of generational

Belgium has two major pension schemes, one for privaijance. As mentioned above, the degree of imbalance in

sector employees and self-employed and another f@scal policy is measured by comparing the generational

civil servants. These schemes operate under differeficount of a current newborn with the one faced by a

rules for both benefits and contributions. Furthermoregyture newborn. The lower part of Table 12 displays the

the scheme for civil servants is far more generous thagcounts for average individuals. The present newborn’s

that for self-employed and private sector employees (&fccount increases from ECU — 29 100 to ECU — 28 500

De Callatay and Turtelboom (1996) and Pestieau ar@ a result of the pension reform, indicating a lower net

Stijns (1997) for a more detailed description). transfer over the life cycle. Consequently, the burden
imposed on future generations is lower, which is indicat-

In order to secure the financial sustainability of the pen-

sion system, the government has recently reformed the

scheme for private sector employees and the self-

employed. The scheme for civil servants has not yet begahble 12

reformed. The basic features of the reform are twofold.

First, the government tried to mitigate the gender-specff.ension reform

ic imbalance in the pension schemes by requiring a 45- (1 000 ECV) ()

year career for both males and females to obtain a fld"

. . X emales’ age in 1995 Baseline Pension reform
pension. Until than a career of 45 years was required for

males while 40 years were required for females. (cf 2 :‘2‘2'(2) o
Dellis (1997)). This first reform measure was imple- 1 03 20
mented in July 1997 but affects only females who wei 15 434 45.4
not yet retired at that time. Furthermore, females whoig 15193-1 15192-8
will be retlrec_J be;tween 1997 and 2009 benefit from a5, 103.0 106.3
smooth phasing-in. 35 79.6 83.6
40 50.2 54.8

Second, wages received between 1955 and 1974 are & 42 . ;g; . ig'g
ficially revalued by applying a ‘revaluation coefficient’,; &5 _62.8 _59.4
keeping pace with the consumer price index. This coef-60 -903 -903
ficient will gradually be reduced to zero until 2005. o e e
70 —-102.8 -102.8

. . . 75 -97.0 -97.0

Our calculations only take into account the first measureso -86.4 -86.4
by assuming that retirement behaviour is not affected I 85 -718 -718
90 -56.5 -56.5

the reform. e — —
100 -16.1 -16.1

The upper part of Table 12 reports the reform’s impai Increase in all taxes, future (%) 6.7 4.2
on the generational accounts of females currently livingiresent generational account -29.1 -285
Si the reform onl ffects femal naer than Future generational account -16.9 -20.8
Ince the reto . only aifects remales younge a agﬁosolute difference 12.2 7.7
60, the generational accounts of older females remeipL (% of GDP) 18.8 11.9

unchanged. Furthermore, females who are closer to tRe995 value; baseline (r = 0.05, g = 0.015).
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ed by a smaller increase in taxes necessary to satisfy $14.2.  The deficit cut

intertemporal budget constraint and lower intertempor@or several years, the major objective of the Belgian

public liabilities as compared to the baseline cas ud Co .
o ) eta olicy has been to meet the criteria of the

Specifically, the future newborn’s account is ECU 3 QOE/I gerary polcy

. X aastricht Treaty. Accordingly, the government has
less than in the baseline case. Thus, the absolute genﬁ%—le y gy -

tional imbalance is reduced from ECU 12 200 t0 ECW,ence, the deficit has been reduced to 2.2% of GDP. In
7700 but is not completely removed. view of the still very high government debt, however, the

) ) o _ Belgian government has committed itself to reach an
Generational accounting does not provide informatiog,,al deficit of 1.5% of GDP in the medium term. In

which allows us to compare the fiscal burden among Cuke following, this measure will be thoroughly discussed.
rently living generations. Nevertheless even without

sophisticated calculations, we can perceive an imbalanggple 13 contrasts the baseline generational accounts
among the living which is not age-specific, but sectokyjth those that would prevail under the deficit consoli-
specific. As already mentioned, there are two pensiqfation policy. Specifically, in column three and four we
schemes in Belgium, but only one has been reformegistinguish two ways of financing the deficit cut, firstly,
namely the scheme for private sector employees apg adjusting all transfers, secondly, by adjusting all
self-employed. Considering that even before this reforrtaxes. Obviously, the policy experiment leads to a wors-
civil servants received more generous pension beneféaing of generational imbalance. While in the base-case
than their private-sector counterparts, the reform seemg observe an absolute difference between current and
unbalanced in more than just one respect. future newborns’ generational accounts of ECU 12 200,

Table 13

Deficit cuts for different targets and means
(1000 ECU) (*)

Deficit target Primary surplus target
Generation’s age in 1995 Baseline Tax adjustment Transfer adjustment Tax adjustment Transfer adjustment

0 -291 -318 -32.3 -26.0 -26.3

5 -53 -85 -8.6 -19 -2.8
10 28.9 25.1 25.9 32.7 31.3
15 78.3 73.9 75.7 82.2 80.6
20 134.1 129.6 131.6 137.8 136.5
25 160.7 156.3 158.1 164.1 163.1
30 146.5 142.5 143.8 149.5 149.0
35 118.5 114.8 115.7 121.0 121.0
40 82.9 79.8 80.0 84.8 85.5
45 39.3 36.9 36.3 40.8 41.9
50 -12.4 -14.2 -155 -11.3 -9.8
55 -66.7 -68.0 -69.8 —-65.9 - 645
60 -102.5 -103.5 -105.3 -101.9 -100.7
65 -113.8 -1145 -116.2 -113.4 -112.4
70 -110.1 -110.6 -111.9 —-109.8 —-109.2
75 -98.4 -98.8 -99.8 -98.3 -97.9
80 -84.9 -85.1 -85.7 -84.9 -84.7
85 -70.0 -70.1 -70.4 -70.0 —-70.0
90 -555 -55.5 -55.6 -555 -55.5
95 -42.9 -42.9 -42.9 -42.9 -429
100 -16.1 -16.1 -16.1 -16.1 -16.1
Increase in all taxes, future (%) 6.7 13.3 135 1.1 0.7
Future generational account -16.9 -8.0 -8.1 - 26.6 -2438
Absolute differenced 12.2 23.8 24.3 -05 15
IPL (% of GDP) 18.8 36.8 37.7 3.1 2.1

(*) 1995 value; baseline (r = 0.05; g = 0.015).
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this gap increases to ECU 23 800 or ECU 24 300 in ti@bviously, the described procedure is an adequate mea-
case of the tax increase or the transfer cut, respectivedyire to restore intergenerational balance. Intertemporal
Correspondingly, the intertemporal public liabilities angublic liabilities are reduced to a mere 2.1% of GDP,
the percentage tax increase necessary to meet the gbwus necessitating a tax increase of only 0.7 % for future
ernment’s budget constraint double. This result can lygnerations in order to render fiscal policy sustainable.
explained as follows. In the absence of the policy expe fact, the gap of future and current newborns’ genera-
iment, meaning that fiscal policy per capita is kept conional accounts is reduced to an insignificant ECU 600 or
stant at its present level, the deficit would decrease by faBCU 1 500, in the case of maintaining the primary sur-
more than 0.7 percentage points, turning even into a splus through either tax increases or transfer reductions,
plus around 2006. Thus, keeping the deficit constant gispectively.
1.5% of GDP corresponds to a fiscal redistribution from
future to present generations.

3.5. Conclusion
Finally, we take a closer look at the effect of alternative
financing strategies. While the effect on intergenerdrhis paper assesses the stance of Belgian fiscal policy
tional distribution is about the same, different livingwith the help of generational accounting. We find that
cohorts profit from either way of financing. Thus, work-although corrective measures still have to be implement-
ing-age cohorts profit more from a tax reduction, whereed, fiscal policy is relatively balanced. This is remark-
as the young and elderly profit more from an increase able given that Belgium, like other countries, undergoes

transfers. a severe ageing of its population and furthermore faces a
government debt which is far above the EU average.
3.4.3. Primary surplus increase How can this be explained? For nearly two decades,

Next we will discuss the case in which policy aims a@elgian governmgnts have implemented and maintained
maintaining a primary surplus of 6% of GDP over thétructural corrective measures for the gradual consolida-

medium term. To understand the details of this hypothé‘lQn of the deficit. Therefore, living generations bear a

ical policy, one has to take a closer look at the time-palfif9€ Part of the fiscal burden and do not pass most of it
of the primary surplus quota in the base-case. In faQ@ver to future generations as is the case in many other

under baseline conditions, the primary surplus will pea® ECD countries.

at 6% of GDP in 2001 and will decrease thereafter to a o o )

level of nearly zero around 2040. However, in the polic)lote. that it is not within the scope of generational
experiment, we keep this primary surplus constant at tRcounting to uncover the distribution among living gen-
peak-level until 2010. This is achieved by adjustin§"ations. More specifically, it is not possible to compare
either taxes or transfers between 2001 and 201€ generational accounts of living generations with one
Thereafter, taxes and transfeyer capitacease to be another nor to compare these accounts with those of their

endogenous and remain constant at their 2010 level. descendants due to the prospective nature of generational
accounts. In order to make such a comparison, one
The results of this experiment are reported in the last tweépuld have to employ historical data. Thus, Clokeur and
columns of Table 13. First, note that the generationRlerelman (1994) find that the transfer-tax ratio over the
accounts of the elderly are not significantly affected. Tehole life cycle has fallen from 99% for a person born
be more precise, the accounts of cohorts which are 95i8r1920 to 59% for a person born in 1980. This fact
older in the base-year are not affected at all. Indeed thejderlines that there exists an uneven distribution among
will no longer live when the policy comes into effect inliving generations.
2001. The impact on the cohorts of age 85 to 95 is so
small that it does not show up in the reported decimbd our policy experiments, we find that most of the mea-
places. This can be explained by the very short remaisidres which were recently suggested by policymakers to
ing lifetime in conjunction with the discount factor. Withfurther restore intergenerational balance fail to serve that
respect to other cohorts, net tax payments are higher. @igrpose. Admittedly, the pension reform from 1997
workers or retired cohorts would prefer a tax increase thminishes the gap between current and future new-
a transfer cut to maintain a primary surplus of 6% dforn’s generational accounts. The quantitative effect,
GDP until 2010. Contrary to this, young cohorts wouldhowever, is rather small. The commitment to a 1.5%
prefer a transfer cut. deficit over the medium term is even a step backwards as
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compared to current fiscal policy, since it further aggrazan be financed by either tax increases or transfer cuts.
vates intergenerational imbalance. While the former approach predominantly burdens cur-

rently young generations, the latter mostly affects the
On the other hand, intergenerational balance can berrently old. Hence, when implementing these kinds of
reached when the government sticks to its recent cosurplus policies it has to be taken into account that some
mitment of maintaining a primary surplus amounting tef the current living generations are already heavily bur-
6% of GDP over the medium term. The primary surpludened.
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4. Denmark: challenges ahead and
needs for social security reforms

Svend E. H. Jensef) (and Bernd Raffelhlisched) (

4.1. |Introduction: the macroeconomic to the business cycle (cf. Andersen and Schmidt (1999)).
background It would only take a minor economic downturn to threat-
en what appears to be a favourable budgetary position.

From a macroeconomic perspective, the Danish econdhile such a situation could originate from develop-

my has performed very well in recent years. After a |On@ent5 outside the direct control of the government, it
period of recession, the rate of economic growth h&®uld also follow from policies aiming at, say, a reduc-

been relatively high, the unemployment rate has falldipn of a deficit on the current account, the traditional

and no significant wage/price pressure has been evidef€hilles’ heel of the Danish economy. Moreover, the

The discretionary impact of fiscal policy has on théact that the budget deficits are much bigger in ‘bad’

whole been neutral — with the so-called fiscal ‘kickyears than the surpluses in ‘good’ years points to a deficit
start’ in 1993 marking a possible exception — so thias that may be difficult to overcome.

upturn has mainly been driven by non-government

demand. Also public finances have improved considefis to the long-term stance of fiscal policy in Denmark,

ably: not only has the ratio of public debt-to-GDP beeHie important question is whether it would be possible to
reduced, the government budget has even turned iftdng downboththe ratio of public debt-to-GDP and the

surplus. As a result, Denmark could join the EMU if it s®verall tax burden. Several factors would be critical for
wished. the accomplishment of such an ambitious target. First,

transfer payments to people of working-age have
Despite the Danish reservations to fully participate in tHecreased significantly over the past 25 years, which
final stage of EMU, macroeconomic policy has beeHndoubtedly has raised the size of the structural deficit.
conducted in accord with the convergence criteria aéhless people currently prevented from an active work-
stipulated by the Maastricht Treaty. Indeed, the positidAg-life can be brought into employment, either through
of the Danish government is to bring public debt dowelfare reforms or other initiatives, major improvements
from its current level of almost 60% of GDP to 40% oPf the government budget will be difficult to bring about.
GDP by 2005. Moreover, the government has declar&gcond, the process of changing demographics is likely
that it would strive to gradually reduce the size of govio lead to a substantial increase in the number of elderly,

ernment so as to pave the way for a lower tax burded,phenomenon which will also put pressure on public
currently the second highest in Europe. finances. Third, a tendency towards earlier retirement

has been observed, which, unless tempered by adequate
When judged from the perspective of the current shapeelfare reforms, will reinforce the budgetary pressure
of government finances, existing forecasts of macroecgaused by population ageing.
nomic performance and short-to-medium-term demo-
graphic projections, which hold out the prospect of Although these challenges are in themselves substantive,
demographic ‘breathing-space’ in Denmark over thethers could be added. For example, as a result of the rise
next five to eight years, the government’s debt targét transfer payments, other expenditures have been cut
seems to be within reach. On the other hand, the goveh#ck, including public service production and invest-
ment budget in a welfare state is typically very sensitiv@ent in infrastructure. A pressure for more resources to
be allocated to these areas might therefore arise. One
could also envisage that it will be increasingly difficult
" _ to raise the revenues needed to maintain the financial
() Erhvervsgkonomisk Center. I, .
(® Institut firr Finanzwissenschaft, Albert-Ludwigs-Universitét Freiburg. viability of the welfare state. For example, increased
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mobility within Europe may induce some members ofhe share of general government expenditures to GDP

the labour force to flee to lower-tax jurisdictions, therehas more than doubled, from 25% in 1960 to 62% in

by eroding the tax base. 1995. Though the share of government revenues has also
risen strongly in this period, increases have not been suf-

Our discussion of these issues concentrates on the geffieient to balance the government budgets. As a result of

ational impact of a set of policies which are on the forgersistent deficits, primarily since the mid-1970s, there

front of debate of fiscal policy in Denmark. As a benchhas been a substantial increase in the public debt-to-GDP

mark, we first compute the intergenerational distributioratio, from 5% in 1970 to about 79% in 1995.

of tax burdens in a baseline scenario where 1995 fiscal

policy remains unchanged. The policy issues to be di®n the expenditure side, it is mainly within the ‘core’

cussed on the basis of this reference situation fall inegeas of the welfare state that outlays have increased

three broad categories, namely (1) a labour markgtore than proportionally with income. The most expand-

reform with strong fiscal ingredients, aiming at bringindng area has been transfer payments, with a rise of 235 %.
structural unemployment down, (2) a programme of pul§sovernment consumption, including health and educa-

lic debt reduction, designed in line with official medium-ion costs, grew rapidly in the 1960s, but has grown more
and long-term targets of fiscal policy, and (3) an increas¥ less in line with GDP since the 1970s. Reflecting the

in the (effective) retirement age, aiming at tempering trgeady increase in public debt since the early 1970s,
effects of population ageing. All calculations are done oiterest expenditures have also risen. Government
the empirical base as outlined in Jensen aridvestment, on the other hand, has been in decline.

Raffelhiischen (1995, 1997, 1999) and Jensen et al.

(1996). On the revenue side, it is mainly personal income taxes
that have increased more than GDP. Unlike in many
other European countries, contributions of employers

4.2. Trends in fiscal performance and employees have remained almost negligible since
Denmark has followed a pure tax-transfer approach with

The extent of government involvement in the Danishespect to, for example, social security. A recent tax

economy has increased significantly over the last 3&form (of 1993) will, however, gradually shift the taxa-

years. Table 14 summarises some basic facts. tion from income taxes to payroll and environmentally

Table 14

Budget and economic key variables in Denmark, 1960-95
(%)

1960 1970 1980 1990 1995

Total expenditures 24.8 39.5 56.9 59.3 62.5
Government consumption 13.5 20.0 26.7 25.3 25.2
Transfer payments 7.1 13.5 22.9 24.7 28.6
Public investment 2.7 4.7 3.4 2.0 2.0
Interest payments 14 1.3 3.9 7.3 6.7
Total receipts 26.6 41.0 53.6 57.8 60.6
Personal income tax 11.1 19.6 23.6 25.6 27.7
Social security contribution 12 16 0.8 1.5 16
Indirect taxes 9.0 14.7 16.8 15.6 15.1
Other receipts 5.3 5.0 125 15.1 16.2
Public deficit -1.8 -15 3.3 1.5 1.9
Government debt 21 5.2 321 61.1 79.0
Unemployment rate 18 13 7.0 9.6 10.3
Real interest rate (RIR) 0.5 -04 6.6 5.2 4.7
GDP growth rate 6.1 2.0 -04 1.4 2.7
Growth adjusted RIR -5.6 -2.4 7.0 3.8 2.0

Source:Jensen et al. (1997); budget items in percent of GDP, key variables in percent, preliminary figures for 1995.
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related taxes. Indirect taxes have also increased theiarly even before taxes and transfers, the distribution of
share of GDP, particularly VAT. disposable incomes is much more equal (cf. Forster
(1994)). The redistributive effects of taxes and transfers
Public finances have clearly been adversely affected laye enhanced by the provision of public services, such as
the rise in unemployment, a phenomenon beginning &ducation and subsidised child-care (cf. OECD (1996)).
the mid-1970s. What matters here is not only the
observed rise in those being registered as unemployddx reform was a key ingredient in a new policy package
but also the large number of working-age people théttroduced in January 1993. The reform was designed in
have become recipients of some sort of income compghe same spirit as most other recent tax reforms in the
sating public transfer payment other than unemployme@ECD area. It thus involved cuts in marginal income tax
benefits. Evidence suggests (cf. @lgaard (1995)) theates, financed by various measures to broaden the tax
about 18 % of all working-age people are non-employdease and to close existing loopholes. Furthermore, the
but should in principle have the ability to work, a figurdall in personal income tax rates was to a large extent
being twice as great as the registered rate of unempldipanced by increases in energy taxes levied on the
ment. The period considered has also been characteri§@gisehold sector and by the introduction of new taxes on
by a remarkable rise in the real interest rate. The comtgfuse, water use and sewage. From 1996 these initia-
nation of a rising real interest rate and a falling growttives were supported by taxes on the emission of carbon
rate has indeed led to a ‘double’ upward pressure on tﬁ@XideS and Sulphurdioxides from the business sector.
so-called growth-adjusted real interest rate, a phenomg?e reform thus marked an important step towards a so-
non which has also had a big impact on the accumulatiéflled ‘green’ tax structure.
of public debt.
In view of the relatively high wage taxes in Denmark, the
Behind the trends observed for the period 1960-95 ofiIrent debate on fiscal policy also involves the extent to
will, of course, find some cyclical swings. For exampleWhich wage taxes can be further replaced by ‘green’
the upturn since 1993 has reduced both the share of pfxes. In particular, would it be possible to reap a ‘dou-
lic expenditures to GDP and the share of public revenuB dividend" in the form of improvements to both the
to GDP. While the former (latter) in 1996 had fallen t¢nvironment and employment? As recent academic
61.7 (60.8) %, the 1997 figure was 56.9 (57.1)% and tiigsearch suggests such a switch may lower the efficien-
preliminary figure of 1998 is 55.3 (56.3) %. Against thisCY Of the tax system as a revenue-raising device (cf.
the government budget turned into surplus in 1997, witiovenberg and DeMooij (1994)). Also, the intended
the current surplus amounting to around 1% of GDP. Substitution of labour for polluting inputs may lower
labour productivity. With rigid real wage adjustments,
Although a rising share of government spending to GD¥PIS May lead to higher unemployment. A further con-
is a phenomenon that has been observed in most indG&MN relate_s to the fact that so far only few_countnes in
trial countries (cf. Masson and Mussa (1995)), there md€ world impose ‘green’ taxes on the business sector.
be some distinct features of the Danish econonfyence there is a lively debate in Denmark on what
accounting for the particularly strong growth in the sizdnPact these taxes would have on Danish companies
of government. Denmark has undoubtedly carried tfexPosed to international competition.
welfare state further than most other European countries,
both in terms of coverage and generosity (cf. Hagen et 9,'-
(1998)). For example, safety nets have not only been
provided for the less fortunate in society, but as a result
of the so-called ‘universalist’ approach to the welfar . .
state, relatively generous social programmes have begéﬁ 1. Basic assumptions
extended to the general population. All sources of the Danish data are described in detail in
Jensen et al. (1996). Furthermore, all calculations pre-
The variety of welfare programmes and progressivity afented below rest on the method developed in Chapter 2.
the tax system have led to a fairly equitable societyn this section, we will therefore outline only the specif-
Indeed, the redistributive capacity of the Danish tax ard assumptions concerning (1) the long-run gender-spe-
transfer system is quite significant. Although the distribeific population projection, (2) the aggregate govern-
ution of incomes between ‘rich’ and ‘poor’ is not particiment budget of the base-year 1995, (3) our estimate of

3. Baseline results and sensitivity
analysis
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the government's initial net debt position, and (4) thdeductions on owner-occupied housing expenditures.
magnitude of all exogenous parameters, including thfiable 15 also lists various transfer payments, including
GDP growth rate and the real interest rate. transfers for social security, health care, unemployment
insurance, welfare and housing benefits, child and youth
The population projections for Denmark start in 1995. Isupport payments, education and long-term care expen-
the baseline projection, we have retained all assumptiodisures as well as other transfers to households and sub-
about fertility, mortality, and net immigration made insidies.
the official Danish population projections. While the
end-year of the official projections is 2040, our projecEach aggregate for taxes and transfers is allocated to the
tions run through 2020. During the first five years of theepresentative male and female individuals of each living
projection period, the total fertility rate is assumed tgeneration with the help of relative age-gender profiles.
increase from 1.8 to 1.9, and it remains constant at thEtese profiles were either taken from various micro-sur-
level from 2000 and onwards. Since mortality rates areys or provided by the Ministry of Economic Affairs.
assumed to fall during the first 10 years of the projectiohhose taxes and transfers which have not been distrib-
period, life expectancy at birth rises from 77.9 (72.7) tated by age and gender are summarised under other
78.0 (73.0) for females (males). Finally, as to the immiaxes, revenues or transfers. The net interest payments on
gration numbers, the official assumptions imply an annwutstanding government debt (net of seigniorage)
al net inflow of 13 500 persons, about 0.25 % of the basamount to ECU 4.1 billion (ECU 1 = DKK 7.332 in
year population. 1995). According to official Danish statistics, the gov-
ernment’s net financial debt amounts to ECU 78.5 billion
Table 15 summarises the overall public budget of th®9.5% of GDP) which is utilised in the Danish intertem-
base-year 1995 which, in more detail, serves as the statral budget constraint. Real debt resulting from deficits
ing point of all calculations on Danish generationabf publicly owned enterprises, land etc. is included in the
accounts. The entire budget includes expenditures acalculation of government consumption for all future
receipts of the federal and local governments as well gsars. Note that this approach excludes public infrastruc-
public enterprises. All intergovernmental payments hawere which is provided without user fees.
been cancelled out. Public revenues include taxes on
labour income, capital income, property, wealth, vehiNet investment amounts to ECU 1.1 billion. Hence, in
cles, alcohol, tobacco, petrol, employee’s unemploymetite base-year, the residual of total government revenues
contributions, value-added tax, and other taxes or genaninus expenditures on transfers, subsidies and net
al revenues. Note that capital income taxes are signifitvestments, i.e. government consumption, amounts to
cantly negative; mainly due to a generous system of t&CU 12.2 billion. However, this number is not used in

Table 15
Public receipts and expenditures in Denmark, 1995
(billion ECU)

Receipts Expenditures
Labour income taxes 41.50 Social security 14.26
Capital income taxes -451 Health insurance 7.92
Value added taxes 13.00 Unemployment insurance 4.05
Alcohol and tobacco 1.53 Long-term care insurance 4.28
Petrol tax 1.01 Welfare and housing 3.83
Vehicle tax 0.60 Child and youth support 4.13
Property and wealth tax 1.52 Education 7.85
Unemployment insurance 2.12 Other transfers 7.32
Other taxes 11.70 Net investment 1.09
Other revenues 4.23 Subsidies 3.88
Public deficit 2.17 Net interest payments 4.08

Government consumption 12.17

Total 74.86 74.86

Source: Statistical Yearbook 199#ata provided on request by the Danish Ministry of Finance.
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the calculations. There we constructed a gross figure bgvernment consumption during the phasing in of the
including non-age-specific distributed taxes, revenuesform package (ECU 240 million, ECU 460 million and
and transfers, subsidies, net investments and transfers£©U 860 million) in order to ensure budget neutrality.
the rest-of-the-world. This number is projected to grow

in line with GDP, and it is adjusted for the demographig.3.2.  Baseline findings

transition in a per capita manner. If not indicated other- ble 16 ‘ tional s f hort
wise, the generational accounts are calculated on t_-}l;g € reports generational accounts for cohorts rang-

basis of an annual real GDP growth rate of 1.5% and HI¢ " 9€ from 0't0 100 in the base-year 1995. The aver-
exogenous real interest rate of 5%. age column shows net payments for males and females

combined, while the other columns report the gender-

The policy package introduced in January 1993 (cBPecific accounts.

Section 4.2) is included in the baseline scenarios through

the adjustments of the respective budgetary items for th8€ first remarkable result is that the generational

period 1996-98 in line with the official estimates and th@ccount of a current newborn is significantly negative,

overall growth adjustment. Hence, as compared to th€: @ current average newborn will receive ECU 55 000
base-year, progressive labour and capital income taxe@! of taxes over his/her entire life cycle. Although net

were reduced by 3.1, 4.0 and 4.5% while proportion@ayments to the government are strictly negative

labour market contributions grow at a rate of 17.0, 19firoughout childhood and youth, the accounts turn out to
and 3.6 % and petrol taxes increase at 9.3, 1.5 and 1.598. positive already at age seven due to the lower dis-
In addition, we installed a ‘green’ tax revenue of ECl¢ounting of future net tax payments. Thereafter, the net
250 million, ECU 550 million and ECU 830 million and payments steadily increase until a peak is reached with
distributed these taxes uniformly. Finally, we reducedayments in the magnitude of ECU 142 700 at the age of

Table 16

Generational accounts, Denmark
(1 000 ECU) (*)

Generation’s age in 1995 Average Male Female
0 -55.0 -18.7 -93.0

5 -323 11.0 -77.8
10 15.3 67.0 -38.7
15 66.4 128.2 1.8
20 121.0 190.9 48.3
25 142.7 215.7 65.8
30 141.3 213.4 64.1
35 126.9 198.3 52.4
40 94.6 165.1 22.3
45 46.7 108.6 -16.5
50 -14.7 39.0 -70.1
55 -67.7 -19.0 -117.1
60 -126.2 -87.9 -162.7
65 -146.0 -117.0 -172.3
70 —-154.6 -1281 -176.5
75 -158.0 -128.8 -179.8
80 —-161.6 —140.6 -174.4
85 -161.0 -136.9 -172.4
90 -152.5 -129.3 -160.9
95 -1134 -96.8 -118.0
100 -395 -35.4 —-40.7
Increase in all taxes, future (%) 20.3 - -
Future generational account -12.6 29.7 -56.7
Absolute difference 42.4 48.4 36.1
IPL (% of GDP) 71.2 - -

(*) 1995 value; baseline (r = 0.05, g = 0.015).
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25 — the age when an average agent enters the labgander-specific differences underlying the average fig-
force in Denmark. ure. Indeed, while newborn males have a generational
account of ECU 18 700, that of a newborn female is
Over the years of active labour market participation, theuch more negative indicating that females receive ECU
generational accounts are positive but falling, befor@3 000 as a net transfer over the remaining life cycle. To
turning negative again as individuals approach retiremderstand this, by international standards, fairly high
ment. In Denmark, the break even of discounted futudéfference between the two sexes, we have to look at the
tax payments and transfer receipts is slightly below agemposition of male and female net payments in more
50. Retirees have negative accounts since they pay lovdetail. Tables 17 and 18 report the components of the
income taxes as well as some indirect taxes while receivale and female accounts for the main taxes paid and
ing public pensions and other old-age services. Withansfers received at various stages of the life cycle.
respect to the accounts of the elderly, we find another —
by international comparison — remarkable result. ThBy comparing both tables four main reasons can be iden-
maximum of net transfers received during the rest of liféfied. First, it can be seen that a newborn male in 1995
for a retiree is reached not at the age when the averagauld over his entire life-span contribute about 40%
agent leaves the labour force. Instead, it is especially th®re in labour income taxes than his female counterpart.
oldest-old who gain most and receive net transfeflhe reason for this is straightforward. In spite of their
amounting to over ECU 161 600 for those being in theelatively high labour market participation rate, Danish
early 80s of their life cycle. We will comment on thiswomen are mostly recruited to low-wage and part-time
issue in more detail below. jobs. Second, women receive more old-age pensions
than men. Since the benefit rate is unrelated to gender,
The reason why the generational account of very youtigis clearly reflects the fact that women have, on aver-
agents is negative can be easily seen from the significage, a longer lifetime than men. For the same reason the

Table 17

Composition of male accounts, Denmark
(1 000 ECU) (*)

Tax payments Transfer receipts
Generation’s Labour Capital VAT Excise Social Social Health Unem- General Youth  Education Non-age
agein 1995  income taxes insurance  security insurance ployment  welfare and specific
insurance maternity expenditure

0 151.9 -19.9 54.9 22.6 7.3 231 15.4 13.3 17.5 53.4 72.5 40.2

5 180.2 -23.6 58.9 25.8 8.6 27.4 15.8 15.8 20.7 33.7 86.0 39.5
10 2134 -28.1 63.8 29.6 10.2 32.5 17.2 18.7 24.6 19.6 70.8 38.6
15 253.0 -334 69.2 34.1 12.1 38.6 18.7 22.2 29.2 12.7 48.0 37.6
20 297.2 -39.8 73.7 38.2 14.3 45.7 20.6 26.1 32.8 6.6 24.3 36.4
25 322.3 -46.3 72.6 40.5 15.1 53.7 224 24.8 32.0 6.4 14.0 35.1
30 322.4 -46.7 70.4 415 14.6 62.7 24.6 21.6 30.7 6.0 9.6 33.6
35 314.3 -43.1 66.5 41.0 135 72.8 26.6 18.8 29.3 5.8 8.7 31.8
40 288.9 -35.7 61.4 39.0 12.0 84.2 28.9 16.6 28.7 5.4 7.1 29.8
45 245.8 -27.6 55.1 35.9 10.0 97.5 31.1 14.7 29.2 4.9 5.6 27.5
50 190.9 -18.8 49.5 32.8 8.0 113.3 335 12.5 31.0 4.1 4.0 25.0
55 154.7 -11.0 41.8 28.0 5.4 131.3 35.7 9 34.6 2.8 2.2 22.3
60 108.1 -04 33.8 22.3 2.7 153.4 37.2 2.8 40.6 11 0.0 19.4
65 77.2 2.7 27.3 18.2 1.0 141.5 38.5 0.5 46.0 0.3 0.0 16.6
70 52.2 3.8 21.6 13.8 0.0 115.8 38.0 0.0 51.7 0.0 0.0 13.9
75 38.1 6.0 17.4 10.4 0.0 94.2 36.9 0.0 58.1 0.0 0.0 11.4
80 25.7 4.2 12.6 6.9 0.0 77.3 34.5 0.0 69.1 0.0 0.0 9.2
85 20.2 4.7 9.9 4.8 0.0 60.0 30.1 0.0 79.1 0.0 0.0 7.2
90 22.4 6.7 8.2 3.6 0.0 48.5 26.1 0.0 90.0 0.0 0.0 5.6
95 16.9 51 6.2 2.6 0.0 36.3 195 0.0 67.5 0.0 0.0 4.3
100 6.4 2.0 2.3 0.9 0.0 13.3 7.2 0.0 24.8 0.0 0.0 1.6

(*) 1995 value; baseline (r = 0.05, g = 0.015).
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Table 18

Composition of female accounts, Denmark
(1000 ECU) (*)

Tax payments Transfer receipts

Generation’s Labour  Capital VAT Excise Social Social Health Unem-  General Youth  Education Non-age

agein 1995  income taxes insurance  security insurance ployment  welfare and specific
insurance maternity expenditure

0 100.7 -83 53.9 15.6 7.3 26.0 21.8 17.3 22.9 57.7 75.7 40.9
5 119.6 -9.8 57.6 17.6 8.7 30.9 23.7 20.6 27.2 38.9 89.8 40.3
10 141.8 -11.6 61.8 19.8 10.3 36.7 26.8 24.4 32.2 26.1 75.1 39.6
15 167.7 -13.8 66.9 225 12.2 43.5 30.2 28.9 38.2 21.3 53.0 38.7
20 196.6 -16.5 71.2 25.0 14.4 51.5 33.1 34.1 42.6 17.6 25.8 37.7
25 210.5 -19.1 70.4 26.2 15.3 60.5 34.9 33.2 40.3 17.6 14.3 36.5
30 203.5 -18.6 68.3 26.1 14.5 70.8 35.3 27.7 38.5 12.4 9.8 35.1
35 192.0 -15.6 64.7 24.7 12.8 82.4 34.3 22.5 37.3 7.2 9.0 33.5
40 169.6 -10.9 60.2 22.9 11.0 95.5 34.9 19.0 37.1 4.9 7.5 31.7
45 145.9 -6.3 56.5 21.2 9.2 110.3 37.3 16.7 39.0 3.9 6.0 29.6
50 112.0 -0.8 50.9 19.0 6.9 126.9 39.9 14.1 42.9 2.8 4.3 27.3
55 90.1 2.7 43.5 15.9 4.1 144.2 42.1 9.5 48.9 1.6 2.3 24.8
60 70.6 5.1 36.2 125 1.8 162.0 44.2 25 57.5 0.5 0.0 22.1
65 60.5 6.2 30.5 101 0.6 148.7 46.4 0.3 65.3 0.1 0.0 19.4
70 47.3 6.2 24.9 7.7 0.0 126.7 46.7 0.0 72.8 0.0 0.0 16.5
75 35.2 5.3 19.0 5.4 0.0 105.2 46.2 0.0 79.8 0.0 0.0 13.6
80 29.0 4.7 15.1 4.1 0.0 84.5 43.4 0.0 88.7 0.0 0.0 10.7
85 19.8 2.9 11.1 2.4 0.0 64.8 40.6 0.0 95.0 0.0 0.0 8.2
90 14.8 2.6 7.9 1.4 0.0 48.8 32.8 0.0 99.9 0.0 0.0 6.1
95 11.0 1.9 5.8 0.9 0.0 35.8 24.0 0.0 73.3 0.0 0.0 4.5
100 4.0 0.7 2.0 0.2 0.0 12.4 8.3 0.0 25.3 0.0 0.0 1.6

(*) 1995 value; baseline (r = 0.05, g = 0.015).

present value of women’s transfers in the form of oldNo other country study in the world displays similar
age care is higher than the corresponding number fasults. The reason is, however, obvious. The Danish
men. country study allows for a much more detailed (age- and

gender-specific) distribution of transfer payments to the
Third, as a consequence of the fact that women are metderly than any other country study, for which reliable
exposed to unemployment than men, they receive reldata are not available. Among those are benefits con-
tively more unemployment and cash benefits. Fourtleerning the residential institutions, rent subsidies, old
women'’s receipts of health insurance and other welfapeople’s home and home help to those depending on spe-
services by far exceed what men receive. For the sawial care. These items alone make up about 10% of the
reasons, the generational accounts of females in Tabled@ire transfers and their age-gender-profiles show a
evolve on a lower scale as compared to their male cowsharp increase when it comes to the oldest-old, i.e. those
terparts of the same age. Of course, during old age, thieler than 75.
net payments are relatively closer to the male figures.

In order to report the extent of intergenerational redistri-
With respect to the net transfers received during retirbution, we employ the set of four valid indicators devel-
ment, there are two issues which are striking in theped in Chapter 2, which are reported in Table 16. As a
Danish country study. First, social security and othenain indicator for the intergenerational redistribution,
transfers to the retirees are paid mainly on a gross-of-tase utilise the difference in lifetime net tax payments
basis, i.e. the elderly do pay taxes. Second, general wiektween current and future generations given that the
fare payments to the elderly increase in their absoluitgertemporal budget constraint of the public sector
amounts despite the fact that they refer to ever-decreasids.
ing rest-of-life periods. Due to this, the overall transfers
received during retirement show the above-mentiondd order to finance the intertemporal liabilities of the
hump-shaped patterns. entire public sector, it would be necessary to increase the
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tax load of future agents by 20.3%. Thus, future newpayments that would be needed to ensure equality
borns would receive only ECU 12 600 net-of-tax trandietween the net tax payments of future generations and
fers which is in absolute terms ECU 42 400 less as comfre (growth-adjusted) net tax payments of base-year
pared to base-year newborns. Also this indicator revealswborns.

a remarkable gender-specific redistribution since future

males pay ECU 48 400 more as compared to currefihe results of these hypothetical experiments are found
newborns while future females only pay ECU 36 100 im Table 19 for the baseline combination of interest and

addition to the amount of the current newborn femalesgrowth rates.

Calculating the intertemporal public liabilities (IPL, cf.In particular, the table shows in the first row the neces-
equation (6) in Chapter 2) associated with the presesdry fiscal adjustments, reported as percentage differ-
stance of fiscal policy for the baseline scenario iences from what the relevant tax revenue or expenditure
Denmark reveals that there are liabilities passed overlavel would have been in the absence of these adjust-
future generations adding up to 71.2 % of the 1995-GDRents. Moreover we report the generational accounts for
Since the explicit government debt amounted already &l experiments which restore the generational balance.
59.5%, the implicit debt does not contribute significant€onsider first a policy where intergenerational balance is
ly to the overall figure of the public liabilities. restored through a higher overall tax revenue collected
from all generations. In this case an additional revenue
The intergenerational imbalance could also be illustratejual to 5.0% of the existing tax revenue is required.
by the policy change for current and future generatiorihis is a non-negligible fiscal adjustment which raises
which  ensures intergenerational sustainabilitythe tax to GDP ratio by 2.3 percentage points from 46.4
Specifically, we try to estimate the immediate and pete 48.7%. The net tax payments of current newborns and
manent adjustment of (a) all taxes, and (b) all transféuture generations could also be equalised if all transfer

Table 19

Restoring generational balance in Denmark
(1 000 ECU) (*)

Baseline accounts All taxes All transfers
Immediate change (%) - 5.0 -5.0
Generation’s age in 1995
0 -55.0 —-44.7 -42.0
5 -32.3 -204 -18.9
10 15.3 29.1 28.2
15 66.4 82.4 79.0
20 121.0 139.3 133.1
25 142.7 162.1 154.9
30 141.3 160.4 153.3
35 126.9 145.1 138.7
40 94.6 111.2 106-4
45 46.7 61.2 58.8
50 -14.7 -29 -23
55 -67.7 -58.1 -54.8
60 -126.2 -119.1 -112.9
65 -146.0 -1404 -133.3
70 - 154.6 -150.4 -142.8
75 -158.0 -154.9 -147.1
80 -161.6 -159.2 -151.3
85 -161.0 -159.3 -151.3
90 -152.5 -151.2 —143.7
95 -113.4 -112.4 -106.8
100 -39.5 -39.1 -37.2
Future generational accounts -12.6 -44.7 -42.0

(*) 1995 value; baseline (r = 0.05, g = 0.015).
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payments were reduced by 5.0% which would lower thedditional burdens borne by future generations. In
ratio to the 1995-GDP by 2.2 percentage points frombsolute terms, future generations receive about ECU
44.9 to 42.7%. Note that transfers include non-age-sp&200 less as do 1995-newborns.
cific distributed government consumption.

If the fairly advantageous age structure of the base-year
An important question is what difference it maked4995 was kept constant, the burden on future generations
whether generational balance is achieved in one waywpuld be even less. This is indicated by the fact that
another. Indeed, the macroeconomic response to a tixder these circumstances the intertemporal liabilities
increase may be different from the macroeconomigould only amount to 4.2% which means that current
response to a spending cut. Similarly, if contractionargenerations do contribute remarkably to reduce even the
fiscal actions are implemented through higher incomexplicit debt figure. To finance the remaining small
taxes, the wage and employment effects may differ sigimount, future generations have to face only a 1.2%
nificantly from the case where fiscal policy is tightenednigher tax load as compared to the currently living. If all
through higher consumption taxes (cf. Jensen ar@¢nerations shared in, the corresponding figure would be
Raffelhiischen (1997)). However, the traditional metho@-3%. Hence, changing demographics obviously has a
of generational accounting fails to capture such diffefrfemendous impact which implies approximately gener-
ences which could only be addressed by installingtional balance, since future generations only pay ECU
generational accounts in a dynamic CGE-modeB 000 more as compared to current newborns. Indeed,
Nevertheless, it is of interest to see how sensitive tiige relative weight of the current generations’ implicit
static generational accounts of existing generations s#gmands on future budgets in Denmark counts for more
to the specific way of restoring generational balance. than the explicit public indebtedness while in their

absence the generational balance would be nearly
Table 19 reports the generational accounts by age fpsured.
current as well as for future generations under each alter-
native policy change. For comparison we also show tie3.3.  Sensitivity analysis

baseline generational accounts. Let us first see how seiyple 20 reports the sensitivity of our findings with
sitive the generational accounts of existing generatiopgspect to realistic variations of the key economic vari-
are to whether the generational balance is restorgfles and demographic assumptions. As a meaningful
through higher taxes or lower transfers. indicator of the intergenerational redistribution, we
choose the difference in the accounts of current and
Although all generations have to pay higher net taxes f{jture newborns. A lower discount rate and a higher
the two scenarios, the distribution of burdens across Cirowth rate both serve to reduce this generational imbal-
rent generations appears to be quite sensitive to thgce. At a first glance, the quantitative robustness seems
choice of fiscal instrument. In general, higher tax rateg pe fairly low, as witnessed by the fact that for combi-
place the fiscal burdens on current cohorts of workingations of three real interest rates (3, 5 and 7%) with
age, whereas transfer reductions mainly hit the younggfree alternative GDP growth rates (1, 1.5 and 2%), the
and the older generations. absolute difference in the accounts of future and current
newborns range between ECU 35 200 and ECU 55 500.
In the light of these findings it would be useful to know\evertheless, the divergence of about ECU 20 000 over
the sources of the generational imbalance and their quaiRe entire life cycle is, in comparison to the flows of
titative impact. On the base of hypothetical experimentgesources between agents and the public sector, not real-
two main sources can be identified, namely the demg: remarkable. In addition, the qualitative finding of an
graphic changes and the pre-existing public debt. Eveniifibalance in favour of currently living generations in
the full absence of any explicit public debt in the bas@enmark is absolutely robust to the wide range of varia-
year, the intergenerational distribution would be imbakions in the key economic variables.
anced. In fact, in order to finance the remaining implicit
liabilities of 11.7% of GDP, future generations wouldTable 20 also reports the sensitivity of our findings with
have to face a 3.3% surcharge on overall taxes. As corgspect to the underlying demographic assumptions. For
pared to the baseline findings which suggest a 20.3féasons of completeness, the last row in the table lists the
increase in taxes and an overall indebtedness of 71.Z%ure of ECU 3 000 higher net payments of future gen-
of GDP, this translates into a significant reduction of therations in comparison to current for the constant base-
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Table 20
Sensitivity analysis, Denmark
(1 000 ECU) (*)
Productivity growth (%) 1
Discount rate (%) 3 5 7
Absolute difference 374 44.6 55.5
Productivity growth (%) 1.5
Discount rate (%) 3 5 7
Absolute difference 36.1 42.4 52.3
Productivity growth (%) 2
Discount rate (%) 3 5 7
Absolute difference 35.2 40.5 49.4
Population projection Constant population Baseline Decreasing
structure assumptions mortality

Absolute difference 3.0 42.4 60.8

(*) 1995 value.

year population structure that has already been discussst-old. Nevertheless, the assumed mortality resembles
above. Since fertility rates in Denmark have increasairrent Swedish life expectancies and is, hence, not
significantly in the recent past, we do not report thanrealistic.
results concerning experiments which increase the base-
year fertility rates even more. In combination with the
base-year immigration, a fertility rate of 1.9 ensures 4.4. Generational impact of policy reforms
slightly growing population at any rate.

Given the current debt position and the underlying
What is more interesting in the Danish case study coflemographic projections, current fiscal policy does pass
cerns the second component of the double-ageifgrdens onto future generations. However, in a case of
process, i.e. the growing number of oldest-old. Abov&0 demographic change, i.e. if the number of people in
we have seen that the richness of the Danish data perrgigsh age group could be kept constant, or if there were
a detailed investigation of this phenomenon. MoreoveR0 public debt in 1995, there would almost be genera-
the baseline results reflect an — by international stational balance. Since both of these alternatives — keep-
dards — only modest fall in the mortality rates translaing the age structure constant, or getting rid of public
ing into an increasing life expectancy of 0.1 and 0.8ebt in an instant — cannot be readily implemented, it is
years for females and males, respectively. Assuming tteft interest to consider some more realistic policy
mortality rates further decline will increase the intergerchanges which would also mitigate the generational
erational imbalance tremendously. imbalance. Three alternative scenarios are investigated,

each of which is designed with a view to important
For example, raising life expectancy at birth linearlghemes in the current debate on fiscal policy in Denmark.
over a period of 10 years in comparison to the baseline
figures by two additional years would translate into dhe first scenario (A) is based on rather optimistic
significantly higher imbalance. Future generationgssumptions about the Danish economy. One might want
would face net payments which are ECU 60 800 high&p think of this as a successful outcome of the tax and
than those of the current newborns. The respective figusbour market reforms introduced in recent years.
of the absolute difference in the baseline ranged to onllydeed, these reforms have been motivated by a need for
ECU 42 800. As compared to the baseline result thigimulating incentives to work and thereby bringing
extremely aggravated imbalance is mainly driven by thgructural unemployment down. As mentioned already,
relatively high per-capita benefits especially to the oldt993 marked the starting point of an expansion in the

52



Denmark: challenges ahead and needs for social security

Danish economy, with rather impressive growth in outesulting from a better economic performance accrue to
put and falling rates of unemployment. For example, tHeature generations which turn out to be much better off
registered rate of unemployment has fallen by 3 perceittran in the case of baseline economic performance.
age points since 1994. The question now is whether this
is a process likely to continue. It is widely believed than fact, instead of receiving ECU 12 600, as in the base-
if further underpinned by structural policy adjustmentdine scenario, their net transfers will amount to ECU
additional inroads can be made in the number of unerd3 300 and the generational imbalance is no longer to the
ployed. disadvantage of future generations. To restore genera-
tional balance it would be necessary to reduce the tax
Following this line of reasoning, the rate of unemployload for future generations by 7.2%, against an increase
ment is assumed to fall by a total of 3.4 percentage poirt§20.3% as in the baseline. Of course, one would also
during 1996-99. Due to the operation of built-in fiscaéxpect that living generations reap some benefits of a
stabilisers, an increase in employment would not onlsuccessful macroeconomic performance. For example,
reduce expenditures on unemployment and cash betige higher employment rate would undoubtedly be felt as
fits, it also leads to higher tax revenues. In our calculan improvement in living conditions of those previously
tions we use official estimates (cf. DMF (1994)) of thainemployed but the surpluses in this scenario are not
budgetary effects of a fall in the rate of unemploymenaccrued to them at all.
Since a better performance of the economy automatical-
ly improves the government budget, the question arisbtore balanced generational results would clearly come
whether the extra revenue should solely be used oot if taxes were lowered in 2011 (A-2) in order also to
reduce public debt, or whether it should also translatelieve current generations from the heavier tax load. In
into a fall in the tax burden on living generations. this case some, but not the entire, benefits of labour mar-
ket reforms would accrue to future generations. For cur-
We assume that over a period of 15 years, i.e. until 20l@nt generations, the future income tax relief will thus
the extra revenue is used to reduce the governmenitisply that their accounts range between the baseline and
financial net debt, and there will be no discretionary fighe scenario A-1 (cf. Table 21) that is about 10% lower
cal adjustment (such as a cut in tax rates). As a result, tnensfer receipts. Also the account of future generations
public debt, amounting to ECU 78.5 billion in 1995ranges between the baseline and the A-1 scenario. In this
would be reduced to ECU 33.4 billion by 2010. In viewcase, however, net transfers received over the remaining
of the strength of public finances in 2011, two alternativiife cycle are double the baseline while the figure in the
sub-scenarios are considered. A-1 scenario is quadrupled. Hence, achieving genera-
tional balance in scenario A-2 necessitates a moderate
Scenario A-1 assumes that the process of governmeat increase of 10.8% in order to finance the intertempo-
financial asset accumulation simply continues, i.e. iral public liabilities which correspond to only 37.1% of
2020 there will be a debt of ECU 10.2 billion whileGDP.
another seven years later, the public sector would accu-
mulate net assets. Scenario A-2, on the other harithe second scenario is based on less optimistic assump-
assumes that a permanent cut in labour income taxegids about the effects of structural reforms and the inter-
implemented so as to ensure that the level of the goverrational business cycle. In particular, the unemployment
ment’'s net financial assets can be kept constant at ttae is assumed to remain at its 1995 level but we assume
2010-level in the future. The choice of 2010 as a refethat policy-makers have equally ambitious public debt
ence line for discrete fiscal adjustments is rather ad hdargets. Indeed, the Minister of Finance has taken the
but follows what is envisaged politically. position that public debt should be eliminated over the
next 10 to 15 years (cf. Lykketoft (1995)).
The effects of scenario A are reported in Table 21. In the
absence of any discretionary action (A-1), the generlz scenario B, we let scenario A constitute a benchmark
tional accounts of living generations are seen to increafs the design of fiscal policy, i.e. rather than getting rid
relative to the baseline findings. People of working-agef public debt through automatic stabilisation, debt
face the highest increases in tax payments, whereas thduction now has to be implemented through discre-
effects on the elderly’s accounts are relatively minor, du®nary fiscal initiatives. According to our assumptions,
to the adjustment of transfer aggregates. The benefilss is achieved through proportional contributions from

53



Generational accounting in Europe

Table 21

Generational accounts for policy experiments, Denmark
(1000 ECU) (*)

Generation’s Baseline Labour market Reduced government Social security

age in 1995 accounts reform activity reform
A-1 A2 B-1 B-2 C

0 -55.0 -37.8 -51.8 —-36.8 -50.7 -53.3
5 -32.3 -11.9 -284 -14.1 -30.5 -30.3
10 15.3 39.5 21.8 32.8 15.1 17.8
15 66.4 95.0 77.5 83.1 65.7 69.3
20 121.0 151.4 134.6 137.5 120.7 124.4
25 142.7 1715 156.3 159.1 143.9 146.8
30 141.3 167.1 154.2 157.4 144.5 146.2
35 126.9 149.3 139.3 142.8 132.8 132.6
40 94.6 1134 105.4 110.7 102.6 101.5
45 46.7 61.5 55.7 63.3 57.4 55.0
50 -14.7 -4.2 -8.4 25 -20 -4.7
55 -67.7 -61.8 - 64.6 -49.8 -52.8 -554
60 -126.2 -124.6 -126.5 -108.1 -110.0 -126.2
65 -146.0 —-146.0 -147.1 -129.8 -130.9 -146.0
70 -154.6 -154.6 -155.1 -139.6 —140.2 -154.6
75 -158.0 -158.0 —-158.3 —144.6 -1449 -158.0
80 161.6 —-161.6 -161.7 —-149.7 -149.8 -161.6
85 -161.0 -161.0 -161.0 -151.3 -1514 -161.0
90 -1525 -1525 -1525 - 145.6 - 1456 -1525
95 -113.4 -113.4 -113.4 —-109.6 -109.6 -113.4
100 -395 -395 -395 -395 -395 -39.5
Increase in all taxes, future (%) 20.3 -7.2 10.8 -75 11.3 14.8
Future generational account -12.6 -53.0 -29.6 -51.5 -28.0 -22.2
Absolute difference 42.4 -15.2 22.2 -14.7 22.7 31.1
IPL (% of GDP) 71.2 -26.2 37.1 —-26.2 11.3 52.0

(*) 1995 value; baseline (r = 0.05, g = 0.015).

all age-specific distributed transfer payments of the goerational balance ranges slightly above the figure found
ernment budget. In view of the breathing space, as allud-scenario A-1 (7.5% instead of 7.2). Moreover, young
ed to above, Denmark seems to have a unique opponorking-aged will gain while old working-aged and
nity of bringing down public debt relatively fast,elderly cohorts lose. As compared to our baseline results,
although a horizon of 15 years may seem a bit too amlaill cohorts will realise lower transfer receipts and there-
tious. fore higher accounts. Clearly, this strategy would espe-
cially be advantageous for future generations.
This scenario will necessarily impose significant burdens
on current generations. However, as before, the distribBeenario B-2 is designed with the aim of sharing more
tion of tax burdens between current and future generegually the changes in net tax payments between current
tions depends on what happens when the public debt tand future generations. Hence it is assumed that labour
get has been reached in 2010. In scenario B-1 we assunmeme taxes are cut in 2011, with the magnitude being
that the policy of debt reduction (or asset accumulatiatetermined such that the debt ratio arrived at in 2010 can
after 2027) is continued after 2010. be kept constant permanently thereafter. The results from
this scenario B-2 are also shown in Table 21. Again, as
As compared to scenario A-1, we of course find vergompared to scenario A-2 the accounts of both current
similar net payments for future and current generationiéving and future generations will decrease. Within the
For example, current newborns face slightly lower neturrent generations it is, of course, the younger cohorts
payments (ECU 36 800 instead of ECU 37 800) due teho will gain while the older cohorts, especially the
the reduced transfers. Hence, the overall increase in hderly will face lower net transfers. In comparison to
tax load of future generations, necessary to ensure gagenario B-1 no generation is worse off since the elderly
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also pay ‘labour income taxes’ due to the Danish groskfe-cycle planning — not very flexible cohorts. Hence, a
of-tax approach. Relative to our baseline, however, evelgng-sighted announcement has to be part of that type of
cohort except those aged 10 to 25 in the base-year will iform.

worse off. Note that the gaining cohorts suffer transfer

losses only for a few years right after 1995 as well as in

the far future while the income tax effect in 2010 is higt-5. Concluding remarks

in terms of present value.
Given the size and the structure of the public sector,

The third strategy (C) relates to initiatives to averting theenmark can be seen as one of the classic Scandinavian
old-age crisis. While the need for debt reduction is wefvelfare states. In fact, transfer payments have tripled
perceived across a broad political spectrum in Denmagkice the 1970s and induce a rise in the explicit debt fig-
(although its specific form of implementation remaingireé from 5% in 1970 to nearly 80% in 1995.
controversial), views certainly differ as to whether ded¥evertheless, since the ‘kick start’ of the early 1990s, the
reduction is enough to combat the underlying pressuR&nish economy has performed very well. At present,
on public finances due to population ageing. In view dhe Danish government's fiscal policy aims towards both
these perspectives, a strategy is considered with the parreduction of the public debt-to-GDP ratio and a sub-
pose of reversing the strong tendency towards eaﬁy’:lntiéﬂ relief of the high load of the current taxpayers.
retirement.

However, given the demographic transition to be expect-
As in other European countries, the window of retireed in the not so distant future, the stance of fiscal policy
ment opens with relatively advantageous conditions wiih Denmark may not be as good as a casual glance at the
a specific early retirement scheme. The strategy @irrent levels of debt and deficits might suggest. In fact,
designed as a reform of this early retirement schenféscal adjustments are needed to avoid passing tax bur-
currently allowing members of the workforce to retiredens onto future generations since current living genera-
already at the age of 60. As a possible policy option, wins — though paying high taxes — also put a high
examine the generational impact of raising that age stepessure on future public budgets by demanding transfer
wise to 63 through 2000-02. Clearly, this announcegpending in the hitherto experienced level.
reform would yield a twofold gain: not only would the
workforce be expanded, leading to higher labour inconfur findings suggest that even against the favourable
taxes, additionally, there would also be a fall in the larggconomic background, the additional overall tax burdens
number of recipients of public transfer payments. to be borne by future living generations in order to

ensure generational balance would amount to 20.3%
The last column of Table 21 reports the generationaiore than for the current newborns. In other words, the
impacts of our scenario C which solely adjusts the eargtergenerational redistribution implies an overall
retirement benefits and income tax revenues. As conmtertemporal public indebtedness of 71.2% and since
pared to the baseline figures, the burden of current gghe explicit debt figure already amounts to 59.5%, the
erations will rise by age topping at the age of 55 due taplicit liabilities of the paygo financed social security,
the five-year announcement period. Current elderly, i.aealth and long-term care programmes amount to only
those aged 56 and above, remain fully unaffected. WittlL.7 % of GDP. This is especially surprising given the
respect to the intergenerational redistribution, we find fact that general rest-of-life welfare payments to an aver-
significantly reduced burden on future generations. Thage retiree increases with age in their absolute amount
holds for both absolute net payments amounting to ECGli&spite the fact that they refer to ever decreasing rest-of-
31100 instead of ECU 42 400 and for the 14.8% instedife periods. In other words, Denmark is especially gen-
of 20.3% increase in all tax revenues necessary to ensareus to the oldest-old and although the share of oldest-
generational balance. old among the total population will double during the

next decades, there is only a surprisingly small intertem-
In fact, raising the retirement age is a possible way @bral government debt.
approaching generational balance under the given demo-
graphic pressure. It can however not be utilised to ensurke reasons for this phenomenon are many-fold but one
full balance. One should also keep in mind that it wiltan identify three major points. First, the demographic
predominantly burden older and therefore — in terms dfansition is not as severe as in most other EU Member
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States. Second, the more general a tax-transfer pkbence, only a delay in addressing the generational
gramme is, the more it provides only for basic needmbalances would ultimately necessitate tough policies.
while very generous transfer payments are especially t&ur analysis suggests that the need for additional discre-
geted to the needy. The third main reason is, of courgmnary fiscal actions would fully diminish if recently
the excellent economic performance which induced iatroduced initiatives to further reductions of the struc-
significant fall in the unemployment rates. Of courseural rate of unemployment prove successful. Moreover,
unemployed need transfers while employed pay taxeserting the old-age crisis could be achieved without
and both facts contribute to unburden future generationadue hardships if the present policy could reverse the
from an otherwise much higher tax load. strong tendency towards early retirement. In fact, raising
the retirement age is a possible way of approaching gen-
If the double ageing process will be aggravated by erational balance under the given demographic pressure
trend towards similar high life expectancies as found iim Denmark. But whatever might be done should be done
other EU Member States, the imbalance would increasmmediately since any failure in responding today neces-
As compared to the baseline figure of 20.3% necessasigates even more painful policies to ensure fiscal sus-
to ensure generational balance, future generations wotihability tomorrow.
have to face a net payment exceeding the one of current
newborns by 28.8% in this case.
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5. Germany: unification and ageing

Holger Bonin &), Bernd Raffelhiischer®)(and Jan Wallisel)

5.1. Introduction tional contracts’. Section 5.6 seeks to answer the ques-
tion whether immigration policy could improve the sus-
Germany has to deal with a double pressure on its fisd¢alnability of German fiscal policy in face of rapid popu-
policy. First, Germany’s unification in 1990 revealed thdation ageing. Section 5.7 concludes.
severe inefficiencies from which the centrally planned
Eastern German economy had suffered. As a conse- ) )
quence, output in the East fell sharply and a large nuf@-2.  Economic performance and fiscal
ber of workers were displaced. To cushion the East  policy after unification
German adjustment process economically and socially,
the federal government continues to transfer resourd@siring the 1980s, West Germany experienced a period
exceeding 5% of West German GDP to the easte@f steady if moderate economic growth. The long-lasting
region. The second pressure concerns the significatonomic upswing prior to the unification of East and
population ageing Germany will experience in the medWest Germany in 1990 gave room to consolidate gov-
um-term future. If fertility rates continue to be as low agrnment finances substantially. While tax burdens were
today, about one quarter of the population will be olddewered, government expenditure fell from about 50 %
than 65 by 2030, compared to 15% in 1995. These tvad GDP in the early 1980s to 45% at the end of the
pressures call the sustainability of the current path of fidecade ). At the same time, budget deficits fell steadi-
cal spending in Germany into question. ly, until in 1989, when economic growth topped at an
annual rate of 4%, the overall government sector realised
Section 5.2 of this chapter will provide a brief descripa small surplus. The debt-to-GDP ratio accordingly start-
tion of macroeconomic performance and fiscal policy ied to fall. Inflation was low due to tight monetary poli-
East, West and unified Germany during the recent pasy, and national saving rates continued to be high. On the
Section 5.3 will show how the fiscal burden imposed bwhole, West Germany seemed to be well prepared for
population ageing and maintained West—East transféhe unification, despite rather high unemployment rates
redistributes between current and future generatiortbat ranged at 8% and above.
Using generational accounts, we show that both unifica-
tion and ageing will impose sizeable burdens on futurEhe opposite must be said for the East German State.
Germans if current fiscal policy is maintained, despitdlthough the official statistics indicated firm economic
recent tax and social security reforms enacted to defrayogress, the problems of the command economy aggra-
the cost of transfers to the elderly and to East Germaryated during the 1980s. Timid and reluctantly introduced
Section 5.4 explores the burden that stems from Germegforms in the early 1980s reintroduced some economic
reunification in more detail. In Section 5.5, we isolatéreedom to firms, but failed to induce higher efficiency
generational accounts for the pay-as-you-go-financdwcause prices remained strictly administered.
social insurance system, and investigate the intergenelaefficiencies also arose from the fully controlled labour
tional impact of alternative reforms of these ‘generanarket characterised by inflexible wage structures and
only minor wage differentiation. The attempt to catch up
with high-tech industries emerging in the west failed,
and the concentration of investment in capital-intensive

(M Institut fur Finanzwissenschaft, Albert-Ludwigs-Universitat Freiburg.

(® Institut fur Finanzwissenschaft, Albert-Ludwigs-Universitat Freiburg.

(3 The paper was written while the author was a principal analyst at the
Congressional Budget Office. The opinions expressed in the paper do rif)t If not indicated otherwise, all statistical data are taken from SVR (1995,
necessarily represent the positions of the CBO nor the IMF. 1996).
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areas worsened the already severe deterioration of Beect investment in public infrastructure and private
eastern capital stock. In particular, industries providingnvestment subsidies are part of a long-term fiscal strat-
consumer durables (including housing) and public infraegy aimed at triggering higher growth in the East. Given
structure suffered from the general waste of capital. Asconomic recovery would reduce the size of transfers
the East German economy was cut off international corand raise tax revenues, public investment and tax credits
petition through trade, significant parts of industrial capfor investment might be self-financing in principle.
ital had become obsolete when the former two Germ&urrently, per-capita tax revenue in the East still
States were reunited in October 1990 (cf. Sinn and Simmounts to less than 40% of the western figure however.
(1992)). Thus, for the time being, public expenditure for East
Germany is to a major part financed by West German
Two stylised facts may help to illustrate the initial ecotaxpayers and through government deficits.
nomic differences between the two newly unified States.
First, labour productivity as well as per-capita GDP ifTable 22 shows the fiscal implications of the German
the East amounted to only one third of the western levelnification between 1991 and 1996. During these years,
Second, the per-capita endowment with industrial capitakt public transfers increased from ECU 56.3 billion to
and public infrastructure was less than 50% of that IBCU 85.8 billion (ECU 1 = DEM 1.87). Net transfers to
West Germany. Industrial capital was mostly outdatethe East are predicted to stay at a level of approximately
and considerable parts of housing and public infrastru6% of western GDP in the medium future. About two
ture were in bad shape. The overall standard of living thirds of the annual transfers represent income support,
East Germany lagged far behind that of West Germangne quarter is spent on public investment, and the
remainder serves to provide substantial investment sub-
A severe adjustment shock caused by monetary polisidies (cf. Brocker and Raffelhlischen (1997)). The trans-
aggravated the economic situation in the East. Whéers to the East were partly financed by tax increases.
both countries agreed on the economic, monetary, aAdditional revenue was collected through the introduc-
social union in July 1990, East Germany adopted thimn of an income tax surcharge, higher value added
German mark and converted wages and prices at pixes, a significant increase in petrol and insurance taxes,
Many of the former State-owned firms did not surviveand higher contributions to unemployment insurance and
this shock. At the start of 1991, labour productivity temsocial security.
porarily dropped to 22 % of the western level. Both full-
employment labour productivity and per capita output iAs Table 22 indicates, additional tax revenue made up
former East Germany have still reached only about 508#ly 1.4 % of western GDP at the maximum in 1995. As
of the corresponding western figures. Despite the sevehe consequence of the most recent income tax reduc-
economic depression, though, real wages have more themms, the increase in receipts has fallen to 0.5% of GDP
doubled from about one third of the western level iin 1996. Unification-related tax increases have funded
1990 to around 70% in 1996. only a minor part of government transfers to the East.
Instead, deficits of the government sector have risen
Not surprisingly, the wedge between labour productivitgharply. Public debt was pushed further up by the debt of
and actual labour costs induced massive unemploymettite former East German State and by the privatisation of
After unification, registered unemployment firstformer State-owned industrial conglomerates. In conse-
increased to a maximum of 15.9% of the civilian worlquence, the debt-to-GDP ratio rose from 41.1% in 1991
force in 1993, and has only slightly decreased thereaftén.57.7 % in 1995.
Unemployment figures in the East would be even higher
when considering hidden unemployment. At the sama addition to unification-related fiscal burdens, the
time, unemployment in the West reached a long-ter@erman welfare system will suffer from a pronounced
minimum at a rate of 6.6 % in 1992, but it has increasexeing of the population. For more than 20 years fertili-
afterwards to a level of more than 10% today. ty in both East and West Germany has been well below
the replacement level. At present, the West German
West German social insurance programmes were imngross fertility rate is as low as 1.4. In the East, after uni-
diately extended to the East after unification, causirfication the number has declined even further to 0.7.
large deficits in the social insurance system. The relatédw fertility in combination with permanently increas-
fiscal burdens are still at the heart of the political debating life expectancy will lead to pronounced population
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Table 22
West-East transfers, additional public receipts and public debt
(billion ECU)
1991 1992 1993 1994 1995 1996
Net transfers
Total 56.3 69.8 72.4 69.8 85.8 =
% of Western GDP 3.8 4.5 4.6 4.2 5.0 -
Additional public receipts
Total 8.2 12.5 11.4 20.0 22.8 8.0
% of Western GDP 0.6 0.8 0.8 1.3 1.4 0.5
Public debt
Total 626.5 717.9 805.5 887.0 1064.3 =
% of total GDP 41.1 43.7 47.8 50.1 57.7 -

SourcesSVR (1995); Deutsche BundesbaMonatsberichtyecent issues.

ageing over the next decades. According to official prdion rate to social security was increased to 19.2% in

jections (cf. Sommer (1994)), the elderly dependenc}996, and to 20.3% in 1997. Further, expenditure ceil-

ratio — measured as the number of individuals aged &%s were imposed on the suppliers of health care.

and above per individual aged 18 to 64 — will rise froni\ccording to projections of social insurance contribution

22.9% in 1995 to 47.7% in 2040. rates, however, these reforms were not at all sufficient to
guarantee the future sustainability of the pay-as-you-go

The ageing process will have severe implications gschemes.

three branches of the social insurance system: the pen-

sion system, the public health insurance, and the long- . .

term care insurance introduced only recently in 1996. Aﬁ-‘?’- Basellne results and sensitivity

of these are financed on paygo schemes and tend to be ~analysis

fairly generous. For example, the pension system ensures

a net replacement rate that exceeds 70% for an aver@g&1. Basic assumptions

production worker. The average retirement age iSconomically, Germany is still divided into two distinct
approximately 60 years for females and only slightlyegions. Therefore, it is necessary to calculate region-
higher for males. specific generational accounts for East and West

Germany. This requires region-specific demographic
If the current generosity is to be maintained, Comrib‘-brojections, and separate forecasts of tax payments and
tions to the social insurance system will have to rise sigmnsfer receipts.

nificantly in the future to keep budgets balanced.

Without reforms, social insurance contributions couldthe demographic projections take the 1995 population
consume more than 50 % of the total payroll in 2035, thgs a starting point, and closely follow the official
year with the most disadvantageous demographic strigssumptions of the German Bureau of Census on
ture: social security contribution rates have been predigirospective fertility, mortality, and immigration (cf.
ed to increase from 18.6% in 1995 to 31.7% in 203&ommer (1994)). In particular, western total fertility is
Contribution rates for long-term care insurance and puheld constant at its 1994 value of 1.39, while the eastern
lic health insurance are forecasted to add another 2.7 aate increases linearly from an initial value of 0.77 to the
16.8% of gross income, respectively (cf. Boll et alwestern figure until 2005. Total fertility of foreigners
(1994) or Bonin et al. (1997)). and migrants permanently ranges higher at 1.6. Life
expectancy at birth of males (females) is assumed to
In 1992, the German government responded to this serierease from 73.2 (79.6) years in 1994 to 74.7 (81.1)
ous demographic pressure by reducing incentives fgears in 2000 and to remain constant thereafter. Finally,
early retirement and lowering the replacement rate foet immigration decreases from 420 000 in 1994 to
future generations. More recently, the payroll contribi200 000 in 2010 and all following years. Immigration of
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Table 23
Public receipts and expenditures in Germany, 1995
(billion ECU)
Receipts Expenditures
Labour income taxes 185.0 Social security 186.0
Capital income taxes 52.3 Health insurance 120.5
Seigniorage 3.7 Unemployment insurance 32.8
Value added taxes 125.3 Long-term care insurance 3.6
Excise taxes 17.8 Accident insurance 9.3
Petrol tax 34.6 Maternity assistance 3.9
Insurance tax 7.6 Welfare benefits 9.9
Vehicle tax 7.4 Housing benefits 3.0
Other taxes 4.9 Youth support 13.3
Social security 141.4 Child allowances 11.0
Health insurance 88.4 Net investment 32.6
Unemployment insurance 47.2 Education (without investment) 58.8
Long-term care insurance 8.0 Subsidies 40.2
Accident insurance 10.5 Interest payments 60.2
Other revenues 49.5 Government consumption 274.2
Deficit 85.3
Total 783.5 783.5

Source: Statistisches Bundesgi@96a, 1996b); BMF (1996); BMA (1996); BLK (1996).

ethnic Germans from eastern Europe which adds abalistributed using 27 age-, gender- and region-specific
one million migrants in the short-run is phased out untgrofiles.
2010.

All revenue and expenditure projections take enacted
The 1995 budget of the overall government sect@nd planned policy changes into account. Our computa-
including all federal, State and local governments artbns consider the 1998 reduction of the solidarity sur-
the social insurance system is summarised in Table Zharge tax by 2 percentage points, the removal of the
Although drawn from official statistics, some of the fig-wealth tax in 1997, the phasing in of long-term care
ures are not directly comparable with the originalnsurance with concomitant reductions in general wel-
sources for two reasons. First, substantial correctiofere spending of local authorities, the increase of the
were necessary to account for intergovernmental epcial security payroll tax in 1997, and increases in
interadministrative payments. Moreover, administrativeetirement age after 2000. Otherwise, we assume that
costs and non-insurance-related expenditure of the socl&95 per-capita taxes and transfers grow in line with pro-
insurance system were allocated as non-age-specifioctivity growth which was set to 1.5% in the baseline.
government expenditure. To discount future payments a baseline interest rate of

5% was applied.
Aggregate government revenue and expenditure includ-
ing the payments of the various branches of social insun 1995, net government debt which directly enters the
ance are distributed by age and gender in accordaringertemporal budget constraint of the government
with region-specific relative age-gender profiles mainlamounted to ECU 1 064 billion, of which ECU 333 bil-
derived from two data sources: the German Socidion that mainly reflect unification-related off-budget
Economic Panel (GSOEP) conducted by the Germatebt funds were allocated to East Germany. Subtracting
Institute of Economic Research and the Consumémansfers and other revenue net of subsidies, net invest-
Expenditure Survey by the Federal Bureau of Censusent, education expenditure (without investment) and
Additional micro-data were drawn from the statisticainterest payments from total public spending yields non-
yearbook and provided by the Ministry of Labour andge-specific government expenditure. It amounted to
Social Affairs. Altogether, the calculations cover 33 difECU 274 billion in the base-year, and is assumed to
ferent revenue and 16 expenditure aggregates that wgrew in line with productivity in per capita terms.
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At present, both the level and the shape of age-specifiolumns display the generational accounts for male and
tax and transfer payments differ considerably for Eaf¢male base-year residents. Irrespective of gender, a typ-
and West Germans. To capture their respective lifetinieal life-cycle pattern can be observed: only cohorts aged
tax burdens correctly, one needs assumptions on the to 40 face positive tax burdens, as their rest-of-life
future convergence of the two German regions. In ot@xes exceed the present value of lifetime transfers. All
baseline, we assume full convergence by 2010 whigiher living generations receive net transfers in present
may appear as a fairly optimistic view on the catching/alue terms.

up process, but is in line with recent studies on regional

convergence (cf. Brocker and Raffelhiischen (1997$ince non-age-specific government spending is regarded
Burda and Funke (1995)). All eastern per capita tax paas a transfer, the average present newborn over the entire
ments and transfer receipts are adjusted linearly to th¢time receives a net transfer of ECU 35 100 from the
corresponding western levels within that period. Sinc@Pvernment sector. The net tax burden gradually increas-
the solidarity surcharge of 7.5% on income tax owe@S With age and reaches a maximum of ECU 130 700 at
was originally envisaged to be eliminated upon compl@9€ 25, when the average individual has entered the

tion of the Eastern transition, it is removed after 2010 iﬁlboqr 'force. For cohorts with a smaller number of
the baseline simulations. remaining years in the labour market, the generational

accounts decrease, and turn negative at age 45. The life-
time net transfer receipts reach their maximum for the
cohort that enters retirement in the base-year, i.e. the 65-
Table 24 reports the 1995 generational accounts fpear-old. It can expect rest-of-life net transfers of ECU
cohorts between ages 0 and 100 under baseline assu@@b 700, if current fiscal policy prevails. For older living
tions. Non-gender-specific lifetime net tax burdens areohorts, the net transfer revenue gradually decreases due
reported in the second column, while the third and fourtio a shorter life expectancy.

5.3.2. Baseline findings

Table 24

Generational accounts, Germany
(1 000 ECU) (*)

Generation’s age in 1995 Average Male Female
0 -351 2.0 —-74.2

5 -11.7 33.0 -58.5
10 30.8 84.1 -25.4
15 79.3 143.1 12.1
20 118.8 192.5 42.1
25 130.7 211.2 44.3
30 116.6 197.5 29.1
35 86.3 158.0 10.0
40 44.1 101.9 -16.0
45 -82 34.8 -52.7
50 -73.2 -48.1 -98.9
55 -138.2 -134.3 -142.1
60 -194.4 -2104 -178.7
65 —-205.7 -228.8 -185.2
70 -182.2 -2015 -1711
75 -153.1 - 166.8 —-146.2
80 -121.0 -1321 -116.3
85 -92.7 -103.5 -88.9
90 -68.8 -80.4 -65.2
95 -479 -59.2 -45.2
100 -16.9 -21.3 -15.1
Increase in all taxes, future (%) 58.9 - -
Future generational account 82.6 143.6 18.4
Absolute difference 117.7 141.6 92.6
IPL (% of GDP) 136.0 - -

(*) 1995 value; baseline (r = 0.05, g = 0.015).
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Although living male and female cohorts exhibit similaiin all taxes which increases their lifetime tax burden by
age-specific patterns of generational accounts, the géficU 69 000.

der-specific differences in absolute tax burdens are large,

as female labour force participation is lower than men%$till, the major source of intergenerational debt in
and women receive lower wages on average. In additidaermany is the severe ageing process ahead. Assuming
the German social insurance system significantly redighat the current favourable age structure could be kept
tributes to the favour of women. Therefore, the lifetim&onstant which eliminates population ageing we find that
net tax burden of working-age females is at most hatirrent fiscal policy would be actually sustainable, even

that of men, while female transfer receipts during oldf t@x payments of all future generations were cut by
age range only slightly below those of males. 3.1%. Future agents could receive a transfer of ECU

7 500 on average. Without the tax cut, the government

Even if the optimistic baseline assumption on the EaSgctor would accumulate wealth amounting to 11.1% of

German recovery process holds and despite the unific@PP-

tion-related tax increases in recent years, current fiscal

policy will impose a significant burden on cohorts no{l’able _25 decpr_nposes the_ gen_eratmnal accounts repre-
entative for living generations into specific rest-of-life

yet born. Intertemporal government debt amounts %x ayments and transfer receipts. Not surprisingly, the
136.0% to GDP. Unchanged continuation of current fis- pay! L pLs. NO P au.

. erortlonaI contributions to the social insurance system
cal policy more than doubles base-year government dé%

. ., and the progressive labour income tax which together
which amounted to 57.7% of GDP,' Most of the h'ddeﬂnpose the highest lifetime tax burden tend to be con-

fits f h ol i _ entrated on the working-aged. Most other taxes are
efits from the social insurance system. To service tn'ﬁuch more evenly spread over the life cycle. Only capi-

overall intertemporal liabilities of the government, futurg,| income taxes mainly occur in later years of life. The
generations face a proportional increase of all taxes R}qings with respect to transfers are equally intuitive.
58.9% which leaves them with a growth adjustment Ngfiost social security benefits which include accident
lifetime tax burden of ECU 82 600 on average. Thgsyrance payments are paid after the age of 60, and
redistribution to the disadvantage of future generationsfigalth insurance benefits are also significantly larger for
very significant: future cohorts have to pay ECU 117 70fxtirees. In contrast, unemployment benefits are targeted
more to the government over their entire life cycle thagywards the working-aged. General welfare payments
base-year newborns. support poor families, especially with children, as well
as the elderly poor. Educational transfers have an impor-
The strong assumption that intertemporal debt will bgint impact on younger generations. They are spread
imposed on future generations only can be avoided Ipyther evenly among all age groups younger than 25.
calculating the immediate once-and-for-all adjustments
that would lead to a sustainable fiscal policy. Both futur.3.3.  Sensitivity analysis
and living generations will share in the service of truz

public liabilities in this case. To ensure sustainability o xpresses the degree of intergenerational sustainability

fiscal policy in the baseline, all current taxes need to kbq fiscal policy through the absolute change of lifetime

increased by 11.8%. The tax quota rises from 39.8 {9, 1 rdens for future generations associated with
44.5% of GDP in this case. Alternatively,

the tra.nSfelthtertemporal government debt. Applying alternative
quota could be reduced by 4.5 percentage points jigerest rate (3, 5 and 7%) and growth rate (1, 1.5 and

36.1% of GDP. This requires a proportional cut in albog) combinations we find that the intergenerational
government transfer spending by 11.1%. imbalance is neither strictly increasing nor strictly

decreasing with lower growth rates and higher interest
The sources of intergenerational imbalance in Germaptes. Overall, the absolute difference in generational
are revealed by two stylised experiments. Assuming tha¢counts reacts quite insensitively to parameter varia-
explicit debt does not exist at all in the base-year, @bns. It only ranges from ECU 117 700 in the minimum
course, improves the sustainability of current fiscal polto ECU 124 200 at the maximum. Our finding that post-
cy. Nevertheless, to service an intertemporal public liamification fiscal policy in Germany is unsustainable is
bility (IPL, cf. equation (6) in Chapter 1) of 78.3% ofhence confirmed for a wide range of growth and discount
GDP future generations have to bear a 33.9% surchamgges.

able 26 summarises our sensitivity experiments. It
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Table 25

The composition of generational accounts, Germany

(1 000 ECU) (*)

Tax payments

Transfer receipts

Age Labour  Capital  Seignior- VAT Excise Social Social Health Unem-  General  Youth Education Non-age-
in 1995 income taxes age insurance security insurance ployment welfare and specific
insurance maternity expenditure
0 43.9 12.3 0.8 43.6 16.5 73.1 19.6 30.7 5.4 5.3 19.9 48.3 96.2
5 524 14.7 1.0 441 19.6 87.0 235 30.6 6.3 4.6 18.7 51.7 94.9
10 62.3 17.0 1.2 45.2 23 103.2 28.0 33.0 7.5 4.0 14.8 40.6 93.2
15 729 19.8 15 45.9 26.8 121.5 33.0 35.7 €5 3.7 9.6 26.6 91.1
20 832 19.3 1.4 46.3 29.9 137.4 38.0 38.1 11.6 35 4.1 14.6 88.7
25 87.5 19.1 1.4 45.5 29.4 140.5 45.4 40.0 10.7 3.4 2.4 4.7 86.0
30 833 19.5 1.4 43.8 27.6 133.9 54.3 41.7 9.8 3.2 11 0.0 82.7
35 757 18.8 13 42.6 25.1 121.4 64.6 43.4 8.3 3.0 0.4 0.0 79.0
40 64.0 18.0 1.3 41.0 22.1 103.7 76.1 45.2 7.1 2.8 0.0 0.0 74.6
45  50.2 16.2 11 38.6 18.9 81.9 89.4 46.9 6.4 2.8 0.0 0.0 69.7
50 323 13.2 0.9 34.8 15.8 56.6 106.2 48.1 55 2.8 0.0 0.0 64.1
55 155 11.1 0.8 30.4 12.7 31.0 125.8 49.1 3.8 2.9 0.0 0.0 58.0
60 4.6 9.2 0.7 25.8 9.8 9.5 147.7 49.9 1.6 3.1 0.0 0.0 514
65 0.6 7.8 0.6 21.1 7.3 1.2 146.7 50.0 0.0 3.0 0.0 0.0 445
70 0.0 6.8 0.5 16.7 5.2 0.1 121.9 48.6 0.0 3.2 0.0 0.0 37.8
75 0.0 55 0.4 12.3 3.6 0.0 97.1 44.7 0.0 2.7 0.0 0.0 30.4
80 0.0 4.2 0.3 9.1 2.6 0.0 72.0 39.3 0.0 2.2 0.0 0.0 23.6
85 0.0 3.2 0.2 6.4 1.8 0.0 51.8 33 0.0 1.7 0.0 0.0 17.9
90 0.0 2.6 0.2 4.6 1.3 0.0 37.1 25.6 0.0 1.3 0.0 0.0 13.4
95 0.0 2.0 0.1 Be 0.9 0.0 25.9 17.8 0.0 1.0 0.0 0.0 9.6
100 0.0 0.7 0.1 1.2 0.3 0.0 10.4 4.9 0.0 0.3 0.0 0.0 3.5
(*) 1995 value; baseline (r = 0.05, g = 0.015).
Table 26
Sensitivity analysis, Germany
Productivity growth (%) 1
Discount rate (%) 3 5 7
Absolute difference 121.8 117.7 124.2
Productivity growth (%) 15
Discount rate (%) 3 5 7
Absolute difference 1235 117.7 121.6
Productivity growth (%) 2
Discount rate (%) 3 5 7
Absolute difference 122.9 118.6 119.5
Population projection Constant population Baseline Increasing
structure assumptions fertility
Absolute difference -87 117.7 115.3
Catching-up until 2010 2020 2030
Absolute difference 117.7 128.6 137.1
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Table 26 also reports the sensitivity of our findings witliserman unification, as well as the absolute change in
respect to alternative demographic assumptions. Ayenerational accounts for all male and female cohorts
already discussed above, eliminating the future ageimdjve in the base-year. Although living westerners of any
process in a constant population would reverse the int@ge share in the burden of unification, the additional tax
generational imbalance. In contrast, more optimistioad on those younger than 55 or less is especially large.
assumptions with regard to future fertility will not sig-On average, the relative increase in rest-of-life tax pay-
nificantly change the results. For example, if fertilityments for male and female retirees amounts to only
increases after 2030 to ensure a stationary populationatfout one tenth of the respective figure for younger
54 million from 2100 onwards, the sustainability of curwestern residents. At the maximum, unification has
rent fiscal policy is only marginally improved. Futureadded ECU 29 700 to the life-cycle tax payments of a 25-
generations still have to pay ECU 115 300 more tharear-old male. Although females of the same age face a
current newborns, as compared to ECU 117 700 in tisaller absolute lifetime tax increase than men (ECU
baseline. 18 400), in most age groups they are burdened higher in
relative terms. For example, the average 25-year-old
Finally, we test the sensitivity of the baseline findingf§emale faces a 15% increase in her generational account.
with respect to the speed of convergence between Edbe corresponding change for a man amounts to only
and West Germany. Given the high current transfer levéD.8 %.
and the small eastern tax base, intertemporal government
debt is the higher the later full convergence is achievelihe increased tax burdens mainly arise from additional
If, for example, the adjustment process is only complesocial insurance contributions and higher indirect taxa-
ed in 2020 or 2030 instead of 2010, the absolute diffeiion. The progressive income tax surcharge, which bur-
ence in current and future generations’ accounts incre&kens males in the labour force relatively more than
es from the baseline ECU 117 700 to ECU 128 600 arf@males ranges only third. Further, as this surcharge will
ECU 137 100, respectively. Still, our baseline findingée phased out until 2010, its impact on tax burdens for
are not seriously altered. Of course, a higher speed ysfunger cohorts remains small. A major part of the uni-
convergence would reduce the burden of future geneffigation-related tax increases falls on indirect taxes
tions. However, in light of East Germany’'s currentvhich are more evenly spread over the life cycle and the
macroeconomic performance, assumptions that are méwo genders. In fact, the small additional tax payments of
optimistic than the baseline seem to be fully unrealisti@/der cohorts almost entirely derive from changes in
at present. excise taxation. The importance of indirect taxation for
the financing of German unification also explains why
female and very young cohorts contribute more than pro-
5.4. The burden of unification portionally to the burden of unification.

So far the analysis has focussed on the burden Germanthe political debate on how to finance unification-
unification might impose on future generationsrelated expenditure the income tax surcharge — the so-
However, present western residents also face an adekidled ‘solidarity surcharge’ — has held a prominent
tional tax burden due to the unification-induced tayosition. The solidarity surcharge was first introduced
increments discussed in Section 5.2. To illustrate hofiom January 1991 to July 1992 as a proportional 7.5
this part of the unification-related burden has affecteslrcharge on individual income tax. In 1995, the sur-
current living western cohorts, we isolate region-specitharge was reintroduced. Although it is planned to levy
ic generational accounts for West Germany (cf. Gokhathe solidarity surcharge as long as it ‘deems necessary’
et al. (1995)). The additional tax burden due to unificae facilitate the East German adjustment process, recent
tion is estimated by comparing the baseline generatior@dlitical debates question its persistence into the future.
accounts for present western residents with their lifetiniEhe importance of the income tax surcharge for the sus-
tax burden in a scenario that withdraws all unificationtainability of German fiscal policy will be explored using
related tax and contribution increases and excludes #dlo policy scenarios. In the first, we assume that the sol-
spending on goods and services in the East. idarity surcharge is eliminated prematurely in 2000.

Alternatively, the solidarity surcharge is levied infinite-
Table 27 reports the rest-of-life net tax payments undsr. In either case, East German catching-up is assumed to
the baseline and the scenario that hypothetically reverdast until 2010.
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Table 27

The burden of unification on West German residents
(1000 ECU) (*)

Male net payments Female net payments
Generation’s Without Baseline Male Without Baseline Female
age in 1995 unification burden unification burden

0 -11.3 2.6 13.9 -83.2 -73.4 9.8

5 16.9 33.1 16.2 -69.2 -57.9 113
10 64.9 84.3 19.3 -37.9 -245 13.4
15 123.7 147.0 233 1.9 17.9 16.0
20 171.8 198.9 271 31.6 49.5 17.9
25 192.5 221.1 28.7 33.1 50.8 17.7
30 184.2 212.6 28.4 18.9 35.5 16.6
35 150.0 177.0 27.0 1.6 17.2 15.6
40 99.3 123.6 24.3 -21.0 -6.8 14.2
45 33.8 54.3 20.5 -56.7 -44.8 11.9
50 -45.1 -294 15.8 -100.2 -91.1 9.0
55 -132.9 -122.6 10.3 -138.8 -1324 6.4
60 -214.0 -208.6 5.3 -172.4 -168.1 4.3
65 -230.9 -228.0 2.9 -178.3 -175.2 3.1
70 —-202.0 —-200.2 1.9 -166.4 -164.1 2.3
75 -167.1 -165.8 1.3 -142.2 -140.6 1.7
80 -132.7 -131.7 1.0 -112.8 -111.6 1.2
85 -103.9 -103.2 0.7 -85.7 -84.8 0.9
90 -80.6 -80.1 0.5 -62.6 -62.0 0.6
95 -59.4 -58.9 0.4 -43.7 -43.2 0.4
100 -21.4 -21.3 0.2 -14.0 -138 0.2

(*) 1995 value; baseline (r = 0.05, g = 0.015)

Premature elimination of the solidarity surcharge trang-o illustrate this pressure, it is useful to isolate genera-
fers an even higher part of unification-related burdens tmnal accounts for the intergenerational contracts which
future generations. The tax reduction for the present livainly contribute to the financial burden arising from
ing slightly adds to government’s intertemporal liabili-population ageing. As we will show below, unaltered
ties and therefore requires higher lifetime tax paymenisaintenance of the social insurance system calls the sus-
from future newborns. In this scenario, future generdainability of current fiscal policy into question. To cal-
tions have to pay ECU 121 400 more in net taxes thamlate separate generational accounts for that part of
current newborns which is ECU 3 700 more than in th@erman social insurance that is most endangered by pop-
baseline. Permanent maintenance of the surcharge, Wation ageing we only take into account the age- and
the contrary, imposes additional taxes on the curregender-profiles for contributions and transfers of social
working-aged. Correspondingly, intertemporal publigecurity, public health care and long-term care insurance.
liabilities are reduced, and intergenerational sustainabithe federal grant to social security can be excluded from
ity of fiscal policy improved. The net tax payments othe computations, as it roughly equals non-insurance-
future generations could decrease by ECU 8 90celated expenditure. As the German social insurance sys-
However, even maintaining the solidarity surcharge foteém operates on a pure pay-as-you-go scheme, its base-
ever hardly improves the intergenerational stance gfar wealth is assumed zero.

German fiscal policy. The intertemporal public liabilities
remain as high as 127 % of GDP. Table 28 summarises our findings. The first two columns

report the rest-of-life net payments to the three intergen-
erational contracts according to age. As with total gener-
5.5. Ageing and social insurance systems ational accounts, the maximum net contribution to social
insurance is reached when entering the labour force. An
Besides the unification-related pressure on fiscal policgverage 20-year-old faces a lifetime net burden of ECU
Germany has to deal with a severe ageing phenomen66.900. In present value terms, rest-of-life contributions
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Table 28

Accounts of intergenerational contracts, Germany
(1000 ECU) (*)

Generation’s Generational Increasing Decreasing Partial
age in 1995 account contributions transfers funding
0 25.2 43.4 34.8 39.1

5 35.8 57.4 46.1 51.8
10 45.8 715 57.5 64.5
15 57.6 88.0 70.7 79.4
20 66.9 101.3 814 914
25 61.1 96.3 77.4 86.9
30 44.4 77.9 62.6 70.3
35 20.1 50.6 40.7 45.7
40 -10.6 15.5 125 14.0
45 -47.6 -27.0 -21.7 -24.4
50 -91.0 -76.7 -61.6 -69.2
55 -137.7 -129.8 -104.3 -117.1
60 -182.9 -180.5 -1451 -162.8
65 -191.3 -191.0 —-153.5 -172.3
70 -167.0 -167.0 -134.2 -150.6
75 -139.1 -139.1 -111.8 -125.5
80 -109.3 -109.3 -87.8 —-98.6
85 -83.2 -83.2 -66.9 -75.1
90 -61.6 -61.6 -49.5 -55.6
95 -42.9 -42.9 -345 -38.7
100 -15.0 -15.0 -12.1 -13.6
Increase in all taxes future (%) 125.7 - - -
Future generational account 120.7 - - -
Absolute difference g515 = = =
IPL (% of GDP) 114.3 0.0 0.0 0.0

(*) 1995 value; baseline (r = 0.05, g = 0.015).

break even with the remaining transfers received fromllocating present generations’ implicit demands on
the social insurance system at age 43. Entering retifgay-as-you-go transfers exclusively to generations not
ment, the expected net transfers reach their minimum: get born is by no means a realistic scenario. More likely
average 65-year-old can expect to receive ECU 192 6Q{ppears intergenerational conflict regarding the distribu-
For older base-year cohorts, generational accourtisn of the resources produced by present and future
decrease with life expectancy. working-aged. This conflict has entered the political
debate already with the popular header of an ‘age war’.
If all net-of-contribution demands on the German social
insurance system were fulfilled, the IPL would amounfs a response to demographic pressure on the social
to 114.3% of GDP, despite zero indebtedness of the syssurance system, imposing a ceiling for future contribu-
tem in the base-year. To finance the liabilities, socigion rates is currently high on the political agenda in
insurance contributions made by future generations ne€gérmany. However, the discussion is marred by ad hoc
to be increased by 125.7 %. In consequence, the averagéimates of contribution rates that are supposed to
lifetime tax burden (ECU 120 700) of any future indi+estore the long-run viability of social insurance.
vidual exceeds that of current newborns (ECU 25 20@enerational accounting may add some systematic rea-
by ECU 95 500. These results suggest that the curresaning to this debate. It allows to determine the immedi-
pay-as-you-go social insurance system is the ma#te once-and-for-all contribution increase or transfer
source for the intertemporal imbalance in German fiscatéduction which would ensure intergenerational sustain-
policy. Even if future generations were willing to bear ability of social insurance.
burden four times as large as that of current living gen-
erations, the disincentives on labour supply and entré/e find that, given that federal subsidies as well as
preneurial decisions implied are obvious. transfers from unemployment insurance grow by the

66



Germany: unification and ageing

same proportion, payroll taxes for the generational cotial funding that finances one half of what is necessary to
tracts under investigation need to be raised permanentgstore sustainability by increasing contribution rates,
by 24.5%. Doing so imposes a social security payroll teand the other half by reducing benefits. The resulting
rate of 23.2% (instead of 18.6), a health insurance pageviations of generational accounts from the baseline
roll tax rate of 16.3% (instead of 13.1), and a payroll tagase are simple combinations of the two extreme scenar-
rate of 2.1% (instead of 1.7) for long-term care insurandes discussed before. Under this policy the additional net
in all future years. The opposite extreme is to achiewax burdens are much more uniformly distributed among
intergenerational sustainability by an immediate socidlhe living cohorts. For the working aged additional tax
insurance transfer cut of 19.6%. This means that thirdens range between ECU 19 000 and ECU 26 000.
replacement level of the social security would b&n current newborns the mixed strategy imposes an
reduced permanently to 57.5% of net labour income, additional payment of ECU 13 900, and the average load
compared to 70% at present. levied on the elderly is of similar size.

Although both stylised scenarios achieve intergenerbinder this financing scheme the three branches of social
tional sustainability, they differ in their impact on thelnsurance will run surpluses in the first decades.
generational accounts of the living, as can be seen frd§cumulating wealth they could operate as partially
the third and fourth columns of Table 28. Raising contrfunded systems. At the time the demographic burden
bution rates redistributes implicit liabilities from future@ggravates, the accumulated funds would be sufficient to
to currently young cohorts and leaves the accounts of tRartially finance the then occurring deficits. The strategy
elderly unaffected. The rise in net payments will be th¢® fund pay-as-you-go social insurance schemes partial-
higher the younger a current working-aged is. While fd¥» @nd to let current retirees participate in the funding, is
a 40-year-old and 60-year-old the rest-of-life tax burdefPt only superior Wlth respect to intergenerational and
is increased by respectively ECU 4 900 and ECU 2 4dBtragenerational equity. Itis strongly recommended too
only, a 20-year-old on average faces additional net pafjo™ @ macroeconomic viewpoint. Any funding strategy
ments of ECU 34 400. For a current newborn, the addiould endow the German economy with additional capi-

tional payment remains smaller at ECU 18 200 in presef@ that might accelerate growth, contribute to raising
value due to discounting effects. labour productivity and thereby create new job opportu-

nities for the present unemployed. Reducing benefits —

If transfers received from the social insurance systefit the expense of the elelerly — might open room to
were uniformly reduced instead of raising contributionglécrease the presently high side-cost of labour in the

all presently living generations would share in restoringort-run-

the intergenerational sustainability. In this case, it is th . . -
elderly who bear a major part of the adjustments nec partial funding of the German social insurance system,
i particular social security, would both significantly

sary to relieve future generations. Cohorts that are . o .
. : .__Improve the intertemporal sustainability of current fiscal
enter retirement soon after the base-year will experience .
licy and could help solve the present short-run labour

the highest losses. Net transfers for an average 60_yér;$z§rket roblems. However. whether this policy will
old fall by ECU 37 800. Younger living cohorts fare bet- P : ' policy

ter, as for them the reductions in old-age benefits wilove politically feasible remains an open question.
occur in a more distant future. Still, their additional bur-
dens are far from negligible. Net contributions of currerg 6. |mmigration policy
newborns rise by ECU 9 600. For individuals aged 20
and 40, the respective losses amount to ECU 14 500 andGermany, as in many other EU Member States, the
ECU 23 100. issue of migration plays a prominent role in the political
debate that focuses on the social costs associated with
Neither of the two extreme scenarios discussed so faimigration. At present, legal settings in Germany are
seems to be a realistic policy option. They both distritdesigned to prevent immigration other than by EU citi-
ute the burden to restore intergenerational sustainabilitgns, ethnic Germans and the family-reunion of foreign-
of the pay-as-you-go systems rather unevenly among difern residents. In addition, asylum-seekers and refugees
ferent age groups. Most likely the political process wilare occasionally granted permanent resident status. Still,
therefore opt for some combination of the two scenariothe question of whether Germany should officially open
The final column of Table 28 reports the effects of a paits boarders to immigration is a hotly debated issue. In
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this section which draws partially on Bonin et al. (1997bilise at about 520 000. Immigration this high necessari-
we focus on the fiscal aspects related to immigratiofy leads to a sharp increase in the share of the foreign-
Generational accounting is employed to assess thern population. In 2035, nearly one quarter of the pop-
impact of migration on the overall revenue and expendidation would be foreign-born.
ture of the government. As immigrants to Germany are
on average 10 years younger than the resident popula-order to capture the overall contribution of immigrants
tion, they might rejuvenate society and improve th#& the government sector, we must take into account the
intergenerational sustainability of fiscal policy that ispecific economic behaviour of migrants. The impact of
endangered by population ageing. migration on the intertemporal public liabilities depends
crucially on the capacity of domestic labour markets to
To investigate the fiscal effects of migratory flows, websorb future migrants. As it is difficult to judge the skill
employ three alternative migration scenarios. In the firdgvel of future immigrants which is the chief determinant
which was already used in the baseline calculation, wer their success on the labour market, we employ infor-
follow the medium projection of the Bureau of Census ahation on foreigners who have already lived in Germany
200 000 net migrants in the long-run. Alternatively, wdor some years, and assume that future immigrants will
employ an upper and a lower bound of likely developesemble them.
ments. As the lower bound, we assume that Germany
successfully bans any immigration, which would sharplraph 5 compares the rest-of-life net tax payments of
increase old-age dependency, while the share of foreigmtive residents and base-year foreigners. Irrespective of
ers in the German population would continuallycitizenship, we find the typical life-cycle pattern of gen-
decrease. In the upper extreme scenario, net immigratierational accounts for all current generations, although
is determined endogenously to maintain a population afe observe significant differences in the net tax burden
85 million residents from 2012. Before, we assumat a given age. While the break-even points for foreign-
300 000 annual immigrants to arrive. The migratorgrs in Germany and native residents are almost identical,
inflows to prevent a population decline are quite sizehe overall net payments of foreigners aged between 10
able. The maximum inflow required amounts to 620 008nd 45 are on average 25% lower than those of natives
individuals, and long-run net immigration figures staef identical age. In the last three decades of their life, net

Graph 5: Generational accounts of natives and residents, Germany
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receipts of foreigners are approximately 40% lower a@ammigration scenarios outlined above. The total absence
compared to those of Germans. of any migratory inflows severely aggravates the inter-
generational imbalance. Although the IPL increases only
The differences in average life-cycle tax paymentslightly to 142.5% of GDP, the lifetime tax burden of
between German natives and foreigners can be attribufeitire German natives increases from ECU 82 500 in the
to a number of reasons. On average, the foreigndraseline to ECU 136 500. Without immigration,
presently living in Germany are less qualified and worlatertemporal government debt must be serviced by a
in less qualified jobs with lower average earnings thasignificantly lower number of future taxpayers which
natives. Foreigners exhibit a higher savings rate and fieads to a sharp increase in their per capita tax burden.
quently avoid early retirement to complete the minimuriEncouraging immigration to stabilise the German popu-
contribution period required to become eligible for socidhtion at a total of 85 million leads to the opposite result.
security benefits. Due to these stylised facts, they pay émthis scenario, future taxpayer generations face a gen-
average less labour and capital income tax, lower VAdrational account of ECU 50 600 which exceeds the net
and excise taxes and, during their first decades of labquatyments of present newborns by only ECU 85 800, as
force participation, also lower social insurance contribicompared to ECU 117 700 in the baseline.
tions. Only at the end of their working life do foreigners’
contributions to social insurance exceed those of native®ur findings show quite clearly that allowing and encour-
aging immigration is desirable for future generations of
Regarding transfers, differences between foreigners aG&rmans, as it substantially reduces their tax burden,
German natives are particularly marked for pension bedespite being insufficient to restore intergenerational sus-
efits and educational demands which both fall signifitainability. However, this result is based on rather
cantly short for foreigners. The on-average low pensiofigvourable assumptions regarding the tax and transfer
of foreigners which reflect their short earnings historpayments of future immigrants. By applying the net tax
and the high tax-benefit-linkage of the German sociaglattern of current foreign-born residents, we perpetuate
security system more than compensate the higher avélre economic behaviour of immigrants who on average
age transfers received from unemployment insuraneatered the country more than a decade ago. We do not
and general welfare. fully account for the potentially large fiscal transfers in
the first years of integration. Moreover, the composition
Assuming that future immigrants will exhibit the sameof immigrants has changed considerably over the last two
age-specific tax and transfer pattern as residents of falecades. Therefore, it might be inappropriate to apply the
eign origin in the base-year, Graph 5 indicates that it generational account pattern of the current German ‘guest
favourable for the government to attract immigrants agewdorker’ population to future migrant cohorts.
10 to 45 when taking residence. Under the given assump-
tions, only these immigrant cohorts contribute positiveljo test the validity of the baseline results we vary the
to the government coffers over their remaining lifetimeapacity of future labour markets to absorb additional
in the host country, thereby reducing the intertemporahmigrants. As German unemployment has risen signif-
public liabilities and improving the sustainability of fis-icantly in recent years, the integration of prospective
cal policy. The positive contribution of immigrants couldmmigrants might very well become more difficult and
be quite remarkable. According to the generationaéquire higher welfare benefits and educational training
accounts, each immigrant aged between 20 and 30 bririgan in the past. In order to illustrate the impact of slow-
a net gain of about ECU 100 000 to the government seer labour market absorption of the migrants, we first
tor. In fact, immigration to a major part takes place at assume that future immigrants can be integrated into the
very early stage of the life cycle. In the base-year, almoSerman labour market only with a delay of two years.
three quarters of all immigrants to Germany were in th&/ithin that period, they are assumed to receive cash wel-
favourable age bracket from 10 to 45. If the currentlfare grants in addition to health and educational trans-
observed age pattern of immigrants continues, futufers, and to pay only reduced indirect taxes. As the aver-
immigration may thus generate substantial relief for thege contribution of immigrants to the government
public sector. coffers falls under these assumptions, intertemporal gov-
ernment debt increases and future natives face a higher
This conclusion is confirmed when comparing the inditax load of ECU 129 000, as compared to ECU 117 700
cators of intergenerational sustainability for the threim the baseline.
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If immigrants required six rather than two years beforeontribution of immigrants is likely to reach its maxi-
fully entering the labour market, the intergenerationahum at age 25, giving preference to those aged between
redistribution rises further to an absolute difference &0 and 30 further enhances the sustainability of present
ECU 150 000. Nevertheless, even under this disadvanfacal policy. The IPL are reduced to 129.0% of GDP,
geous assumption, the intergenerational imbalance stihd the tax increase for future generations that meets the
ranges below that resulting in the absence of immigrdebt is reduced from 58.9% in the baseline to 54.7 %.
tion. Only if labour market integration of immigrants

takes more than nine years, does baseline immigration Nevertheless, screening immigrants by age could only
longer reduce the net tax burden of future generatiorfdarginally improve intergenerational sustainability of
This surprisingly long time-span is due to the rejuvendiscal policy, as the current age structure of immigrants
tion of the native population associated with immigrais already favourable. In any case, encouraging immigra-
tion. Future newborn cohorts are considerably largéion and supporting the integration of migrants into the
than in the no-migration case. This demographic effetabour market appears as a suitable strategy for improv-
significantly alleviates the burden on future natives, anflg the intergenerational stance of the government sec-
partially offsets the impact of reduced or even negativier, although it cannot fully compensate the effects of
lifetime net fiscal contributions of immigrants, whenpopulation ageing.

their integration into the labour market becomes more

difficult. .
5.7. Conclusion

Another way of departure from the baseline assumptions

is to claim that full integration of future immigrants carf>ermany currently has to finance large transfer pro-
be achieved faster than today. This optimistic scenarii@mmes to cushion the recovery of the deteriorated East
would require an active immigration and integration polGerman economy in face of severe population ageing
icy that selects immigrants according to their skills an@head. Applying generational accounting, we find that
the needs of the German labour market. If, for exampldlis double squeeze could impose large additional tax
the skill-level of future immigrants resembled that of thédads on future generations. If current fiscal policy is
native population rather than that of foreign-born resfnaintained, overall government will accumulate debt as
dents, the more positive rest-of-life net tax payments §fgh as 130% of GDP. To service intertemporal liabili-
the average immigrant would further reduce intertempdi€s, tax rates for cohorts not yet born have to exceed
ral government debt. With baseline migration, risinghose experienced by the present living by almost 60 %.

immigrant skills decreases the absolute difference of pre-

sent and future generational accounts from ECU 117 ofpart from unification-related costs which have already
to approximately ECU 110 000. imposed a sizeable additional tax burden on West German

living cohorts, the rather generous German pay-as-you-go
Sustainability of current fiscal policy is also improved, ifsocial insurance system accounts for the major part of
an active immigration policy screens immigrants by ag&ermany’s intertemporal debt. A partial funding strategy
trying to attract even younger immigrants than currentifpat immediately raises social security contributions to
observed. In 1995, approximately 18 % of immigrants tBuild up a capital stock used in the years of the most
Germany were between 25 and 35 years old, and 283&vere demographic pressure could lead to an intergener-
were in the age bracket from 20 to 30. Our final expergtionally and intragenerationally more balanced policy, if
ments increase the number of immigrants within theg@mplemented by transfer reductions to the elderly.
age groups by 20%, while maintaining the absolute L . o
inflow of 200 000 migrants in the long-run. Encouraging immigration and actively screening immi-

grants by age and profession could further improve the
If future immigration policy privileges cohorts aged 25sustainability of German fiscal policy. As immigrant
through 35, intertemporal government debt decreasegst-of-life net tax payments after taking residence are
from 136.0 to 130.1% of GDP. Overall liabilities couldlikely to be positive on average, migration might signif-
be serviced by a 56.8% tax increase for all future genégantly unburden future generations of natives. In any
ations, leaving them with an ECU 113 700 higher tagase, restoring intergenerational sustainability in
load than present newborns. Compared to the baselifegrmany will question many cherished political and eco-
the screening of immigrants by age reduces the tax biemic conventions. There is not much time to be wasted
den of future generations by ECU 4 000. Since the net the first wave of population ageing is not far away.
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Eduard Berenguet), Holger Bonin ) and Bernd Raffelhlische®) (

6.1. Recent economic performance reduced interest rates, creating a favourable environment
for investment triggering overall growth (cf. Banco de
Eleven years after the integration into the Europedsnspaia (1997, pp. 17-19)). Therefore, the recent recov-
Union, the Spanish economy closely follows the ups arety of the Spanish economy appears to rest on firm
downs of the European business cycle. This significagtound.
parallelism of business cycles is a consequence of two
dominant factors in economic policy since the earlin 1997, when the present business cycle was approach-
1980s: the opening of the Spanish economy to foreigng its height, GDP growth ranged well above 3%.
trade and the prominent role given to internal free maExports increased significantly, and the domestic
ket forces. The period of intense economic growth in thdemand growth reached the highest value of the last 20
second half of the 1980s that followed the liberalisatioyears indicating strong confidence of investors and con-
of markets eventually came to an end in the early 199G@simers that current supply-side oriented economic poli-
In 1993, the Spanish economy entered into a deep recegwill be continued. The remarkable economic recovery
sion due to sharply reduced growth of fixed investmentbas considerably helped Spain fulfil the Maastricht crite-
Unemployment rose sharply, while current accounts am. As recently as 1993, none of the criteria had been
government budgets displayed severe imbalances. met, while by the end of 1997, all but the debt-to-GDP
criterion were attained, allowing Spain to join the EMU
In the following years, the devaluation of the pesetiom the start.
which resulted from the 1993 EMS turmoil fostered
exports and helped to restore the competitiveness of t8#ll, despite the fulfilment of the Maastricht criteria,
Spanish economy. Still, economic growth did not returBpain has not achieved real economic convergence to
to the rates experienced before the depression, partly dtig standards in all areas. In particular, the industrial sec-
to a ‘saving-for-the-rainy-day’ effect (cf. Deaton (1991Yor in Spain still faces above EU average labour costs.
and Berenguer (1993)) which discouraged investmerRecent wage restraint has not significantly moderated
Moreover, fiscal policy which had been expansive sindlis problem. Spanish labour markets also appear as
the early 1980s, was tightened from 1994, imposing keeing excessively regulated and segmented, preventing
restrictive effect on domestic demand. the efficient allocation of resources. Although the recent
Industrial Relations Act may help to deregulate tradi-
The reduction of budget deficits without inflation hasionally sticky labour market conditions and create new
currently become the main target of fiscal policy irjob opportunities, unemployment is likely to remain high
Spain. Ever since 1994, when the central bank wéy EU standards, in spite of relative macroeconomic sta-
accorded a more independent status, inflation decelerhitity.
ed as a consequence of tightened monetary policy. At the
same time, smaller government spending reduced publibe elections of March 1996 installed a new conserva-
deficits, which gradually approached the 3% to GDRve government which is planning important structural
quota called for by the Maastricht Treaty. Falling priceeeforms directed to sort out market rigidities and distor-
and decreasing government deficits have significanttjons. Deregulation in the telecommunication and energy
sector is being prepared, and an ambitious schedule of
privatising public and nationalised enterprises has been

(Y Facultat d’Economia, Universitat de Barcelona. ; ; H H _
(® Institut fur Finanzwissenschaft, Albert-Ludwigs-Universitat Freiburg. !aunChed' Revenue fr.0m prlvatlsanqn supposedly is ded
() Institut fir Finanzwissenschaft, Albert-Ludwigs-Universitét Freiburg. icated to the redemption of outstanding government debt.
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Altogether, both recent economic performance and ecentitled to public health care. Compulsory education has
nomic policy in Spain are characterised by a set of largeeen stepwise extended to cover all children younger
ly positive developments. Still, the Spanish economy ihan 16. Second, the quality of benefits was substantial-
challenged by a serious lack of flexibility. The lack oy bettered in many welfare programmes. Third, a first
competitiveness in some industries will become evemave of population ageing induced higher spending on
more obvious now that the euro is introduced, in partigension, health and long-term care expenditure. Fourth,
ular, as it deprives political decision makers from theonsiderable mismanagement prevents cost efficient pro-
possibility of absorbing shocks through discrete devalwision of transfers. Duplication in the administration of
ation of the peseta. Finally, in a more distant future, theveelfare programmes is common. Finally, disability pen-
is the challenge that an economically more advancetbns are rather high and continue to grow due to lack of
Spain will suffer reduced transfers from the ElWontrol and numerous legal flaws.
Cohesion Fund. Potential new EU members such as, for
example, the Czech Republic, Hungary, Poland ar@rowth in welfare expenditure has slowed down consid-
Slovenia could be strong rivals for funds within a biggegrably over the last decade however, as first reform mea-
European Union. sures have been passed into law. Still, the share of total
government expenditure in GDP has further increased,
. . mainly due to a rising interest burden. Moreover, wage
6.2. Fiscal policy payments to government sector employees have soared,

. as the government tried to offset high unemployment by
From 1974, the Spanish government sector has been RREreasing the number of State-employed.

manently running a deficit. The debt-to-GDP ratio has

grown steadily and reached almost 70% in 1996 present Spanish tax system (cf. Kam et al. (1996))
Following the rather optimistic official budget projec-paqically originates from 1977 when a personal income
tions, the current annual deficit can be expectgd to fall BYy that was combined with a net-wealth tax was intro-
more than 50% to 1.6% of GDP until 2000.4,ceq |n the wake of Spain's entry to the EC, indirect
Accordingly, total debt would decrease to about 65% qfyation was adjusted to EC standards in 1986. At pre-
GDP. To reach this ambitious goal, the government mugl; ‘social insurance contributions which generate about
take action to limit future expenditure growth, Orgqe4 of government receipts represent the single most
increase Its revenue. The follpwmg sections br'eﬂYmportant source of government revenue, followed by
analyse past trends in fiscal policy, before commentingyirect taxes with a share of about 27 %, almost 50% of
on the measures of future fiscal consqlldatlon put folihich come from special excise taxes on, e.g., alcohol
ward by the convergence plan from April 1997. and tobacco, the vehicle tax and tariffs. The share of
direct personal taxes in total revenue has stabilised at
about 25% in the recent past. Finally, corporate and
After 1974, Spain’s government sector witnessed a de#fjgome taxes account for approximately 9% of the entire
transformation. While government expenditureggovernment revenue.
increased from 24.2 to 47.2% of GDP, its revenue grew
at a smaller pace, from 23.8 to 40.5%. As a consequerfsidce 1974, the share of tax payments in GDP has
the debt-to-GDP ratio reached ever new heights. Most ificreased permanently, rising from 21.4 to 36.9% in
this transformation can be attributed to the economik995. The most distinct rise is that of personal income
transition that followed the end of Francoism. Spain'taxes which increased from less than 3% of GDP to 9%
attempt to become a liberalised open market econortgday. Over the same period, the share of social insur-
was accompanied by the idea of building up a welfa@nce contributions and indirect taxes remained compara-
state similar to other European countries. Hence, whitively constant, accounting for only 4.4 and 3.5 percent-
government regulations were increasingly dismantledge points of the total increase of the tax-to-GDP quota,
government transfers grew rapidly. Social benefits relaespectively. Taxes and contributions represent the
tive to GDP almost doubled between 1974 and 1995 farajor source of financing government outlays.
a number of reasons. Additional sources like profits from public sector enter-
prises, transfers, and interest rates from assets held by
First, there was a strong tendency to install universtiie government are of minor importance, amounting to a
welfare programmes. The entire population has becomere 4% of GDP.

6.2.1. Government expenditure and revenue
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6.2.2. Design and performance of the social health programmes from the ‘single cash’ budget of the
insurance system social insurance system and to finance it instead by

. L . . means of general taxes.
The Spanish social insurance system mainly provides

retirement, disability, widow and orphan pensions, aSai e . .
. Spain has also found difficulties in financing pension
well as health care and unemployment benefits

. o , S insurance. In order to guarantee the future viability of the
Following a ‘single cash’ approach, social insurance . . . ' .
oS ; ension system, it has been decided to finance pension
contributions, which presently total 35.5% of the pay: . - .
e .~ “complements which serve to ensure a minimum benefit
roll, are not earmarked to specific programmes. This rey- oo .
. o evel and other non-contributive pensions out of general
enue is complemented by additional transfers from the . - .
: axes in the future. In addition, according to the 1997
central government and the European Social Fund. T

S . . ]?ansion Reform Act, average pensions will be reduced
social insurance system is thereby partly financed out o

: o or all retiring after 1997 by the introduction of a less
supranational grants, general taxes and deficits. It IS : .
. . ... generous formula to calculate the primary insurance
administered through various autonomous authoritiey.
. o . . o amount.
Each single administrative body receives a specific share
of the social insurance contributions, transfers from th . .
: s will be shown below, the actions taken so far are
central government, and in some cases transfers from. : . L
. : unlikely to ensure intergenerational sustainability of the
other autonomous bodies. The calculation of genera- . - ;
. ) spcial insurance system. The main effect of the present
tional accounts controls for these intergovernmenta ; . . .
rants reforms is to clarify the source of funding of the various
9 ’ welfare programmes. However, whether the additional

ntergovernmental transfers are financed by deficits or

AS the benefits provided by the system were gradualLin increases, has not yet been decided. There is a good
improved over the last decades, the gap between expep-

diture and contribution revenue increased. While in 1975 2 °© th‘fit. the system V\."" trn _towards a design with a
o . ore explicit tax-benefit linkage in the future.

about 88% of all social insurance benefits were covered

by payroll cpntrlbutlons, this quota fell to 68% in 19956.2.3. Recent fiscal debates

Correspondingly, federal grants were augmented fromi

1.4 to 7.0% of GDP. The entire system still realise short-run balance of the social insurance system can be

deficits. In 1995, social insurance required a loan @fchieved only by financing parts of social insurance

ECU 2.7 billion (ECU 1 = ESP 162.95) to fulfil its oblig- expenditure from general tax revenue, the question aris-

ations. es where to find the resources required in the long-run.

In the light of other laws recently approved, which

Among the branches of social insurance, only the unenmcrease spending on education and defence by at least

ployment insurance may achieve financial balance in tH&% of GDP, it seems unlikely that additional resources

near future, provided the number of unemployedill be raised by cutting real government expenditure. At

decreases and coverage, as it is currently envisaged, tasame time, deficit spending does not appear feasible,

be broadened successfully. Still, return to fiscal balan@s long as the government stays committed to reducing

would require a very positive labour market developthe stock of outstanding debt, which leaves tax increases

ment, given that contribution revenue accounts for onlys the most likely solution to serve the new expenditure

63.3% of unemployment benefits at present. needs.

However, the major concern about the long-run sustaikvhile the policy measures which have lead to the
ability of social insurance arises from the rapid growth afescribed expenditure increases have been high on the
expenditure on pension and health plans. In Spain, ggwelitical agenda for some time, there is no frank debate
ernment resources allocated to the health system haamncerning the corresponding tax adjustments in Spain.
grown at a higher rate than GDP for a long period d?olitics rather promises additional tax relief. For exam-
time, thus bringing public health insurance into a sevepde, a more favourable treatment of capital income from
deficit. Official medium-run forecasts predict that healti996 implied an annual loss in government revenue of
expenditure will continue to grow faster than GDP by éECU 1.2 billion. In the same year, however, the govern-
least 0.5 percentage points until 2002 (cf. Insaluchent succeeded in raising special taxes on oil, alcohol,
(2997)). In the light of these forecasts and to avoid evemd tobacco in order to meet its deficit objectives.
higher future deficits, it has been proposed to separate @bncerning personal income taxation, there are political
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commitments to reduce the wide number of tax brackgi®pulation composition which was updated to the base-
and the top marginal rate to a level of 50 %, but no actigrear according to the official data and assumptions. All
has been taken so far which would simplify the incomprojections assume a constant 1995 influx of migrants
tax system, or reduce the tax load. A major income taand decreasing mortality. The latter implies that until
reform is clearly not envisaged at present. 2005 life expectancy at birth increases from 73.4 and
80.5 to 76.2 and 82.4 for males and females, respective-
. L ly. The additional increase in life expectancy of approx-
6.3. Base“_ne results and sensitivity imately 1.5 years after 2005 which is found in the offi-
analysis cial projections is not designed in our forecast to

maintain comparability with the other country studies.
6.3.1. Basic assumptions

In the recent past, Spain experienced a remarkapik the most_ pessimistic official project_ion, fertility_/ is
change in fertility behaviour. In comparison to mos@SSumed to increase from 1.3 to 1.6 until 2025, while the
other European countries, the fall in birth rates occurrdB0St optimistic scenario lets fertility return to the
rather late, but was even more substantial. In the eaffPlacement level. In contrast, our baseline population
1980s Spain still experienced fertility rates well abovBrojection assumes a constant 1995 fertility rate, which
the replacement level. If population growth was nevefs more in line with the assumptions of comparable coun-
theless moderate at that time, this was due to significdfi studies. The impact of using the governmental fertil-
emigration to other European countries. Later, howevdly assumptions on intergenerational sustainability in
the total fertility rate continually decreased, reaching @pain is tested in the sensitivity analysis.
value of only 1.3 in 1995, and today is the lowest of all
EU Member States. In line with this remarkable changdable 29 shows the Spanish budget of the entire public
Spain became a net immigration country with a neéector including local authorities. All intergovernmental
inflow of about 20 000 immigrants in 1995. grants and transfers have been cancelled out. Public rev-
enue includes taxes on labour and capital income, value
The projection of the future population developmengdded tax, excise taxes on alcohol and tobacco, petrol,
which underlies the calculation of generational accountgehicle, inheritance, wealth and other taxes. The table
closely follows the official forecasts published by thelso reports social insurance contributions including
Instituto de Demografia (1994). It starts from the 199additional tax revenue allocated to the solidarity fund

Table 29
Public revenue and expenditure in Spain, 1995
(billion ECU)

Revenue Expenditure

Labour income taxes 31.0 Social security 49.8
Capital income taxes 16.0 Health 25.4
Value added taxes 20.3 Unemployment 11.1
Excise taxes 3.1 Housing benefits 6.5
Petrol tax 7.9 General welfare 7.6
Vehicle tax 0.7 Education 18.5
Gifts and inheritance tax 3.9 Net investment 15.9
Wealth tax 0.2 Subsidies 135
Other taxes 45 Interest payments 21.1
Social insurance 61.4 Government consumption 28.9
Solidarity Fund 0.6

Unemployment insurance 0.5

Accident insurance 0.3

Other revenue 20.1

Transfers 25

Deficit 25.2

Total 198.2 198.2

SourcesiNE (1996), Fundacion FIES (1997), TGSS (1995), MEH (1995a,b).
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which partially finances the support for the unemployedies to workers when firms are unable to provide them, as
Seigniorage was not included in public receipts, sindeppens frequently in case of bankruptcy.
there is no transfer from the central bank to the public
coffers in Spain. To forecast future tax payments and transfer revenue we
assume that all age- and gender-specific per capita flows
As seen from Table 29, the 1995 figure for the overalill grow at the constant rate of productivity growth
deficit, which includes all public coffers and is thereforavhich was set to 1.5% for the baseline. Deviating from
not in line with the official EU concept, amounts tothis rule, our projection of taxes and transfers considers
almost 13% of total revenue. In addition, about 10% dfiture fiscal changes legally enacted in the base-year.
the overall receipts stem from other revenue which tohe 1996 and 1997 amendments concerning alcohol,
considerable degree includes transfers funded by the Ebacco, petrol and insurance tax rates are considered in
coffers. On the whole, the various types of EU transfetbe generational accounts. To discount future payments
amount to ECU 6.1 billion, or about 3% of all publicto their present value, we apply a uniform baseline inter-
revenue. est rate of 5%.

The types of expenditure listed in Table 29 display highVet interest payments which correspond to an outstand-
ly aggregated categories, which have been divided intdng government debt amounting to ECU 293.6 billion
series of sub-categories to assign benefits by age @ another ECU 21.1 billion on the expenditure side.
gender_ In particu|ar, government expenditure encorﬂ_he former figure is diI’ECﬂy utilised in the intertemporal
passes transfers to the elderly, health care, unempléydget constraint of the Spanish public sector. In 1995,

ment insurance, housing and welfare benefits and edué®! investment accounted for ECU 15.9 billion or
tional spending. approximately 8% of overall expenditure. Taking the

base-year residual of total government revenue minus
To project future net tax payments into the future, agxpenditure on transfers, subsidies and net investment
aggregates or sub-aggregates of taxes and transfers slilies non-age-specific government expenditure of
marised in Table 29 are distributed among representati§éghtly below ECU 29 billion. Non-age-specific govern-
female and male individuals of current generations witht€nt spending is determined by including all revenue
the help of age-gender profiles that were retrieved froa'd transfers which cannot be distributed by age, subsi-
micro-data surveys. The major part of the profiles WaQes, net invest_me'nts apd transfer§ from the_E_U. It @s pro-
calculated from the Families Expenditure Survey and tigcted to grow in line with productivity, and it is adjust-
Consumption Expenditure Survey. Health and educsd for the demographic transition in a per-capita manner.

tional expenditure were allocated using data provided on

request by the National Health Institute (Insalud) and thal"C& We project future tax and government spending
Ministry of Education and Finance (Ministerio delevels on the base of the 1995 budget, the generational

Educacién y Ciencia). In all cases, the construction G€CoUNts for Spain presented in the following section
age- and gender-profiles follows the incidence assum@P!y Partially capture the notable budgetary consolida-
tions of taxes and transfers laid down in Chapter 2. ton gffort observed since then. The intertemporal public
liabilities reported in this chapter lie at the upper bound
In particular, personal income tax is divided betweefl kely outcomes, since we adhere to the status quo per-
personal labour income and capital income tax in prgpectlve which provides the analytical standard of this

portions equal to 83.5 and 16.5%. These quotas refld&port. If we took intp af:count. the deficit cqnsolidation
the labour and capital income share in total income. Tﬁger .1995’ fiscal pohcy n Spa}ln would certamly' appear
capital income share of income taxes is added to o'[ngQ‘_S imbalanced mtergeqeratlpnglly, although it seems
taxes on capital including the corporate income tax, Ql'kely that our qualitative findings would be chal-
well as local taxes on the profits from sales of real esta g_nged.

Second, the incidence of social insurance contribution 52 Baseline findinas

although mainly paid by the employers, is assumed to be™ "~ 9
fully born by the employees. Contributions encompasBkable 30 shows the base-year 1995 net tax payments for
contributions to social security, health, unemploymenall living and future generations for the base case out-
and accidental insurance as well as contributions to thieed above. The numbers in the last two columns of
solidarity fund which is destined to pay lay-off indemni-Table 30 refer to representative male or female ‘agents’,
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while the second column displays average accounirsg rest-of-life tax payments in combination with less
Since non-age-specific government spending is treatdiscounted future receipts lead to negative net payments
as a uniformly distributed transfer over the ‘agent’s’ lifauntil, for the cohort reaching the standard retirement age
cycle, average generational accounts are negative in thfe65, the minimum of generational accounts is reached
first seven years of life. — amounting to a net transfer of ECU 111 000. There-
after, net lifetime benefits decrease in line with the
The generational accounts exhibit a typical life-cycleeduced life expectancy of the elderly.
pattern. Net rest-of-life tax payments of representative
cohort members increase during the first three decadesAdthough the qualitative aspects in the various accounts
the life cycle due to discounting effects and sizeabler Spain do not diverge significantly from other
transfers received during childhood. Youth unemployEuropean countries, the quantitative results concerning
ment in Spain is high, and ‘agents’ enter into workinghe net payments of current living generations seem to be
life on average comparatively late. Therefore, the genamather special. In contrast to most other European
ational accounts for current living generations reach thdifember States, the maximum amount of positive net
maximum only at age 30 when they amount to ECldayments (for a 30-year-old) ranges far below the corre-
52 700. For older cohorts, net tax payments gradualsponding minimum figure (for a 65-year-old), account-
decrease, as the individuals approach the phase of higg for only about 50% of the latter. Hence, according to
transfer receipts in their retirement period. generational accounts, the effective average tax load for
working-age agents is comparatively low in Spain.
For the base year generation aged 47, the present value
of future receipts equals the present value of future t&egarding gender-specific accounts, the analysis also
payments over the remaining life cycle. Further decreaeveals some remarkable results. First, the accounts of

Table 30

Generational accounts, Spain
(1 000 ECU) (*)

Generation’s age in 1995 Average Male Female
0 -12.3 6.4 -324

5 -6.0 16.4 -30.0
10 6.0 32.7 -223
15 20.2 52.0 -13.4
20 37.0 75.2 -26
25 50.1 94.8 0.4
30 52.7 102.4 2.4
35 47.3 99.0 -45
40 33.7 84.1 -15.7
45 10.7 54.8 -32.7
50 -23.4 8.0 -545
55 - 60.6 -4438 -755
60 -91.8 -89.7 -93.7
65 -111.0 -114.7 -107.7
70 —-109.4 -114.2 —-105.4
75 -96.6 -102.9 -923
80 -80.0 -87.0 -759
85 -64.4 -715 -60.7
90 -48.9 -55.8 -46.0
95 -30.0 -353 -282
100 -12.2 -15.0 -115
Increase in all taxes, future (%) 106.5 - -
Future generational account 62.0 105.1 16.1
Absolute difference 743 98.7 48.5
IPL (% of GDP) 151.9 - -

(*) 1995 value; baseline (r = 0.05, g = 0.015).
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Table 31

Composition of male generational accounts, Spain
(1000 ECU) (*)

Tax payments Transfer receipts
Generation’s Labour  Capital VAT Excise Social Pensions Health Unemployment Welfare Education Non-age-
age in 1995 income  taxes insurance insurance insurance and specific
housing expenditure
0 20.5 9.8 9.4 9.6 43.4 13.8 9.4 7.3 8.8 19.6 27.2
5 243 11.7 10.7 10.8 51.6 16.3 9.0 8.7 10.0 219 26.8
10 28.8 13.8 12.0 12.2 61.1 19.2 9.7 10.3 11.2 18.6 26.3
15 34.2 16.4 13.4 13.8 72.5 22.7 10.5 12.3 12.8 14.4 25.6
20 40.6 19.5 15.1 15.3 85.2 26.9 121 14.6 14.0 8.1 24.9
25 47.5 22.7 16.7 15.6 95.8 32.0 13.9 16.5 13.2 3.8 24.2
30 51.8 25.2 18.1 15.4 100.5 38.1 15.9 17.4 12.3 15 23.3
35 53.7 27.6 19.0 14.8 98.9 45.1 18.0 17.9 10.9 0.7 22.2
40 53.0 29.8 18.9 13.8 90.8 53.1 20.4 17.5 10.0 0.3 21.0
45 48.2 31.0 17.4 12.3 76.5 62.0 22.8 16.4 9.7 0.2 19.6
50 37.2 28.6 15.0 10.4 57.5 72.7 254 14.8 9.6 0.1 18.0
55 23.7 26.2 12.0 8.3 34.5 85.0 27.9 11.4 8.9 0 16.3
60 13.5 21.0 8.3 6.1 14.9 98.7 29.2 4.2 6.9 0 14.4
65 7.0 17.9 5.3 4.2 3.0 103.6 31.2 0.0 4.8 0 12.4
70 35 14.9 3.3 2.8 0.2 93.9 30.9 0.0 3.7 0 10.4
75 25 12.1 2.2 1.9 0.0 79.4 31.0 0.0 2.8 0 8.4
80 1.8 9.0 15 14 0.0 64.2 27.7 0.0 21 0 6.6
85 11 6.4 1.0 1.0 0.0 50.2 24.3 0.0 1.6 0 5.0
90 0.7 4.8 0.7 0.7 0.0 37.7 20.0 0.0 1.2 0 3.7
95 0.4 3.0 0.4 0.4 0.0 23.9 12.7 0.0 0.7 0 2.3
100 0.2 1.3 0.2 0.2 0.0 10.2 5.4 0.0 0.3 0 1.0

(*) 1995 value; baseline (r = 0.05, g = 0.015).

females are mostly negative: the present value of lifthose of men. As for transfer receipts, the beneficiaries
time taxes falls below the respective figure of transfe@e much more uniformly distributed over the two gen-
received during the life cycle. They are still only slightders. Female pension benefits and welfare benefits
ly positive during the third decade of the life cycle wheimcluding housing make up about three quarters of the
female labour force participation reaches its maximumespective receipts of males belonging to the same
If the generational accounts indicate gender-specific taohort. Education spending is distributed even more uni-
incidence correctly, fiscal policy in Spain might redisformly between the sexes, and female health-care pay-
tribute strongly between men and women. Net lifetimments range about 10% above the male receipts. Only
benefits received by women in old-age are rather closettee support for the unemployed is significantly lower for
those received by men, whereas the net tax burdenvedmen, reflecting their lower labour force participation.
working women falls significantly short of that faced by
men who are members of the same age cohort. Turning to intertemporal generational aspects, we find
that the continuation of 1995 fiscal policy in Spain may
Disaggregation of the generational accounts might prentail severe fiscal imbalance. Maintaining the initial tax
vide some insights into the causes of gender redistriband transfer levels in an ageing society adds liabilities to
tion. According to Tables 31 and 32, indirect tax burdernbe base year outstanding debt. This development is dis-
do not significantly differ by gender. This result reflectadvantageous for future generations who are predicted to
that the underlying micro profiles were retrieved fronface reduced consumption possibilities.
household data. However, labour income tax payments
of women amount to only 27 %, and social insurance the baseline scenario, the present value of implicit
payments to only 32% of the respective male figuregovernment liabilities, encompassing mainly future
because labour force participation rates are lower thabligations of the social insurance system, adds ECU
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Table 32

Composition of female generational accounts, Spain
(1000 ECU) (*)

Tax payments Transfer receipts
Generation’s Labour  Capital VAT Excise Social Pensions Health Unemployment Welfare Education Non-age-
age in 1995 income  taxes insurance insurance insurance and specific
housing expenditure

0 6.1 4.5 9.8 9.8 15.3 10.9 10.9 25 5.7 20.1 27.8

5 7.2 5.4 11.1 111 18.2 13.0 10.8 2.9 6.4 22.3 275
10 8.6 6.4 125 12.6 215 15.3 12.0 35 7.0 19.0 27.1
15 10.1 7.5 14.0 14.3 25.5 18.2 13.4 4.1 7.8 14.8 26.6
20 12.0 8.9 15.7 15.8 29.9 21.5 155 4.9 8.8 8.3 26.0
25 13.8 10.2 17.4 16.1 32.4 25.5 17.8 4.9 8.9 35 25.4
30 14.0 11.2 18.8 15.9 32.4 30.3 20.2 4.6 9.0 1.2 24.6
35 13.8 12,5 19.7 15.4 30.4 35.8 22.6 4.5 9.3 0.5 23.7
40 12.9 14.2 19.7 14.5 26.6 41.8 251 4.4 9.3 0.2 22.6
45 11.0 15.2 18.3 12.9 20.9 48.6 27.4 4.4 9.0 0.2 21.3
50 8.1 14.1 15.9 11.1 14.7 56.3 30.0 3.3 8.7 0.1 19.9
55 5.2 12.8 12.7 8.9 8.8 63.7 32.2 2.0 7.7 0.1 18.3
60 3.2 10.3 8.9 6.6 4.1 70.4 33.2 0.7 6.0 0.0 16.4
65 1.8 8.2 5.8 4.7 11 75.6 34.7 0.0 4.5 0.0 14.4
70 1.0 6.7 3.7 3.2 0.0 71.1 33.4 0.0 3.5 0.0 12.1
75 0.9 5.4 2.5 2.2 0.0 59.6 314 0.0 2.6 0.0 9.7
80 0.6 3.8 1.7 15 0.0 47.9 26.3 0.0 1.9 0.0 7.5
85 0.4 25 11 11 0.0 38.0 21.1 0.0 1.2 0.0 5.6
90 0.3 1.4 0.8 0.7 0.0 285 15.9 0.0 0.8 0.0 4.0
95 0.2 0.9 0.5 0.4 0.0 175 9.7 0.0 0.5 0.0 2.4
100 0.1 0.4 0.2 0.2 0.0 7.1 4.0 0.0 0.2 0.0 1.0

(*) 1995 value; baseline (r = 0.05, g = 0.015).

383 hillion to base-year debt. Intertemporal public liabilAlthough Spain’s intertemporal public liabilities in terms
ities (IPL, cf. equation (6) in Chapter 2 of this volumepf current GDP are significantly lower than the intertem-
generational accounting assigns to future cohorts are fawral debt in some other EU Member States, the propor-
high as 151.9% of 1995 GDP, surpassing the sharetafnal tax increase necessary to restore a sustainable fis-
explicit debt in GDP (63.2%) by 88.7 percentage pointsal state is the highest of all EU Member States.
If only future cohorts have to contribute to redeem thAccording to our projections, the serious ageing from the
intertemporal public liabilities, a representative ageriottom, i.e., the sharp decline in the absolute size of
born in 1996, characteristic for the members of all futunerospective birth cohorts Spain faces over the next
generations, faces a lifetime net tax payment of ECtecades, deteriorates the future tax base, in particular for
52 000. Considering that base-year newborns receivén@ome taxation. Even the service intertemporal public
lifetime net transfer of ECU 12 300, under the rathdriabilities which are not particularly high by European
loose fiscal policy observed in 1995, the individual tastandards thus might require severe increase in tax rates.
burden would increase by almost ECU 75 000. As is displayed in Table 30, average lifetime tax rates for
future generations must more than double the present
The tax increase required to restore intergeneratiorraltes. To meet the intertemporal budget constraint of the
balance hits men in particular who are left with an addgovernment, future generation’'s taxes have to be
tional tax burden of ECU 98 700. For women, who facicreased uniformly by 106.5%.
a generational account of ECU 16 100, the future tax
raise is more moderate in absolute terms, but still coMeasuring the degree of intertemporal fiscal imbalance
siderable, considering that current newborn females dvg the immediate once-and-for-all tax increments and
projected to expect a lifetime net transfer of ECU 32 408xpenditure cuts that would restore intergenerational bal-
from the government. ance avoids the assumption that only future generations
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share in financing the overall debt burden generated lmhich marked the baseline calculations, does not occur
the continuation of current fiscal policy. If the livingin this hypothetical scenario. Without a demographic
contribute to serve the intertemporal public liabilitiestransition, the immediate policy adjustments are also less
the policy adjustments required appear far less sevesevere than in the baseline. The figures closely resemble
An immediate increase in all taxes by 14.3% restorékgose in the no-debt scenario, despite the higher overall
intergenerational imbalance. Accordingly, the tax quotdebt. Intergenerational balance could be restored either
would increase from 35.5% to 40.6 % of GDP, and bothy cutting transfers by 8.5% or increasing taxes by
present and future newborns would be left with lifetim&.7 %.
tax burdens of ECU 2 400 in present value. Alternatively,
transfers need to be cut by 13.2% right from the base-ydaren the full absence of population ageing does not
which reduces the transfer quota from 36.7 to 31.8% bfing Spain into an intergenerational sustainable situa-
GDP. Present and future newborns face a generatiotigh, although it could significantly reduce the tax burden
account of ECU 1 500 in this case. of future cohorts. Comparing the results of the two
stylised experiments, it has to be noted that in Spain, in
The sources of intergenerational imbalance in Spain c&antrast to most other EU Member States, base-year gov-
be highlighted by two thought experiments. First, oneérnment debt must be put fully alongside population age-
may assume that there is no outstanding explicit debtiifg when explaining the sources of intergenerational
the base-year. As the base-year explicit debt directijpbalance. One should be aware, however, that the gen-
enters into the intertemporal public liabilities, this hypoerational accounts might overstate the influence of
thetical scenario reduces intertemporal liabilities by 63@xplicit liabilities in this regard, due to our base-year
percentage points of GDP. All indicators of intertempochoice which captures Spanish government finances at
ral fiscal imbalance change by the same proportion. THae peak of a period of rapid accumulation of deficits.
tax increase required to finance the reduced gap in the
intertemporal budget constraint falls from 106.5 in th€-3-3.  Sensitivity analysis

baseline down to 62.1%. Correspondingly, the futurgapie 33 investigates the robustness of our findings with
lifetime tax burden decreases from ECU 74 300 to EClbgpect to variations of the central economic parameters
43 200. Without explicit government debt, an immediatgng the underlying demographic assumptions using both
7.7% cut of all transfers including non-age-specific govintertemporal government public liabilities and the
ernment spending would be sufficient to gain intergenefesulting absolute change in the generational accounts of
ational balance. Alternatively, all taxes would have to bgresent and future newborn generations as indicators of
raised by 8.3%. intertemporal imbalance. True liabilities range from
493.9% at a maximum to 90.6% of base-year GDP in
The second thought experiment aims to eliminate thBe minimum for reasonable interest and growth rates.
effects of the demographic transition ahead by entering=yen under the rather unlikely combination of a 7% dis-
constant 1995 population composition into the calcul&ount rate and 1% economic growth overall government
tions. Since fertility rates used to be comparatively highabilities significantly exceed the explicit base-year debt
in Spain until the late 1970s, the base-year populati@i 63.2 % of GDP.
structure which is perpetuated into the future in this
experiment is characterised by large cohorts in workingor a wide range of future growth and interest rates,
age who support rather small cohorts of elderly an@ture generations will have to face a net tax increase.
young. Given this advantageous population structurehe higher tax burden required to service intertemporal
with low old-age dependency is valid infinitely, public liabilities varies considerably from ECU 115 300
intertemporal public liabilities fall markedly comparedto ECU 66 900. Still, our qualitative finding that main-
to the baseline. Implicit liabilities only add 30.2 percenttaining current fiscal policy in Spain is likely to turn out
age points of GDP to the explicit debt ratio of 63.2%. disadvantageous for future generations appears suffi-
ciently robust.
Although the overall intertemporal debt still almost
equals the current GDP, the tax increase of 37.6%wrning to demographic sensitivity, the stylised case of
imposed on future generations remains rather moderakeeping the advantageous base-year population structure
as the labour force does not shrink under the giveronstant was already discussed above. More realistical-
assumptions. The deterioration of the future tax basg one might want to assume that the negative demo-
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Table 33

Sensitivity analysis, Spain
(%) (*)

Productivity growth (%) 1

Discount rate (%) 8 5 7

IPL (% of GDP) 2733 131.1 90.6

Absolute difference 93.1 70.9 66.9

Productivity growth (%) 15

Discount rate (%) 3 5 7

IPL (% of GDP) 358.6 151.9 97.4

Absolute difference 103.4 78.3 66.9

Productivity growth (%) 2

Discount Rate (%) 3 5 7

IPL (% of GDP) 493.9 180.5 106.3

Absolute difference 115.3 79.1 67.5

Population projection Constant population Baseline Increasing
structure assumptions fertility

IPL (% of GDP) 93.4 151.9 164.3

Absolute difference 35.2 78.3 53.8

(*) Percent of GDP; percentage change in revenue.

graphic shock Spain witnessed in the last decade fetility does not lead to a more favourable dependency
reversed in the future. As an upper bound of likely devetatio than is observed today. Therefore, the tax burden
opments, which might be fuelled by population policyfor future generations is higher, if fertility ensures a sta-
we assume that the total fertility rate linearly returns ttionary population, than it is under the condition of a
replacement level until 2022. The resulting demographeonstant current population structure. Considered that
forecast closely resembles the high fertility scenario ahe dependency burden reaches its minimum in the pre-
the official authorities (cf. Instituto de Demografiasent decade, the Spanish social insurance schemes are in
(1994)). a demographically favourable position at present. No
realistic demographic development will ever bring back
Table 33 shows that even this favourable demographigese ‘good times’ in the future. Restructuring social
development does only slightly reduce the intergenersurance will then become an inescapable task.
tional imbalance due to population ageing (and outstand-
ing base-year debt). Higher fertility increases intertem-
poral public liabilities to 164.3% of GDP, because i6.4. Restructuring social insurance
raises the number of agents whose generational accounts
are negative maintaining the tax and transfer levels 8& described above, Spain follows a ‘single-cash’
year 1995. Nevertheless, the additional tax burden fapproach to finance its social insurance system. There is
future generations generated by the overall governmem earmark of contributions for the different branches of
debt is reduced to ECU 53 800, compared to ECU 74 380cial insurance, i.e. pension, health care, old-age and
in the baseline, since more future-born agents share thiegemployment insurance, and all deficits are covered by
burden to redeem intertemporal public liabilities. Stillthe federal budget — as potential surpluses would go to
even a reversed demographic shock is unlikely to mitihis public coffer. Although contributions are paid to a
gate the intergenerational conflicts that might be associtajor part by the employer, incidence mainly falls on the
ated with the ongoing baby bust. employee.

Another lesson can be learned from the demographicstep towards earmarking specific contributions to the
sensitivity analysis. Even a tremendous increase in futusangle branches of the social insurance system was
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undertaken with the 1997 social insurance amendmeittstween 30 and 35 face additional life-time payments of
(SIA-1997). Their purpose was twofold. First, the taxapproximately ECU 700. For all other working-aged, the
loads related to the respective branches of social insadditional burden is even smaller, and it is negligible for
ance should become more transparent. Second, heglémsioners.
benefits that traditionally were also covered by the sin-
gle-cash budget should be transferred to the federal bukks a consequence, this policy only slightly relieves the
get and financed out of the general tax revenue. Thax burden of future generations. As compared to the
reform of health-care financing was supposed to stabilibaseline, their net payments to the government’s coffers
the remaining branches of social insurance throughodiécrease by only ECU 2 000, reflecting that the
the next two decades. In particular, the SIA-1997 includmprovement of intergenerational sustainability generat-
ed the following. ed by the reform remains faint. Rather than the 151.9%
intertemporal debt-to-GDP ratio in the baseline, future
« A phasing-out of all health expenditure covered bgenerations still face an overall debt of 147.2%. This
the social insurance administration until 2002; in patranslates into a proportional tax increase for future gen-
ticular, it is to be decreased from 14.9% of the entirerations of 102.8%, instead of 106.5% in the baseline.
social insurance revenue to 11.8% in 1996, 9.2% in
1997, 5.0% in 1998 and linear reductions in subsés the 1.5% surcharge is not at all sufficient to finance
guent years. the additional federal expenditure created by the SIA-
1997, we have calculated what is actually necessary to
* Financing all non-contributive pensions through théll the financial gap. Under baseline assumptions, we
federal budget. In the base-year, these benefits mdiel that only a 24.4% tax surcharge, i.e. 16 times the
up 4.7% of the entire pensions benefits. Note thamount suggested, is sufficient. The fourth column of
widow or orphan pensions are regarded as contribliable 34 reports the effects of this strategy which fully
tive benefits, which contradicts conventionalfunds base-year health spending through the central gov-
labelling. ernment’s budget.

From the viewpoint of generational accounting thigull coverage achieved by an increase in income tax rev-
seemingly substantial reform does not have a fiscahue leads to significantly higher net lifetime tax bur-
effect at all. What was labelled as a deficit of the socialens for all working-aged. Average individuals aged 30,
insurance system covered by the federal budget befdox example, face an additional burden of approximately
only turns into an official deficit in the federal budgetECU 9 900, where the respective figure under the 1.5%
itself. This change in labelling government deficitsurcharge tax was only ECU 700. As before, the elderly
leaves the generational accounts fully unchanged. stay unaffected by this policy, whereas for young cohorts
the income tax surcharge implies additional taxes of up
As a policy experiment, we install the SIA-1997 in theo ECU 4 400 in present value. Future generations sig-
baseline and enter the main suggestions on how ndicantly benefit from the increased tax payments of the
finance that part of health and pensions expenditure fieing. Their generational accounts are reduced to ECU
longer covered by social insurance contributions in th&0 100. Although redistribution to the advantage of cur-
future. This scenario consists of two sub-scenarios oant living generations remains significant, the govern-
how to finance health expenditure. In either, we assumeent’s intertemporal liabilities fall to 77.1% of GDP.
that health expenditure will grow in line with productiv-This finding suggests that funding health expenditure
ity growth. through the federal budget might be an appropriate strat-
egy to avoid future accumulation of liabilities that add to
In the first sub-scenario, we follow the suggestions of thtee base-year outstanding debt.
left-wing parties which have proposed an income sur-
charge tax — the so-called ‘welfare tax’ — in a magnilnstead of a labour income tax raise to finance the SIA-
tude of 1.5% to fill the financial gap in the federal bud1997 restructuring of health expenditure, centre and right
get. The third column of Table 34 reports the impact ofing parties in Spain prefer to increase taxation of con-
this reform on both future and current generations. Weumption. Their political agenda is to augment certain
find that this moderate income tax surcharge hardly hascise taxes, in particular tax rates on petrol, tobacco and
any effect. At the maximum, cohorts currently agedicohol. To generate the same additional tax revenue as
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Table 34

Generational accounts for social insurance experiments, Spain
(1000 ECU) (*)

Generations’s Baseline Income tax surcharge Excise tax surcharge Pension
age in 1995 accounts Reform Act
Partial funding Full funding Partial funding Full funding

0 -12.3 -12.0 -7.6 -12.0 -6.7 -114
5) -6.0 -5.7 -04 -5.6 0.5 -50
10 6.0 6.4 12.6 6.4 13.6 7.2
15 20.2 20.7 28.1 20.8 29.0 21.7
20 37.0 37.6 46.1 37.6 46.1 38.7
25 50.1 50.7 60.2 50.7 59.0 52.2
30 52.7 53.4 63.3 53.2 61.1 55.1
85 47.3 48.0 58.2 47.8 55.0 50.1
40 33.7 34.4 44.3 34.1 40.5 37.0
45 10.7 11.2 19.8 11.0 16.4 14.4
50 -234 -23.0 -16.3 -23.1 -18.8 -19.2
55 -60.6 -60.2 -55.5 -60.3 -57.1 -575
60 -91.8 -916 -88.3 -91.7 -89.5 -91.8
65 -111.0 -110.8 -108.6 -110.9 -109.5 -111.0
70 -109.4 -109.3 -107.6 -109.3 -108.5 -109.4
75 -96.6 -96.5 -953 -96.5 -96.0 -96.6
80 -80.0 -79.9 -79.2 -80.0 -79.6 -80.0
85 -644 -64.3 -63.9 -64.4 -64.2 -64.4
90 —48.9 —-48.8 —48.6 —-48.9 -48.7 —-48.9
95 -30.0 -30.0 -30.0 -30.0 -30.0 -30.0
100 -12.2 -12.2 -12.2 -12.2 -12.2 -12.2
Increase in all taxes, future (%) 106.5 102.8 50.7 103.1 55.9 93.7

(*) Baseline (r = 0.05, g = 0.015).

the 1.5 income tax surcharge, the excise taxes mention&ghin, the increase in excise tax receipts does not fully
would have to be increased by 6.2% beginning in 1998over all health and pension payments allocated through
The intergenerational impact of this alternative scenartbe federal budget. If full coverage is envisaged, excise
is reported in the fifth column of Table 34. tax revenue needs to double. The second last column of
Table 34 presents the generational accounts under this
For both currently living and future generations, it igolicy option. With a major excise tax increase, differ-
hardly relevant, whether health expenditure in the fedeences between the two alternative financing schemes
al budget is financed by an income tax surcharge or aecome more apparent. We find that in comparison to
equivalent increase in excise taxes. The two financinbe income tax surcharge, those individuals particularly
strategies have an almost identical impact on all genergho have not yet entered the labour force lose from high-
tional accounts. This finding appears somewhat surprisr excise taxation. Current generations of working age,
ing, because indirect taxes typically tend to be more urit contrast, favour the excise tax strategy. Future gener-
formly distributed over the life cycle than labour relatedtions are likely to be indifferent choosing between the
taxes. According to the generational accounts, this is nwo reform options.
true for excise taxes in Spain which exhibit an age-spe-
cific pattern broadly resembling the labour earnings pré\l experiments considered so far were built on the
file. Therefore, raising excise taxation and the introdu@ssumption that health expenditure growth can be limit-
tion of a labour income tax surcharge work agd to productivity growth in the future. As base-year
substitutes. Whether this finding is due to peculiarities dfealth expenditure in Spain amounted to only 5.9% of
the Spanish tax system (or economic behaviour), @DP in 1995, which is far below the current EU average,
reflects deficiencies in the data sources used to constrtlis does not appear as a too realistic setting. According
age profile of excise tax burdens, cannot be decided. to government projections, health expenditure is estimat-
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ed to grow considerably faster than GDP in the mediunfuture newborns. Nevertheless, the intergenerational
run. The National Health Institute suggests that healttnbalance remains high, as lifetime taxes of future gen-
expenditure growth will exceed productivity growth byerations are still ECU 54 000 higher than those of current
0.93, 1.0, 0.62 and 0.5 percentage points from 1997 newborns. According to our findings, the measures of
2000 (cf. Insalud (1996)). Taking this higher healtlihe 1997 Pension Reform Act do not appear as sufficient
expenditure growth into account, all presently livingo attain intertemporal sustainability of the social insur-

generations realise lower net tax payments, as thegce system in Spain.

receive higher health benefits. Future generations, how-

ever, will be worse off, if productivity growth temporar- )

ily falls short of health expenditure growth. As compare-9- Labour market experiments

to the baseline scenario, intertemporal public Iiabilitie.?he Spanish economy, especially the labour market is

increase by 5.8 percentage points of GDP. In ConSSharacterised by two important developments. First,

g;znf;)é |22g%?r228f; %rgg rrow face an additional IIfE‘there used to be a large underground economy in the past
' that has been reduced only recently. This process is like-

, . . ._ly to continue, as more and more loopholes for tax eva-
A final policy experiment on the reform of the Spams% P

social insurance system investigates the effects of t
1997 Pension Reform Act. It was agreed to reduce t

primary -insurance amount (P.IA) of future cehorts o omen is increasing rapidly and catching up with figures
pensioners by changing the hltherto very advantag.eoggserved in central Europe. How these developments,
PIA formula from 1997. Uniil that year, the PENSION hich may considerably broaden the future tax base,

Ieyel when entering renrement was baseq'on the egrnlr]g%ht affect the individual generational accounts is the
history of the past eight years before retiring. Starting ll.%pic of this section

1997, one year of past employment will be added to the

relevant earnings history, until in 2003 the last 15 yeagssiimates on the degree of tax evasion in Spain vary con-
will be fully considered. According to Gil (1997) this sjgeraply from 5 to 25% of current tax revenue. Since all
measure will eventually translate into a 7.2% overally,gies on this matter are only partially reliable, our
reduction of the average pension for all newly retiregxperiments necessarily depend on ad hoc guesses. We
persons. adopt a medium value of available estimates and closely
follow Ruesga (1989) who suggests that the Spanish
The last column of Table 34 illustrates the projectegovernment loses about 8 to 10% of its tax revenue due
intergenerational impact of the 1997 reform. As the megs plack market activities. This estimate would also be in
sures only concern the pension level of future pensiofine with figures on tax evasion by the official authori-
ers, the rest-of-life transfers to cohorts already retired {zs. A special unit at the Ministry of Finance dedicated
the base-year do not change. In present value tergsfight tax evasion: the Unidad Especial para el Estudio
those retiring in the short- and medium-run future arg propuestas de Medidas para la Prevencion y
predicted to experience the highest loss in transfeforreccion del Fraude concludes that tax evasion adds
receipts. The base-year 45-year-old, entering retiremej to approximately 2.5 to 3% of the GDP.
around 2015 when the reform will have come into full
effect, will face the maximum additional tax burdenQur black market experiment assumes that tax loopholes
Their generational accounts increase by ECU 3 700. Fer the Spanish labour market are closed gradually with-
younger cohorts, the reform burdens gradually decline in a period of 10 years, and that revenue of labour
absolute terms due to discounting effects. income taxes as well as social insurance contributions
therefore rises by 10%. The intergenerational impact of
The Pension Reform Act implies that present living gerthis scenario on both male and female cohorts is sum-
erations share part of the burden to finance the sociabrised in Table 35. Suppressing tax evasion in the
security system when the population ages. Future gen8panish labour markets leads to higher net tax payments
ations benefit from the additional contributions of thef current living generations over their remaining life-
living, which bring down intertemporal public liabilities time. Average per capita net tax payments at a maximum
to 133.7% of GDP. Compared to the baseline, this reduacrease by ECU 12 500 for men aged between 20 and
tion translates into a per capita gain of ECU 8 000 f@&5. For women aged between 15 and 30, the tax burden

ion in labour, retail sale and capital markets disappear
fie to a more efficient administration. Secondly, the tra-
itionally very low labour force participation rate of
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only rises by about ECU 4 000, owing to both lowefemale labour force participation rates are unavailable,
female labour force participation and their comparativeut recent findings by Blanes et al. (1996, p. 224) indi-
ly low income. cate that the share of women in working age that are will-

ing to enter the labour market could rise from 37.2% in
Preventing tax evasion could prove a powerful stratediie base-year to 45.1% in 2026. In a first scenario on
for improving the intergenerational sustainability of fisfuture female labour force participation, we adopt this
cal policy in Spain. As the intertemporal public liabilitiesestimate and correspondingly adjust female per capita
decrease by more than one third to 98.5% of GDP, thebour income tax payments, social insurance contribu-
future tax adjustment required to fill the gap in theions and unemployment receipts. As the tax benefit link-
intertemporal government budget falls to 65.0%. Stillage in the social security system is comparatively low,
despite the favourable effects that may derive from disve do not adjust future female per capita pensions. The
mantling the underground economy, fiscal policy imesulting generational accounts for women are reported
Spain remains to be less sustainable intertemporally thianthe second last column of Table 35.
in some other EU Member States.

Higher labour force participation of women induces con-
A second type of labour market experiment investigatessderably higher per capita net payments for all working-
the intergenerational impact of rising female labour forcege female cohorts. The additional tax burden amounts
participation. Official forecasts on the development afo ECU 3 000 on average, and reaches a maximum for

Table 35

Labour market experiments, Spain
(1 000 ECU) (*)

Generation’s Baseline Black market Female labour force participation
age in 1995 experiment
Blanes German
et al. rates
Male Female Male Female Female Female

0 6.4 -324 12.8 -30.2 -28.4 -19.9

5 16.4 -30.0 24.0 -275 -254 -16.0
10 32.7 -223 41.7 -19.3 -17.2 -73
15 52.0 -13.4 62.5 -9.9 -79 2.2
20 75.2 -26 87.0 1.2 3.0 12.6
25 94.8 4.0 107.3 7.8 9.3 17.9
30 102.4 2.4 114.9 6.0 7.2 14.3
35 99.0 -45 110.7 -13 -0.6 4.9
40 84.1 -15.7 94.1 -13.1 -12.8 -8.9
45 54.8 -327 62.3 -30.8 -30.7 -28.2
50 8.0 -545 12.8 -53.3 -53.3 -51.8
55 -44.8 - 755 -42.4 -74.9 -74.9 -74.1
60 -89.7 -93.7 —-88.8 -934 -934 -93.0
65 -114.7 -107.7 -114.4 -107.6 -107.6 -107.4
70 -114.2 -105.4 -114.0 -105.4 -105.3 -105.2
75 —-102.9 -923 —-102.8 -923 -92.3 -92.2
80 -87.0 - 75.9 -86.9 - 75.9 -75.9 - 75.8
85 -715 -60.7 -715 -60.7 -60.7 -60.7
90 -55.8 -46.0 -55.7 -46.0 -46.0 -46.0
95 -35.3 -28.2 -35.3 -28.2 -282 -28.2
100 -15.0 -115 -15.0 -115 -115 -115
Increase all taxes, future (%) 106.5 65.0 91.2 65.5
Future generational accounts 105.1 16.1 77.2 0.8 17.2 19.2
IPL (% of GDP) 151.9 98.5 134.0 102.3

(*) 1995 value; baseline (r = 0.05, g = 0.015).
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30-year-old women, who pay ECU 5 800 more on avefemale labour market participation are unlikely to ensure
age. Over the entire life cycle, female base-year-bogenerational fiscal balance. Our stylised experiments
agents receive a smaller net transfer, which falls to ECdiliggest that Spain has to succeed in dismantling the
28 400 as compared to ECU 32 400 under baselinmderground economy, and at the same time needs to
labour force participation. The burden passed over tmcourage female labour participation, in order to evade
future generations decreases with the higher tax paptergenerational imbalance to the favour of living gen-
ments of living females, although the improvement oérations, which would be a likely outcome unless fiscal
intergenerational sustainability remains rather smalbolicy manages to keep to fiscal prudence and restraint
Intertemporal liabilities of the government stay as higkas beginning to show after our base-year 1995).

as 134.0% of GDP, and taxes for future generations still

need to be raised by 91.2%. It is worth noting that the

relative reduction in the necessary tax increase is signi-6. Conclusion

icantly higher than the corresponding reduction of over-

all debt, since increased female labour force participatidrhe application of generational accounting to investigate
broadens the tax base. the fiscal policy in Spain suggests that maintaining the

tax and transfer levels observed in year 1995 might result

To come closer to an intergenerationally sustainable sif- & severe fiscal imbalance to the disadvantage of gen-
uation, Spain would have to realise an even highé&rations not yet born. Future newborns are projected to
increase in female labour force participation. In a findRce overall government debt as high as 151.9% of GDP.
experiment, we assume that Spanish labour markéxhough the overall liabilities accumulated by the gov-
could catch up to the German situation, where currentfnment sector in Spain do not range significantly above
62.7% of all working-age women actually join thethe EU average, the additional tax burden for future gen-
labour force. The adjustment to this figure is assumed @ations necessary to redeem intertemporal public liabil-
take place linearly within the first 30 years after the bas#ies, given our status quo standard, could be the highest
year. The last column of Table 35 displays the generi-Europe. In order to meet the intertemporal government
tional accounts for this scenario which amplifies th&udget constraint, lifetime tax rates of future cohorts are
effects found in the previous experiment. computed to more than double those experienced by the
present living. This outcome is a consequence of the par-
With an even higher female workforce than before, thécularly severe demographic transition ahead in Spain.
lifetime net tax payments of working-age womerWith total fertility having reached the lowest level of all
increase by ECU 7 400 on average. Due to the moder&tel members, the per capita tax burden which is imposed
phasing in of the labour market changes, living cohorsy a given amount of overall government debt increases
younger than 20 are hit hardest. Base-year 15-year-@lte to strongly reduced future cohort sizes.
women face the highest increase in average net tax bur-
dens, the additional lifetime payment amounting to ECThe projected deterioration of the future tax base,
15600 in present value terms. Female generations atcording to our findings, is aggravated by the present
ready participating in the labour force experience smalstate of the social insurance system in Spain. Despite sta-
er additional payments, ranging from ECU 700 for oldeble economic growth and a very favourable demograph-
cohorts to ECU 15 200 for women at the beginning o€ state marked by low old-age dependency, social insur-
their working career. Not surprisingly, the relief forance is seriously underfunded at present and rapidly
future generations is more pronounced than in the predecumulates debt. With rapid population ageing over the
ous scenario, because female labour force participatioaxt decades, deficits are likely to soar, unless benefits
further increases. Compared to the baseline resulé&ge made less generous, or additional funding is provid-
intertemporal public liabilities are reduced by almost 5@d. In the light of rather stylised generational accounting
percentage points, to 102.3% of current GDP, whickxperiments, recent attempts to stabilise the financial sit-
translates into a 65.5% tax increase for future genenagation of the social insurance system by financing
tions, 41 percentage points less than in the baseline detalth-care expenditure directly through the federal bud-
ting. get, are exposed as pure renaming of public debt. The
cautious measures to reduce future average pensions
Despite the remarkable move towards intergeneratiortaken by the 1997 Pension Reform Act are insufficient
sustainability in the last scenario, future changes iiven the size of the ageing problem.
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Future generations could benefit more from measuresral sustainability in Spain appears to require a more
directed at broadening the tax base, in particular that i@fdical rethinking of fiscal policy which could turn unaf-
income taxation. Our findings suggest that discouragirfgrdable in the not-so-distant future. The budget consol-
tax evasion and supporting women to enter the laboigation currently on its way — not yet incorporated in
force could significantly reduce the overall future liabil-our calculations — might prove as a first step to limit
ities of the government sector. Still, achieving intertemntertemporal government liabilities.
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/. France: generational imbalance
and social insurance reform

Bertrand CretteZzl], Karen Feist3) and Bernd Raffelhtische#) (

7.1. Introduction in view of the upcoming double ageing process. In par-
ticular, the Pension Reform Act of 1993 will open up
In the France of the 1990s, the priorities of fiscal policgome breathing space for social security, although it does
were fulfilment of the Maastricht criteria for participa-not really solve the problem of an ageing population.
tion in the European monetary union (EMU) on the onMloreover, the tax reforms were both timid and not per-
hand, and exchange rate stability of the franc on thmanent. This was due to the back and forth of political
other. After the Bank of France had been given indepedecision making occurring whenever elections lead to a
dence, it used the short-term interest rates to tie the fratttange in political power. In France, this was experi-
to the German mark in order to ensure monetary stabi#thced not only in the presidential campaign of 1995
ty. The rather tight monetary policy showed fully conwhich resulted in President Chirac’s (Conservative) suc-
vincing results with respect to both prices and interesession to former President Mitterrand (Socialist), but
rates. Meanwhile, fiscal and especially welfare policglso in the 1997 government elections which resulted in
were reshaped in order to qualify France for the EMWrime Minister Jospin’s (Socialist) following Juppé
The restructuring of fiscal policy has been a slow an@onservative). As a consequence, the switch from direct
difficult process due to political turbulences in the afterto more indirect taxation which was a central issue of the
math of both presidential and government elections. conservative Juppé administration is at the moment
rolled back. As will be shown subsequently, this back
At the end of the 1980s, France had room for fiscal poknd forth policy is not really sufficient to ensure an inter-
icy manceuvre since the debt-to-GDP ratio was quitgenerationally sustainable and well-balanced path of
low, and the sale of public assets in the course of a grddture government spending and taxation in France.
ual withdrawal of the State from the still vast public
enterprise sector provided a comfortable source of relr this study, we employ the method of generational
enue. During the early 1990s, however, like many othaccounting presented in Chapter 2 of this volume in order
European economies, France went through a deep redesanalyse the generational impact of current fiscal poli-
sion since the driving forces of earlier growth patterngy. We are aware of two other generational accounting
exports and investment, failed to fulfil their previousstudies for France. The first was done by Doré and Lévy
role. As a consequence, fiscal deficits occurred who$#997) as a part of the worldwide series of country stud-
level was not compatible with participation in the EMUies provided by Auerbach et al. (1999). The second study
At the same time the stock of public assets melted awhy Accardo (1997), though quite similar, points out some
in a range of privatisation campaigns that could not mestistakes in the computations of the first. Besides, it
previous revenue expectations. attempts to study formally the sensitivity of generational
accounting imbalances to incorrect or inexact age pro-
Since the mid-1990s, fiscal policy changed significantlfiles, and to take into account private intergenerational
in order to satisfy the Maastricht criteria, especially thgansfers. In the present study, we use more detailed data
deficit criterion. This policy switch encompassed severand rely on more accurate procedures in order to compute
expenditure cuts and significant tax increases as well &srious notions of intergenerational imbalances within a
several measures to reform the social insurance systetandardised methodological framework that to a large
extent ensures cross-country comparability.

(!) CEMA Eureka, Centre le Titien, Université de Paris |. We start with a brief review of France’s recent econom-
(® Institut fur Finanzwissenschaft, Albert-Ludwigs-Universitat Freiburg. . . K . . .
() Institut fiir Finanzwissenschaft, Albert-Ludwigs-Universitat Freiburg. ic performance and fiscal policy in Section 7.2. This sec-
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tion also includes a short survey of the French socidlwas not until 1997 that growth recovered: real GDP
insurance system. After outlining the assumptions argtowth reached a rate of 2.3%. This was due to a dra-
data forming the base of our empirical analysis, Sectignatic surge in foreign demand, raising real exports by
7.3 reports the baseline generational accounting resuli®.1%. A higher indirect and therefore more regressive
for France as well as their sensitivity with respect to realax load combined with the constant unemployment fig-
istic parameter variations. Section 7.4 discusses apges had notable influence on the 1997 elections. The
evaluates the intergenerational impact of the two moglection of June 1997 installed a more left-wing govern-
important fiscal reforms of the recent past: the Pensigfient. At the end of 1997, the Jospin administration
Reform Act of 1993, and the 1995 Juppé Plan whicaunched an ambitious youth employment programme
mainly aimed at reforming health insurance. Section 7that aims at creating 350 000 new jobs until 2000. The
summarises our results. beneficiaries receiving these subsidised jobs — mostly
young unemployed aged 18 to 25 — will rely on five-
year contracts with a monthly payoff corresponding to
) the minimum wage of about ECU 1 000 (FRF 6 666).
policy Also this minimum wage has been increased by the
Jospin administration, as it had been in the aftermath of
the election of President Chirac in May 1995.
After a period of moderate but continuous growth during
the second half of the 1980s, the French economy facethal998, the statutory working week, which had been 39
severe deceleration in the 1990s. The impact of theurs before, was fixed at 35 hours as from 2000. This
worldwide crisis took its toll. In 1993, a substantial dereduction in working time had already been encouraged
crease in exports turned the slow growth of the previols a law in 1996 by providing the possibility of reduced
years into recession. Real GDP decreased by 1'B% ( employer’s social insurance contributions. However, the
impact on unemployment remains to be seen. For the
Due to arise in external demand and investment, the egppyt term, the OECD (1999) expects the working week

nomic situation improved again in 1994. Triggering faqyction to be less effective than the youth employment
real GDP growth of 2.8 %, the recovery was remarkab'Brogramme.

However, the employment level failed to recover. On the

contrary, it fell further by 0.7%, if by a lower rate thanrne economic recovery has been even stronger in the
the 1.2% experienced in the year before. In 1995, th&.\ing years. Compared to 1997, exports lost momen-
GDP growth rate_ was a little lower than in the Previous - wut domestic demand largely replaced them as
year, though it still reached a remarkable 29. employment rose and disposable income accelerated. If
In 1996, real GDP growth was still positive aIthoughthe French government succeeds in its declared ambition

' % sustaining current growth rates, the prospects are

compared to both previous years, at a lower rate of 1.5 %, ) !
At the same time private and public consumptioﬁather favourable as the expansion seems to have a high-

increased by 2.0 and 1.6 %, respectively. Not to a mingi job con.tent. than earlier rgcoveries. However, unem-
degree was the increase in public expenditures a dir@pyment is still on a very high Ievgl. In the event of a
consequence of the electoral promises of the newly elegionger slowdown, there may be little room for offset-

ed president. But such a traditional Keynesian-type fiscid fiscal policy measures as general government debt is

strategy seemed to be in contrast to what was necess@proaching the Maastricht benchmark of 60% of GDP.
in order to join the EMU. Hence, a fiscal policy was ) )

launched which represented exactly the opposite of tfe?-2-  Fiscal policy and general government

previous doctrine. Instead of increasing public expendi- budget

tures, they have been decreased; instead of triggering ffi-the years following the 1992 Maastricht meeting, to
vate demand by lowering taxes, taxes, especially indiregitisfy the criteria for participation in the European
ones, have been raised in order to reduce deficits fr%netary Union was the most prominent goal of French
both the expenditure and the revenue side of governmeato| policy. Among these, the 3% deficit criterion was

7.2. Economic performance and fiscal

7.2.1. Recent economic performance

budgets. the most challenging, whereas the initial level of general
government debt — 40% of GDP on Maastricht defini-
(Y Figures in this section taken from INSEE (1997). tion in 1992 — was rather low.
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Starting out from a surplus in 1980, the general gover®n the revenue side, the increase in the past decades can
ment had since been running increasingly high deficitmostly be attributed to social insurance contributions.
In the year of the Maastricht meeting, the deficit was stilThey amounted to 13.6% in 1974 but surged to 19.3%
relatively low at 3.8% on Maastricht definition, but inuntil 1985, remaining constant at that level thereafter.
1993 and 1994, peak values of 5.6 % of GDP each wefax revenues have been more slowly increasing from
reached. In 1997, the 3% benchmark for EMU particip&2 % of GDP in 1974 to approximately a quarter of GDP
tion could nevertheless be respected after deficits had 1995. The most recent major changes in tax policy
been steadily reduced. Although nearly 0.5 percentagecurred through the installation of the Juppé Plan in
point of the reduction was brought about by an accourt995/6 and — though to a lesser extent — through the
ing transaction facilitating the partial privatisation ofcorporate income tax reform of the Jospin administration
France Télécom, these figures prove that consideraliteJune 1997.
consolidation has taken place. However, the decrease in
deficits was not sufficient to prevent further substantiddespite the fulfilment of the Maastricht criteria, it can
increases in the debt ratio, which evolved from the 53 &iill be stated that efforts to tackle fiscal problems arising
induced by the peak deficits in 1993 and 1994, to 58 % from demographic development may not have been suf-
1998. ficient. Discretionary tax increases and expenditure
freezes, which to a large extent facilitated the decreasing
In relation to the overall economic performance, botbeficit ratio, are not necessarily the most effective mea-
expenditures and revenue of the general governmenires when viewed from a longer-term perspective.
have been growing over the last 25 years, inducing @urrent deficits may be misleading in this respect. As the
ever-increasing public sector participation in the ecorast French social insurance system is the most promi-
nomic process. In the two decades between 1974 ameint candidate for future fiscal pressures, we will briefly
1995, public expenditures have increased from 41 survey its recent development before turning to the gen-
55% of GDP. Thus, the 1995 ratio of public expendierational accounting analysis.
tures to GDP slightly exceeds the EU average of approx-
imately 50 %. Starting out from the same level of 41% iii.2.3.  Social insurance in France: a brief survey
1974, public receipts have increased at a rather smaulenr

pace to 51% in 1995 e French social insurance system includes retirement,

disability, and some non-contributive pensions as well as

Expenditure growth has been mainly driven by SOcif?r‘lealth care and unemploymt?nt insurance. Th!s systgm is
inanced by both employers’ and employees’ contribu-

transfers. The ratio of social transfers to GDP rose frO{n ; 4 . . . .

| . Ions in a Bismarckian way, that is, with a direct tax-ben-
15.5% in 1974 to 23.3% in 1995. It stems from tremen-ﬁt linkage. The solit between emplovers' and emplov-
i ge. p ploy! ploy

dously increasing unemployment benefits and healees’ contributions is 62 to 38 although, of course, the

expenditures, and a rise in compulsory education expernz” . . . . . :
: ) . effective incidence falls heavily — if not exclusively —
ditures. The fourth pushing factor which has become
) . . : . on labour.
increasingly important are pension benefits. They grew
even faster than the other expenditure items, and wete -
) écently, some steps towards a more Beveridgian sys-
paid to younger and younger cohorts. In 1982, norm

. gem have been undertaken. On the revenue side, there is
retirement age was decreased from 65 to 60

Additionally, since 1988 there has been an importa%very obvious tendency to broaden the tax base. After

- ) e Juppé Plan legislation we find two income tax sur-
effort to grant the poorest a minimum income transfer, .
. . charges, raised at a flat rate on a very broad taxable
The most ambitious attempts to halt unsustainable socia

transfers growth have been the 1993 Pension Reform nggrg:n?r?;i’ig\r/\hf:cﬁarlee us:ndétrgl?s?gg%?ovi:; |ir;]§[rL|;i51nce.
and the Juppé Plan in 1995-9% ( 9

duced in 1991. In 1997, the rate was increased by 4.1

percentage points to 7.5%, while at the same time

employee health insurance contributions were cut by

4.75 percentage points to 0.75 %. Toatribution pour

() The various elements of the 1993 Pension Reform Act will be discussed, a]@ remboursement de la dette SOCi&IH-.)S) was intro-
evaluated with respect to their impact on intergenerational redistribution,(lﬂ K . ) .
Section 7.4.1. A thorough study of the details of the Juppé Plan, embeddeddiced in February 1996 and is intended to fund an insti-
a close analysis of the French welfare state, is found in Darnaut (1997). szlﬁtion that will service and repay the accumulated social

intergenerational impact of the Juppé Plan will be studied in Section 7.4.2; . ) : Lo
which also gives a more detailed account of this reform. security debt. On the benefits side, pre-existing non-con-
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tributive pensions (theninimum vieillesgehave been In fact, the increase in contributions has already started.
extended in order to fight poverty among the elderlyThe Balladur administration’s 1993 Pension Reform Act
There has also been an important attempt towards doraiso introduced a hidden increase in the retirement age.
ing a minimum income transfereyenu minimum d’'in- Future pensions benefits are also subject to further
sertior) but under the restriction that the beneficiary is aeductions due to a change in the index system. Pensions
least 24 years old. will be indexed to the consumer price index (CPI) rather
than to wages (and thus to labour productivity). Besides,
The benefits of the social insurance system are admintie calculation of new pensions has been reformed so
tered through numerous independent authorities whithat they will be based on wages in a less advantageous
until very recently were managed by representative comray. Finally, there was an attempt to create a pension
mittees elected proportionally by both unions anéund, which was delayed after the June 1997 election of
employer associations. With the Juppé Plan, the FrenBhime Minister Jospin. Again, the Parliament decided in
Parliament regained control in the sense that at leasfatvour of these funding strategies while the government
can decide upon total expected expenditures amwitl not. The pension funds should be introduced with
receipts. All different branches of the social insurancenother system of fiscal subsidies for savings invested in
system run deficits. Between 1980 and 1995, the shareaddi-age-insurance companies.
social transfers financed by contributions fell from 93 to
83% @). The consequences of this eclectic policy mix for inter-
generational balance have not yet found their way into
A somehow surprisingly favourable financial stancéhe debates that tend to remain on a rather intuitive sur-
used to be displayed by the unemployment insuran€zce. Relying on the statistical instrument of generational
system which, as the only social insurance scheme, staxtcounting, the present study might be helpful in reveal-
ed to run into a surplus in 1996. This was basically a bing what the 1993 Pension Reform Act has achieved —
product of the fact that the boom reduced unemploymeand what it has not.
rates, and more and more of those being still unemployed
ran out of eligibility. Since 1997, contributions to the
unemployment insurance system have been decreaded. Baseline results and sensitivity
accordingly. analysis

In 1998, the deficit of the entire social insurance systei3.1. Basic assumptions and data description
also started to decrease as a consequence of incregse . : .
N . . efore the presentation of generational accounting
contribution revenues resulting from economic recovery, . . .
sults for France in Section 7.3.2, the demographic as
Nevertheless, many experts are concerned about the effi- ) : .
. b . : ell as economic assumptions and data used in the cal-
ciency of the Juppé Plan since the expenditures started tQ_.. . . L :
) .. culations will be outlined in this section.
increase sharply too. The recent debate on this issue

focuses on whether more administrative control and re he population proiection underlving the baseline calcu-
ulation should be introduced, or if simple price anzlj1 Pop bro) ying

incentive mechanisms should be reactivated ations closely follows the official one done by Dinh
' (1995) for Insee France. Some slight deviations from the

main parameters used in the official projections should

As for the long-run future, there is a steadily growin% . "
S h owever be pointed out. For reasons of comparability
concern about the sustainability of the pension system:

with the other studies in this project, in the baseline pop-

So_me argue against the generosity of the _system aL'ﬂation projection, the 1995 total fertility rate of 1.7 is
point to the fact that today the average pension amourits

to even slightly more than average labour income. Thulfc,ept constant, which marks a slight departure from the

the retirees are relatively better off than workers. ThOffICIaI assumption of a total fertility rate (TFR) of 1.8.

raises the question of intergenerational justice, especiaﬁle did, however, prepare an alternative population pro-

when the generosity cannot be expected to last foreveﬂé/Ction taking account of the official assumptions. In
9 P that, we let TFR slowly increase from its 1995 value of

1.7 to the officially assumed long-run-level of 1.8.

The official assumption on mortality could not be strict-
(%) INSEE (1997). See also SESI (1996). ly followed either, as the official population projections
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assume an increase in life-expectancy by 8.8 years urdilpopulation growing to a maximum of 61 million in
2050. This is rather optimistic. As life-expectancy in th2020, then decreasing to 54 million in 2060 and only 46
baseline projections is by standard adjusted only quiteillion in 2 100. This development implies that the old-
carefully in order to allow comparability across counage dependency ratio (ratio of number of persons aged
tries, the official rate of life-expectancy growth, i.e. 1.%ver 64 to number of persons aged 18 to 64) will increase
to 1.6 years per decade, is used and applied up to 208%m 24 % in the base-year over 33% in 2020 to a max-
or, in the alternative population projection, up to 201dmum of almost 44 % in 2040, slightly decreasing there-
As to migration, the base-year figure for net immigratioafter.
is kept constant for the baseline projection; an alternative
projection with zero migration has been done so that tide absolute 1995 values of general government receipts
impact of migration can be evaluated. By assuming and expenditures are reported in Table 36. The calcula-
steady net influx of 49 396 migrants per annum, thiéons are based on the 1995 exchange rate of FRF 6.53
baseline population projection closely follows the offiper ecu (Insee (1997)). Intergovernmental grants and
cial population forecasts which quote an annual n#étansfers have been cancelled out. Revenues include
immigration of 50 000. taxes on labour and capital incomes, value added tax,
excise taxes on alcohol and tobacco, petrol, vehicle,
The sources for the demographic data used in the pojwheritance, wealth and other taxes. Social insurance
lation projections are as follows. Base-year populatiotontributions have also been taken into account.
by age and gender in one-year age groups was found in
Kerjosse and Tamby (1996), which also served as thising Comptes de la Nation data, the expenditures have
source for age-specific fertility rates. The total of nebeen aggregated in gross categories. These include pen-
male and female immigrants in the base-year is quotsibns, health care, unemployment insurance, housing,
from Population(1997), while age and gender structuresninimum income transfer (RMI), child and youth sup-
of net immigrants have been taken from Dinh (1995port, disability and invalidity benefits, and education.
The baseline population projection with life-expectanciNote that non-age-specific expenditure as reported in
adjustment until 2005 and constant TFR of 1.7 results rable 36 has been calculated by subtracting from total

Table 36
Public receipts and expenditures in France, 1995
(billion ECU)

Receipts Expenditures
Labour income tax 43.9 Social security benefits 144.7
Capital income taxes 66.2 Housing 135
Value added tax 87.7 RMI (minimum income transfer) 4.2
Inheritance tax 4.2 Unemployment benefits 21.9
Petrol and vehicle taxes 21.9 Disability and invalidity benefits 19.5
Tobacco taxes 6.3 Child and youth support 18.1
Landed property tax 13.0 Health benefits 94.0
Poll tax 8.7 Education 68.5
CSG 14.8 Subsidies 33.7
Social contributions 226.6 Net interest payments 415
Other taxes 29.5 Non-age-specific expenditure 201.6
Other receipts 75.0
Deficit 63.2
Total 661.0 Total 661.0

Source:INSEE (1997), pp. 166, 181, 185.
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government expenditure all age-specifically distributedemarkable scale since it is smaller than the present value
expenditure, as well as subsidies and net interest paf-the non-age-specific expenditures attributed to these
ments. The aggregates for taxes and transfers are distdbhorts (ECU 62 100 for the 1995 newborn). Taking into
uted to individuals of current generations according taccount that most profiles were based on household vs.
the age profiles, whenever possibie ( individual statistics, and therefore taxes attributed to
children tend to be underrated, while only the health and
The computation of the profiles for France was not education profiles were calculated from individual data,
simple task. First of all, there is, as often, a discrepangyts the extent of the net transfer received by the very
between micro- and macro-data: the categories of tax@sung cohorts even more into perspective. Generational
and transfers in the household survey do not correspoa¢counts turn positive at the age of 12, and reach their
to the categories found in the national income and proghaximum of ECU 107 800 at the age of 26, which is the
ucts accounts. For example, taking account of socigipical age in France to enter the labour force. As can be
transfers to persons currently living abroad (which argeen from Table 37, the generational accounts of these
found in the NIPA but not in the household surveygohorts are dominated by social insurance contributions,
required additional information which in this case haghich reach their maximum present value at this age.
been drawn from SESI (1995). Another difficulty con-
sists in the fact that the decomposition by age does ngfith increasing age, generational accounts decrease,
refer to cohorts since the household survey decomposgfing negative at age 49. While capital taxes have
the agents in quite large age groups. One should alggined in importance, the net present value of rest-of-life
notice that health and education expenditures are allocagcial insurance contributions has decreased. On the
ed over the life cycle on the basis of a different micrgansfers receipts side, the net discounted value of pen-
census using more narrow age groups albeit incompaijons slowly approaches its maximum: at the age of 66
ble with the other household surveys. Note that for Mogi{e average net transfer from the public coffers has its
profiles it is not possible to specify gender-specific dat@naximum value of ECU 128 600, which reflects mainly
All calculations are based on the standardised method@shsion and health benefits, earnings-related tax and
described in Chapter 2 of this volume. The baseline paigntripution payments having fallen away. Since with
meters for the economic key variables are 5 and 1.5% ffoceeding age less and less years of receiving these
the real rate of interest and the productivity growth ratgenefits remain, the absolute value of generational

respectively. accounts decreases until the 100-year-old, who is
) o assumed to live only one more year, is left with a net
7.3.2. Baseline findings transfer of ECU 10 600.

Table 37 reports the generational accounting results for
the 1995 base-year under baseline parameters. The sdte distribution of net payments between current and
ond column displays the total age-specific rest-of-life pdHture generations is documented in the lower part of
capita net payments for all living cohorts aged 0 to 100able 37. From the total rest-of-life net taxes of all liv-
years in 1995, the third and following columns give furing cohorts and the general government net financial
ther information on the composition of the total generadebt, which amounts to 35.6% of GDP, the gap in the
tional accounts. intertemporal budget constraint can be calculated that
represents the intertemporal public liabilities (IPL, cf.
The pattern of total generational accounts is quite typgquation (6) in Chapter 2 of this volume). These liabili-
cal. Current newborns and children receive a net transtégs, amounting to 81.3% of GDP, could be financed by
over their remaining lifetime, amounting to ECU 56 200ncreasing all taxes for future generations by 33.8%
for the 1995 newborn. This transfer is, however, not ofwhile leaving current generations’ net taxes unchanged,
which results in a generational account of ECU — 7 700
for future newborns. The main indicator for intergenera-
tional redistribution, i.e. the absolute difference between

() Most profiles have been computed using data given in the household survey s .
Le budget des ménages en 19@8ément et al. (1997)). This reference CUIrent and future newborns’ rest-of-life net payments,
includes profiles of tax payments and contributions and of welfare benefitﬂaus amounts to ECU 48 500.
Other social benefits, e.g. health insurance, can be found in Mormiche an
Urbaniak (1994). Education enrolment and expenditures are to be found in
Repeéres et références sur les statistiques sur les enseignements et la for Rernatively the intertemporal public liabilities could
tion (1996). Note that non-age-specific government expenditure has been djs- ! X .
tributed evenly, i.e. using a flat profile, to all age groups. e financed by an increase in all taxes for current as well
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Table 37

Composition of generational accounts for France
(1000 ECU) (*)

Tax payments Transfer receipts

Agein Total  Labour Capital VAT Excise Social Pensions Health Unemployment Welfare and Child Education  Non-age-

1995 GA income taxes taxes  insurance insurance housing and specific
youth expenditure
0 -56.2 131 227 254 8.9 73.6 21.0 40.3 6.9 6.4 6.3 57.1 62.1
5 -37.6 155 26.9 30.1 10.6 87.5 24.9 41.1 8.2 7.6 7.5 57.9 61.2
10 -9.1 184 319 35.7 12.5 103.7 295 441 9.7 9.0 8.8 50.2 60.1
15 344 219 378 42.3 14.9 122.9 35.0 46.6 11.5 10.6 10.5 8225 58.7
20 82.5 259 447 49.5 17.2 144.1 41.6 49.5 13.4 12.0 12.2 12.8 57.3
25 106.6 29.6 521 52.0 17.4 154.2 49.5 52.6 14.3 10.2 12.6 3.8 55.6
30 103.3 31.3 585 51.9 16.7 148.9 59.0 55.2 13.7 9.0 11.9 1.5 53.7
35 93.8 327 651 51.2 15.7 139.6 70.3 57.3 12.7 7.8 10.7 0.2 51.5
40 69.8 329 68.6 48.8 14.3 1239 83.9 59.5 12.0 6.6 7.8 0.0 48.9
45 374 326 716 45.6 12.7 104.0 1004 61.6 11.2 5.4 4.4 0.0 45.9
50 -13.7 294 715 40.7 10.6 76.5 119.9 62.1 10.7 4.6 25 0.0 42.6
55 -695 254 707 35.2 8.3 45.6 1414  59.7 10.0 3.9 0.7 0.0 39.0
60 -994 212 66.6 30.4 6.6 26.5 1504 55.0 6.5 3.3 0.3 0.0 35.1
65 -1273 165 613 25.3 4.8 7.5 159.2 479 2.0 2.8 0.0 0.0 30.9
70 -1166 126 52.1 19.4 3.3 2.7 1356 414 0.8 25 0.0 0.0 26.4
75 -94.9 8.4 417 12.9 1.8 0.4 102.0 34.1 0.1 23 0.0 0.0 21.7
80 -755 6.3 325 9.7 1.3 0.0 79.0 27.5 0.0 1.8 0.0 0.0 17.0
85 -57.8 47 245 7.3 1.0 0.0 59.9 21.2 0.0 14 0.0 0.0 12.8
90 -435 35 18.0 54 0.7 0.0 44.3 16.3 0.0 1.0 0.0 0.0 9.4
95 -31.0 24 127 3.8 0.5 0.0 315 11.6 0.0 0.7 0.0 0.0 6.6
100 -10.6 0.8 4.3 1.3 0.2 0.0 10.8 3.9 0.0 0.2 0.0 0.0 2.3
Increase in all taxes, future (%) 33.8
Future generations’ account -7.7
Absolute difference 48.5
IPL (% of GDP) 81.3

(*) Baseline (r = 0.05, g = 0.015).

as future generations by 6.1%. This would raise the t®etter understanding of the sources of intergenerational
quota by 2.6 percentage points to a hew value of 44.6itbalance may be attained by analysing some hypothet-
of GDP. On the other hand, cutting all transfers for cuieal scenarios, the results of which are reported in Table
rent as well as for future generations by 5.9% woul88a. First, net financial wealth is assumed to be zero,
cover the intertemporal debt. This would decrease thehich results in an absolute difference between genera-
transfer quota by 2.6 percentage points to 41.3% tibnal accounts of ECU 27 300. Compared to the base-
GDP. The latter two thought experiments would, ofine results, the no-debt scenario implies a reduction of
course, burden current and future newborns fully equithe absolute difference by almost 44%. Besides out-
alently, so that their respective generational accoundtanding debt, the other main suspect for intergenera-
resulting from these policies would fall together. In théional imbalance is found in the demographic develop-

case of an increase in all taxes, the new generatioma¢nt. Therefore, a hypothetical scenario assuming the
accounts for current as well as future newborns woulthse-year population structure to remain unchanged for
amount to a net transfer of ECU 47 500, making a di&ll future is tested. It leads to an absolute difference
ference to current newborns of ECU 8 800. Financing theetween current and future newborns’ generational

intertemporal public liabilities by cutting down all bene-accounts of ECU 28 000, thus reducing the baseline
fits results in generational accounts for current as well aslue by 42%. Consequently, the impact of population

future newborns of ECU — 44 500, which marks a loss tageing on future budgets can be estimated to be of simi-
current newborns of ECU 11 800. lar importance as the general government debt.
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Table 38a

Sources of intergenerational imbalance
(1000 ECU) (*)

Scenario Baseline No debt No demographic change
Absolute difference 48.5 27.3 28.0
Table 38b

Demographic sensitivity
(1 000 ECU) (*)

Scenario Baseline Alternative
population projection Zero migration
Absolute difference 48.5 51.4 55.0
Table 38c

Productivity growth and real interest rates

Productivity growth 1.0
Discount rate 3.0 5.0 7.0
Absolute difference 55.9 54.1 58.3
Productivity growth 15
Discount rate 3.0 5.0 7.0
Absolute difference 50.9 48.5 52.4
Productivity growth 2.0
Discount rate 3.0 5.0 7.0
Absolute difference 46.0 43.3 46.7

Productivity growth rates and real interest (discount) rates in %. Absolute differences between current and future nevebatiosaj@ccounts in 1 000 ECU.

7.3.3. Sensitivity analysis for males. Migration is again assumed to remain constant

After testing the hypothetical scenarios concerning thaet Its 1995 level.

sources of intergenerational imbalance in France, we Wilhile this alternative population projection with both
subsequently assess the robustness of the baseline reﬁpgﬁer fertility and lower mortality serves as a kind of
with respect to demographic variations and variations &ensitivity analysis against uncertainties in the underly-
interest and productivity growth rates. In contrast to thgg population projection, the effect on the generational
baseline projection that assumes TFR to remain at §gcounting results is minor. As reported in Table 38b,
1995 level of 1.7, life-expectancy at birth to increasghe absolute difference between current and future gen-
until 2005 to 83.2 years for females and 75 years fefrational accounts that amount to ECU 48 500 in the
males, and net migration to remain constant at its 19%aseline case is increased by ECU 2 900 or 6% to ECU
value of 49 396, the alternative population projection lets1 400. This result is obviously mainly driven by higher
fertility increase to a new TFR of 1.8 in 2027, while lifedife-expectancy implying higher expenditure on pension
expectancy at birth continues its increase until 201@nd health benefits as older cohorts grow more numer-
reaching values of 84 years for females and 75.8 yearss. But in sum, the effect of varying the underlying pop-
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ulation projection clearly falls short even of ignoring netilready been mentioned above. It lies in the fact that the
migration. The hypothetical scenario assuming zero neaseline case happens to coincide with a turning point in
immigration in the base-year and all following yearénterest rate reagibility. Another is that as most profiles,
results in an absolute difference of ECU 55 000. Theelying on household data, tend to attribute payments
almost 50 000 annual net immigrants assumed in thather to parents than to children, the generational
baseline calculation thus reduce the absolute differenaecounts for very young cohorts are quite robust.
between generational accounts by 8.8 %.

Table 38c reports the absolute difference between cuf-4. Restructuring social insurance

rent and future newborns’ generational accounts for the

combinations of productivity growth rates ranging fromin the current decade, the French social insurance system
1.0 over 1.5 to 2.0% with real interest rates ranging frofas been in the focus of fiscal debate. The most impor-

3.0 over 5.0 to 7.0%. While increasing growth rates gefant policy measures in this respect, triggered by short-

erally lower the absolute difference in generationdtn financing problems, were reforms in the old age and

accounts, the effects of varying the real interest rate use@alth sectors. Accordingly, the following sections will

as discount rate in the calculations is not so straightfanalyse the intergenerational impact of both the 1993
ward. pension reform and of the Juppé Plan enacted in late

1995 and followed by further revenue and expenditure
On the one hand, a higher discount rate implies that ggneasures, in order to tackle mainly the problem of
erational accounts of (current and future) newborns aexploding health expenditure.
lower as net benefits in childhood gain weight compared
to future earnings-related tax and contribution paymentg.4.1. The 1993 pension reform — aax-post
On the other, benefits to be received by currently living analysis
generations are more heavily discounted as well, so t

tbhetﬁarlle:] n?t payrl?_ents toc:he ?hUblt')C budget, eSF’eC'al} ¥cal sustainability. To assess the degree to which this
y the conorts working-aged In the base-year, gain reigs, y, pas improved the intergenerational stance of the

tive importance, too. Therefore the intertemporal debt IBrench fiscal policy, a range of calculations have been

lowered by an increase in the discount rate, while the r%léwried through that allow the evaluation of the isolated

ative change in all taxes paid by future generations &ements of the 1993 pension reform. Furthermore, a

lne(cj:g ssanlil Lugher as their tax payments are more hea}¥)'fpothetical ‘no reform’ scenario has been analysed that
y discounted. ignores the effects of this reform. The main elements of
atpe 1993 pension reform are constrained to the private

%éctor employees’ pension schemes and thus applied

0 ) .
the case of France, the absolute difference decrea %re&‘gréoggzgcoii@h Ofotilét.gglnSs'ggn:r).(gegggugi'en
when the discount rate is raised from 3.0 to 5.0%, an yP : :

then increases again when the discount rate is furth""errIaIySGd Fhat extend; the 1993 pension reform o the
increased. Accordingly, the most favourable combinattptal pension expenditure aggregate. The main elements

tion is a productivity growth rate of 2.0% annually and Qf the 1993 pension reform may be briefly summarised

real interest rate of 5.0%, resulting in an absolute diffef> follows {).
ence between generational accounts of ECU 43 300. The
most unfavourable one is the combination of a 1.0% pro-
ductivity growth rate with a 7.0% interest rate which
results in an absolute difference of ECU 58 300, imply-
ing a span of ECU 15 000. The mean value of the nine
values resulting from the productivity growth rate and
real interest rate combinations amounts to ECU 50 677.

The standard deviation from this mean is ECU 4 678, oh) e detail ) (1996). The fo .

For further details, see Franco and Munzi (1996). The following description
roughly 9% of the mean value. of the design of the 1993 pension reform partly draws on their excellent
overview. Alternatively, see Darnaut (1997). Additional information, espe-
One important reason Why the reagibility of the absolute cially on the phasing-in of the separate measures as well as on estimates of

. . . K medium-to-long-term consequences of the reform, has been found in Briet
difference is comparatively low in the case of France has (1995).

e 1993 pension reform was an important step towards

The total effect of varying the real interest rate is uncle
depending on which of the single effects dominates.

From 2003 onward, the number of contribution quar-
ters required to receive a full pension will be 160
(before the reform, it was 150). The transition will
take place gradually, demanding an additional quar-
ter of contributions each year after 1993. This is
expected to result in a moderate increase in average
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retirement age. Although activity rates in the respethrough where the single measures were implemented
tive age bracket are quite low and have displayedsaparately.
falling tendency in recent years, forecasts are far
from unanimousy). But as the institutional settings The first experiment takes account of the two-year
formerly strongly favouring early retirement haveincrease in average retirement age only, ignoring the
been modified, a two-year increase in average retirewitch in pension benefit indexation and the change in
ment age, attained until 2003, does not seem to be titve calculation of basic pensions. Had the increase in
optimistic an estimate. retirement age been the only element of the 1993 pension
reform, the absolute difference would have been by 43%
e From 1993 onward, pension benefits are indexed tagher than the baseline result (full 1993 pension
consumer prices. While before the reform pensioreform) €). The switch to consumer price indexation
adjustments werele jure to be calculated according alone results in an absolute difference of ECU 62 700,
to the development of wages, de facto benefits haehich is by 29% higher than the baseline value. If the
actually been price indexed since 1987, becaushange in the basic pension calculation (25 instead of 10
wage indexation had annually been suspengled (  best-paid years), interpreted as an effective cut in the
average pension level, had been the only reform mea-
* For a closer link of contributions and benefits, basisure, the absolute difference in generational accounts
pensions will be calculated on an average of the 2%ould have been by 61% higher than with the full
best-paid years from 2008 onwards. Before theeform.
reform, the relevant value had been 10 years. The
transition to the new value is done gradually by takfhis allows the conclusion that the most important part
ing into account one more year each year betweefithe reform is the switch from wage to consumer price
1993 and 2008. This measure will mainly result in amdexation. Note, however, that pensions are still earn-
effective decrease in the average pension level, withgs-related, so that pension expenditure growth will
an estimated long-run value of 5%. only temporarily be dampened: from the point of time
when all pensioners alive will have retired after the
« Additionally, a new fund was created that serveswitch, pension expenditure per capita will resume its
to transfer the responsibility for welfare pensiorwage growth rate. But as this measure effectively
expenditure from the pension schemes to the centralduces the rest-of-life pension benefits to be received by
government fonds de solidarité vieillesgseFor the currently living cohorts, the net payments by living gen-
general government including social insurance insterations are increased, which in turn decreases the
tutions, however, this measure has the character intertemporal public liabilities.
merely shifting the burden from one pocket into the
other; therefore it does not show any effect in th&he full fiscal effects of the 1993 pension reform can be
generational accounting calculations. best appreciated with the help of Table 39. For compari-
son, the first column presents the baseline generational
For the baseline calculations, these measures have baeoounts for the cohorts aged 0 to 100 in the base-year;
carefully implemented in the programme, taking accoutihe second column reports the values that would have
also of the respective phasing-in modalities. Thereforesulted without the 1993 pension reform. Virtually all
the baseline findings as reported in the previous sectiiming cohorts have been affected, but the burden is quite
reflect the intergenerational stance of the French fiscahevenly spread. While the deviation from the baseline
policy in the base-year 1995, including already the fisca¢sults is minor for the very old cohorts, it increases with
consequences of the 1993 pension reform. In order @dditional years of pension benefits yet to be received,
isolate the effects of the various elements of this reforrand increases even more for cohorts affected by the
a range of additional calculations has been carriédcrease in average retirement age. Newborns in 1995

(3 Obviously, an increase in retirement age not only affects pensions expendi-

(Y) Cf. for example Blanchet and Marchand (1991). Recent data on activity rates ture, but also implies longer payment of labour income taxes and social insur-
can be found in Marchand and Thelot (1997). ance contributions. On the other hand, if later retirement leads to higher

(3 For serious generational accounting calculations, the difference is however unemployment in the 55 to 65 age bracket, increased spending on unemploy-
marked. Only the official legislation of CPI indexation allows to reliably cal-  ment benefits might partly offset the favourable fiscal effects of the retire-
culate the long-run path of per capita pensions on the basis of consumer price ment age increase. Of course, this has been taken account of in the calcula-
indexation. tions.
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have only slightly been touched by the reform: their geborns’ generational accounts would have been ECU
erational accounts would have been only by ECU 3 6081 200, which is by two-thirds higher than the baseline
or roughly 6%, lower without the pension reform. Theesult of ECU 48 500. The intertemporal debt-to-GDP
main burden is concentrated on the working-aged; thatio would have been 136% had the 1993 pension
maximum deviation is reached for the 55-year-olds ireform not been legislated.
1995. As a consequence of the reform, they face addi-
tional future net payments amounting to ECU 20 50@Reconsidered in the light of the intergenerational effect
that is, their generational account is by 29 % lower in thef the full pension reform, the contribution of its separate
‘no reform’ scenario. elements might be more easily appreciated. In relation to
the ‘no reform’ scenario, the reform in the calculation of
Obviously, the fact that the 1993 pension reform consitbasic pensions alone implies a less than 4% decrease in
erably affected the living generations must bear its fruithe absolute difference in generational accounts, the
when the focus turns to intergenerational redistributiomcrease in contribution quarters alone results in a 15%
The lower part of Table 39 reports the effects on futurdecrease, and the indexation switch leads to a 23%
newborns’ generational accounts. Without the pensiatecreasel.
reform, the increase for future generations in all taxes
hecessary to close the |r_1tert_emporal bUdget would hagmurse, these values do not exactly add up to the full decrease in inter-
been almost 57 %, resulting in future newborns’ genera- generational imbalance of 40 % of the ‘no reform’ absolute difference in gen-
tional accounts amounting to ECU 21 400. Thus, the erational accounts, as there exists a degree of interdependence between the

i separate elements, especially between the effective cut in basic pensions and
absolute difference between future and base-year new-the change in average retirement age.

Table 39

Generational impact of policy experiments
(1 000 ECU) (*)

1993 Pension reform Juppé Plan
Generation’s Without Employment Employment
age in 1995 Baseline reform All pensions measures measures
non-permanent permanent

0 -56.2 -59.8 -53.3 -56.0 -54.4

5 -37.6 -41.9 -34.2 -374 -35.6
10 -9.1 -141 -50 -8.7 -6.8
15 34.4 28.4 39.2 35.0 37.2
20 82.5 75.4 88.3 83.5 85.9
25 106.6 98.2 113.5 107.9 110.5
30 103.3 93.4 111.5 105.0 107.7
35 93.8 81.9 103.6 95.9 98.7
40 69.8 55.6 81.5 72.3 75.1
45 37.4 20.9 50.8 40.3 43.4
50 -13.7 -325 1.2 -104 -7.2
55 -69.5 -90.0 -52.8 —-65.8 -62.7
60 -99.4 -116.2 -84.9 -95.7 -92.8
65 -127.3 -135.1 -115.8 -123.8 -121.3
70 -116.6 -120.5 —-108.6 -113.7 -111.8
75 -94.9 -98.4 -89.7 -92.7 -91.3
80 -755 -77.9 -723 -73.9 -73.0
85 -57.8 -59.2 -56.0 -56.7 -56.1
90 -43.5 -44.2 -425 -42.7 -42.4
95 -31.0 -313 -30.6 -30.6 -30.4
100 -10.6 -10.6 -10.6 -10.6 -10.6
Increase in all taxes, future (%) 33.8 56.9 13.9 29.7 235
Future generation account -7.7 214 -333 -13.6 -21.1
Absolute difference 48.5 81.2 20.0 425 B8
IPL (% of GDP) 81.3 136.0 335 715 56.7

(*) Baseline (r = 0.05, g = 0.015).
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It deserves to be pointed out once more that the 1998e Juppé Plan embraces two parts. First, a range of
pension reform applied only to the general scheme femergency measures designed to lead to the consolida-
private sector employees. The special pension schemsn of social security accounts by 1997 has been enact-
covering mainly public employees, have not beead. These emergency measures include both revenue
touched. Had the 1993 pension reform affected all pemeasures like tax increases and contribution increases
sion expenditure instead of only some 40% of the totédr pensioners and unemployed persons, and expenditure
pension aggregate, the effect on intergenerational redigits. The branches of social security mainly affected by
tribution would obviously have been even morghese cuts are health expenditures, but also family
favourable. The last column of Table 39 reports the geaowances and benefits and expenditures in favour of
erational accounts for this hypothetical scenario. Quitsousing {). There has not been any commitment as to
expectedly, living generations are somewhat mofge continuation of these measures after 1997.
strongly affected in this scenario, while the distribution
of additional burdens displays the same pattern as befol¢.addition to these adjustment measures, an additional
The maximum additional burden, again to be borne Wjirect tax was introduced in February 1996: toetri-
the 55-year-olds, amounts to ECU 37 200, implyingution pour le remboursement de la dette soqiBBS).
a loss in net rest-of-life transfers of more than 41%s its name reveals, it is intended to fund an institution
compared to the hypothetical scenario without the 199the Caisse d’amortissement de la dette sogittat will
pension reform. service and repay the accumulated debt of the social
security institution. To this end, almost all income —
The necessary increase in all taxes for future generatiq5}$|y statutory minimum income, income from tax-
would then fall short of 14%, resulting in future newexempt savings accounts, industrial accident allowances
borns’ accounts of ECU — 33 300. As in the baseline scgng military disability pensions are exempt — is taxed

nario, future generations would thus also receive a ngjth a flat rate of 0.5 %. It is intended to maintain the tax
over their lifetime. The absolute difference between cufpr 13 years. The implementation of the fiscal conse-

rent and future newborns’ generational accounts woulg,ences of this first part of the Juppé Plan in a policy
amount to just ECU 20 000, reflecting an intertempor xperiment is straightforward.
debt of 33.5% of GDP. Taking account of the fact that

net financial debt as officially reported is 35.6 % of GDPrhe second part of the Juppé Plan, which can be expect-
the obvious conclusion is that this hypothetical reformaq 1o pe of greater long-run importance, consists of struc-
scenario, extending the considerable effects of the 1983, changes in various fields of social security, with the
pension reform to total pension expenditure, would bg,ctyral reform of the health insurance and health-care
sufficient to_cover the implicit debt mainly caused _by theystem as the very core. Most of these structural changes
demogra_lphlc development. Howe_zver, the reactions g , for example, introducing parliamentary control over
the public to any plans of extending the reform effort§qia| security spending, or introducing market mecha-
taken in the 1993 pension reform to other pensifisms and competitive elements into the health-care sec-

Echemes were so drastic that r:he hﬁ/pothetl_cal SCENAIY to ensure compliance with the spending targets set by
as to be regarded as a mere thought experiment. Parliament are, however, of an institutional nature, so

, that their long-run fiscal implications are quite difficult
7.4.2. The Juppe Plan to quantify. Therefore they do not offer themselves read-
The dreary fiscal implications of population ageing carily to generational accounting analysis.

not be combated by reforming the pension system alone

since a non-negligible share of fiscal problems arises in fact, adhering to the principles of careful analysis for-
other subsystems of social insurance. This is also reflebids relying on mere guesstimates for the long-run devel-
ed in the recent French policy: only two years after thepment of health expenditure that might, or might not,
1993 pension reform, the next serious efforts towards figesult from these institutional changes alone. For this
cal sustainability have been undertaken in the form of tieason, some parts of the Juppé Plan structural measures
Juppé Plan. While this reform is aimed at the wholthat may be expected to have some dampening effects
social protection sector, its main effects are felt in the

subsystem of health care and health insurance, thus tack-

ling the next important system where population ageing

is expected to worsen financial imbalances. (Y For a more detailed analysis of the Juppé Plan, cf. Darnaut (1997).
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mainly on expenditure growth in the hospital and ambuhan 9%. If the RDS is considered together with the
latory sectors have been left out of consideration in thevitch in health insurance finance, the resulting reduc-
following policy experiments. It is to be expected thation in intergenerational redistribution amounts to almost
detailed and reliable microsimulations focusing on thesk? % compared to the baseline calculation.
measures will be available in the future. So this omission
should be kept in mind for future research. The total generational impact of the Juppé Plan as con-
sidered in these calculations is reported in the fourth and
In contrast to the uncertainties met on the expenditufiéh columns of Table 39. The emergency measures
side, the reform in health insurance finance, enacted liave been taken into account for 1996 and 1997 only in
late 1996, is more manageable in generational accouttie fourth column, while in the fifth column they have
ing terms. The general idea of the measures taken in thisen sustained infinitely. The living generations are only
respect is to relieve labour cost from the growing sociahoderately affected by the Juppé Plan. The largest bur-
insurance contribution burden and thus to reduce tliens are concentrated on the cohorts aged 55 to 60 in
labour market distortions. To this end, the rate of995: in the case of non-permanent emergency mea-
employees’ health insurance contributions has been logdres, their generational accounts are increased by ECU
ered by 1.3 points, while a proportional tax on almost & 700. In the case of permanent emergency measures, the
income (the contribution sociale généralisé¢CSG) largest burden weighs on the generation aged 55 in the
which was set up in 1991) has been both broadened drbe-year and raises its generational account by ECU
increased. The net fiscal effect of this financing switch 800.
was expected to amount to about ECU 0.8 billion annu-
ally. While the cohorts alive in 1995 are only moderately
affected, respectively, by the Juppé Plan, in sum these
We have analysed in detail the effects of isolated elidividual burdens for living generations add up to a
ments of the Juppe Plan on intergenerational redistribben-trivial increase in living generations’ net payments,
tion. Two cases are considered. In the first one, the emaftowing the intertemporal debt to shrink by almost 10
gency measures, which do not have any bindingercentage points of GDP in the case of non-permanent
long-term legislative basis, are treated as one-off mea@mergency measures, and by almost a quarter if the emer-
sures for 1996 and 1997. In contrast to this, in the secogéncy measures are maintained forever. Accordingly,
case we treat them as permanent. The emergency mgah non-permanent emergency measures of the Juppé
sures taken account of comprise expenditure cuts or s@an future newborns’ generational accounts amount to
ings in the health sector, a tax on insurance premiurBEU — 13 600, implying an absolute difference between
from enterprises, a penalty on pharma-enterprises (on@rrent and future newborns’ generational accounts of
off for 1996 in both emergency measure scenarios), aEtU 42 500. In comparison to the baseline result, this
savings in the family and housing branches of socigharks a decrease in absolute difference of 12%. If the
security. Conforming to expectations, these measurgmergency measures were maintained forever, the gen-
hardly have any perceivable effects on intergeneration@lational impact of the Juppé Plan would be even more
redistribution when regarded as short-term, one-off megavourable: future newborns would then receive, over
sures. In this case, the absolute difference between ggieir lifetime, a net transfer of ECU 21 100, which
erational accounts is decreased by ECU 400, whichiifplies an absolute difference in generational accounts
less than 1% of the baseline absolute difference of EGi$nounting to ECU 33 300. Thus, the intergenerational
48 500. If the emergency measures were infinitely sufmbalance found in the baseline case could be reduced
tained, on the other hand, the intergenerational imbaly 31 9.
ance found in the baseline calculations would be reduced
by almost 20 %, resulting in a new absolute difference in
generational accounts of ECU 39 000. 7.5. Conclusion

The intergenerational effect of the RDS proportional takrom the preceding sections, the conclusion may be
introduced in 1996 and intended to be sustained for tiBawn that although basic fiscal policy displays a
years is, while moderate, still marked for a time-limitedubstantial degree of intergenerational imbalance at
measure. Considered in isolation, it decreases thee cost of future generations, recent reforms have
absolute difference in generational accounts by moedready tried to address these problems. Without the
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1993 pension reform, intergenerational redistributioreduction by ECU 3 100 compared to the baseline result.
would have been by two-thirds higher. The social sectuture newborns could receive a net transfer exceeding
rity and social insurance reforms included in the JuppBe baseline value by ECU 31 400. Thus the absolute dif-
Plan further decrease the imbalance. However, evenfarence in generational accounts could be lowered from
the best-case scenario analysed up to now, takiB§CU 48 500 in the baseline case to ECU 14 000, imply-
account of the 1993 pension reform and of the Jupjdg a reduction by over 70%. If, in addition to an exten-
Plan, with the 1996 and 1997 emergency measures intsien of the pension reform to all pension expenditure, the
preted as being permanent, generational accounting Happé Plan emergency measures were legislated as per-
revealed an implicit debt amounting to over 20% ofmanent, the absolute difference in generational accounts
GDP. Together with the officially reported explicit netcould be brought down to only ECU 5 400, reflecting a
financial debt of the general government, it results ireduction of intergenerational imbalance of almost 90 %.
intertemporal public liabilities of 56.7% of GDP. So
while the reforms recently enacted in France may wellfter our base-year 1995, economic trends have been
have been an important contribution to the reduction ofiore favourable. Still, it remains to be seen if the recov-
the burden imposed on future generations, they have moy can be turned into sustained growth, but any conclu-
been sufficient to remove it. sions to be drawn from 1995 data should be qualified in
this respect. However, the evaluation of the two reforms
A thought-experiment may show the extent of intergeranalysed in our policy experiments cannot be fully
erational improvement that would have been possibnthusiastic in the light of our findings. While certainly
had the reforms been further extended. The 1993 pensibey significantly contributed to the improvement of
reform, if extended to all pension schemes, and cormtergenerational balance, the fiscal problems arising
bined with the non-permanent variant of the Juppé Plamainly from population ageing have partly been post-
would leave current newborns with a net transfer ovgmoned instead of solved. Important opportunities to
their lifetime amounting to ECU 53 100, which implies gackle longer term problems may have been missed.
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8. lIreland: EU transfers and
demographic dividends

Tom McCarthy {) and Holger Bonin?)

8.1. Introduction standardised and advanced concept of generational
accounting developed in Chapter 2 for Ireland, to pro-
Ireland joined the European Economic Community invide an assessment of the intergenerational implications
1973, along with Denmark and the UK, in the firsof a likely future reduction in EU transfers.
expansion of what is now a European Union of 15 coun-
tries. At that time agriculture still accounted for a largén addition, Ireland serves as an interesting complement
share of total output in Ireland. As a consequence, thethe set of rapidly ageing countries under investigation
common agricultural policy was a significant benefit tan this volume. Ireland’s ‘baby boom’ occurred much
Ireland of entry to the Community. However, the agrilater than that in other developed countries. As a conse-
cultural sector has been in constant decline. In 1973 agniience the Irish ageing profile differs significantly from
cultural output accounted for 16% of GDP, down fronthat of other EU Member States. The support ratio
22% in 1960. In 1995 the share stood at 7 %. (defined as percentage of working age to needs adjusted
population total) for Ireland has historically been below
The transition from a rural traditional economy has beedhat of the European OECD countries. It is now identical
facilitated by access to a large European markednd is predicted to be 6 percentage points higher than
However, the transition was well advanced at the time dfat of OECD Europe by 2030. For Ireland this repre-
accession to the Community and was driven largely tsents a figure no worse than 1990 and significantly bet-
an active industrial policy. Ireland joined the monetaryer than 1960. The other OECD Europe countries are
union, having satisfied the entry requirements for EMredicted to experience figures below anything in their
with ease. This outcome is credited to an era of soungcent history (cf. Leibfritz et al. (1995)).
budgetary management which is dated to 1987 and
record growth rates in recent years. Female participation in the Irish labour market has, in
common with some other European countries, increased
However, Ireland is also the largest net recipient in relén recent times. There still exists significant potential for
tive terms from the EU budget. This is a position that hdarther improvement: in 1995 the female participation
sustained for some time. Ireland’s transition towards thrate was 36 % as compared to 69 % for males. Given the
EU average means that the relatively high transferslationship between labour force participation and
received today from the EU budget will not be maingenerational accounts we use the accounts to examine
tained in the long-term. It may be the case that a redube budgetary implications of this labour market trend.
tion in EU transfers will not directly weaken the growth
potential of the economy. Still, the question remains @ecent Irish government policy planning has set
to the budgetary implications of such a change. Thimproved government sector efficiency and smaller
question is all the more important in the European mogovernment as desirable goals. We also use generational
etary union where members are subject to a Stabiliccounting to draw out the implications for present and
Pact cap on budget deficits. In this chapter, we utilise theture generations’ lifetime tax payments of such
changes. In doing this we ask whether the population and
labour market changes provide a dividend from which
planned structural changes to the budget can be affected.

" _ This chapter is organised as follows. Section 8.2 dis-
(Y) Maynooth College, Co. Kildare, Ireland. , .
() Institut fur Finanzwissenschaft, Albert-Ludwigs-Universitat Freiburg. cusses lIreland’s recent economic performance and

101



Generational accounting in Europe

examines the historical evolution of Irish budgetary polontext the soundness of the welfare state — and the
icy. The baseline analysis of the generational accountsakility to contemplate increased generosity — is of
presented in the following section. Section 8.4 investfundamental importance.
gates the consequences of a reduction in EU transfers
while the potential for a demographic dividend is exanln the last decade price inflation in Ireland has been
ined in Section 8.5. Brief conclusions are contained iower than the EU average, in contrast to the first decade
Section 8.6. of membership of the Community. A significant devel-
opment for Ireland was the creation of the European
monetary system in the late 1970s. Ireland, in contrast to
8.2. Fiscal policy and recent economic the UK, joined the exchange rate mechanism from the
performance beginning thus breaking parity with sterling that had
existed since the start of the 19th century. Real interest
The recent growth performance of the Irish economy haates have fallen significantly in the 1990s and the stub-
attracted a considerable amount of attention. In whhabrnly high unemployment rates have improved more
may be an ominous comparison to the past performanazently. By 1997 the unemployment rate was below the
of Asian economies the country has been referred to B8 average, down from a situation where it had been
the Celtic Tiger. Agencies such as the IMF and OECB0% above the average in 1981, and 60% higher in
predict Irish GDP growth for 1998 and 1999 to be in th&990.
range of 7 to 8%. From the early 1970s, Irish growth has
on average always exceeded that of the EU average Assessing past developments in Irish budgetary policy,
particular in the last decade there has been a remarkatble evolution of net payments, i.e. gross receipts net of
turnaround, going from a relatively poor economig@ayments received, from the rest of the world draws par-
performance in the late 1980s to a situation wheteular attention. In the Irish case the single largest ele-
the growth performance is almost four times the Elhent in rest of world receipts is the transfer from the
average. European Social Fund. Net transfers from the rest of the
world relative to GDP were 20 times higher in 1995 than
It is still too soon to draw firm conclusions on theat the point of accession to the European Community
sources of this economic growth. However, there hg2.0% instead of 0.1%) largely as a consequence of the
undoubtedly been a significant contribution from thgrowth of this Fund and Ireland’s relative success in
supply side arising from underutilised capacity and paattracting funds under this heading. The likely reduction
investments in human capital. In a small open econonity such transfers will be, as we noted in the introduction,
demand side features will drive the economy both direct significant challenge for Irish budgetary policy in the
ly in output markets and indirectly as a recipient ofirst decade of the next century.
foreign direct investment. The growth of recent years
has used up much idle capacity. Concern is now beifidnere has been considerable movement in the size of
expressed about infrastructure and labour markgbvernment rising from 40% of GDP in 1970 to over
constraints. However, some of these constraints, whi® % by the mid-1980s and falling back to 50% by 1995
binding at the peak of the cycle, may be less of @he pattern is similar when we use GNP in the denomi-
problem in the long-run steady state. nator). Borrowing has been the most variable component
on the receipt side, running at almost 20% of GDP in the
Recorded output activity in Ireland, GDP, is significant1980s and falling back to under 10% in the 1990s.
ly above income available for Irish residents. This arisé&axation is now back to its level of significance in rela-
— quite naturally given the extent of foreign direction to GDP that prevailed in 1980. However, this is
investment — because large volumes of profits flow owtpproximately 3 percentage points above the level at
of the country. In 1995 net factor income (which waentry to the Community. IIhaping our futureForfas
negative) was in excess of 10% of GDP. In this context996) recommended that the amount taken in taxation
GNP per capita is a surer measure of average well-beistould return to such levels. If this desire is combined
The record is one of significant improvement since 197With the challenge arising from reduced transfers this
However, it should be noted that in Ireland, in commoplaces a heavy burden on achieving a dividend from pos-
with many developed countries, this improvement hasve developments in relation to demography and labour
been accompanied by a growth in inequality. In thiforce participation. The generational accounts will be
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used to assess the intergenerational feasibility of sutiis expectation might have implications for the sustain-
budgetary planning. ability of current fiscal policy.

The institutional features of taxation and transfers have ) )

been varied annually in government budgetary stat8-3- Baseline analysis
ments. One of the underlying concerns has been with tg% 1
integration of the tax and benefit systems, particularly as™ ™
it relates to labour market transitions. This concern gavde economic history of Ireland over the last two cen-

rise to the establishment of an Expert Working Group duries has been dominated by demography. Total popula-
the Integration of the Tax and Social Welfare Systention in the mid-20th century was less than half the level

which presented a comprehensive assessment of tfghe early 19th century. While there is debate about the
shortcomings of the present tax and transfer system a@idgins of population change there can be no doubting
set out principles to guide reform. These are that thefee level impact of the catastrophic famine of the 1840s.
must be a reward for working, the transition to worlk he scale of excess mortality in this period and the asso-
should be facilitated, tax burdens on the lower paigiated out-migration have affected Ireland’s social, eco-

should be reduced, the tax and social welfare systef@mic and political development.

should be simpler, and the tax and social welfare systems . )
should be coordinated. Emigration of both a permanent and seasonal character

has been a significant feature of the history of the inde-
This assessment did not come in a vacuum. It followddEndent Irish State that was established in 1923. National
on from the extensive analysis of the 1980's CommissidficOMe was boosted for many years by remittances to
family in Ireland from emigrants. In fact the scale of pay-

on Taxation. A significant contribution of this work was ted in the bal f
the improved collection mechanisms for taxation. As fgents merited a separate entry in the balance of pay-

consequence the buoyancy of tax revenue now tends"&?ms’t acc(;)lzlnts (t;)day _SDP exmtceed_s GNtP on_ta?count of
contemporaneously track economic growth. Howevef outward flow of remittances to migrant capital).

”‘eTe S|multa_neously exist calls for higher transfers 8he character of migration in the 1990s is very different
for instance, in the recommendations of the Comm|SS|q m that of earlier periods. The era of the emigrants’
on Social Welfare and the Commission on the Status mittances has long since passed. It was not until the

People with Disabilities. census of 1979, however, that there was a record of pos-
. itive net migration. Furthermore, as might be expected
The structure and level of taxes and transfers will B8 o <l country with unimpeded labour mobility to
determined in a corporatist environment. A tradition of yiacent larger countries (and historic links to the United
national wage agreements in the 1970s has developgdies that have facilitated illegal immigration), large
into a full-scale economic and social plan in the 1990850465 in the pattern of migration can occur resulting in
The current agreement, ‘Partnership 2000’, was conclugdyings from a large positive to a large negative figure for
ed in December 1996 and runs to the end of the centupgt migration. In the 25 years to 1996 net migration was
It was signed by government, unions, employers’ groupRysitive in only 12 of the years. It swung from a high

and the voluntary sector. The agreement covers both ‘ﬂi‘@sitive of 8 000 to a high negative of 42 000 in an aver-
government and private sectors. In addition to agre%e population of about 3.3 million.

increases in pay, the document contains specific objec-
tives for personal taxation — a cumulative reductiornThis migration pattern makes the job of population pro-
over three years, of about ECU 1 100 (ECU 1 = IEP 0.8®)ction quite difficult. The most recent official projec-
on a full year cost basis in the planned tax take. Theretisns (CSO (1995)) take a pessimistic view of migration
also wide-ranging agreement on aspirations for improvirtgends. This view was formed by the experience of the
social inclusion. latest data year on which the projection work was based
and on the net migration observed during the 1980s. This
A corporatist strategy, it would appear, has servashttern changed dramatically in 1995. We therefore
Ireland well during its transition from the budgetaryneeded to develop our own projections in view of the
gloom of the mid-1980s. The question now is whethémportance of the demographic scenario for generational
this has created expectations of a return for those whocounting. In doing the projection we were anxious to
participated in the agreement. If this is the case, meetiagoid the static expectations underlying the official pro-

Population projections
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jections. We recognise that our projections are also basedre dramatic decline in the TFR to 1.5 in 2006, the
on extrapolation of past trends. However, we wanted tmnual rate of decline being constant and the TFR
use a longer run of historical experience in making owmchanged from 2007.
extrapolation.

Combining these migration and fertility assumptions
We investigate three migration scenarios (the first two ¢felds six demographic scenarios. In view of the histori-
which closely follow parts of the official 1995 projectioncal importance of demography in Irish economic history
but had to be extended to 2030 given that the official prate examine the sensitivity of our findings to these demo-
jection ended in 2026). The baseline migration scenar@isaphic scenarios, the zero migration and high fertility
supposes zero net migration in all years after the bag@se serving as the baseline. In all demographic scenar-
year. Our second scenario is an emigration scenalfits, life expectancy at birth increases by about two years
which assumes an annual net outflow of 7 500 migranits 2015 for both males and females and remains constant
to 2006 and zero net migration thereafter. The third scéhereafter.
nario assumes that the migratory pattern from 1996 to
2025 will be a reflection of the 1971 to 1995 record. Ifhe significant demographic difference between Ireland
specific terms this “historic’ migration scenario involvesand other OECD countries is readily apparent from the
an average annual rate of net migration per 1 000 of avéijture dependency ratios that result from our population
age population as follows: 4.3 for 1996 to 2004, — 0.7 fgiojections. The comparison of the development of old-
2005 to 2007, — 4.1 for 2008 to 2013, — 7.6 for 2014 g€ dependency in Ireland with the 1994 Work Bank
2019, 0.5 for 2020 to 2025, and zero thereafter. In dlfojections for other countries is indeed striking. In 1995
scenarios, the age and gender shares of emigrants @kidependency in Ireland was approximately 4 percent-
immigrants reflect average historical experience. The nage points lower than the OECD average. This gap is
migration figures were achieved from a base level diredicted by our projections to grow on average to 10
35 000 for emigrants and immigrants, i.e. zero net migr@ercentage points by 2030.
tion in 1996 would imply exactly this number of immi- ) .
grants and emigrants. In future years this actual numbE? Understand the nature of the ageing process it is use-
is adjusted proportionately in the projections in order i t0 introduce the idea of a very old, i.e. those 80 and
keep it in line with the development of total population ©Ver» dependency ratio. The average rate of increase for

this ratio always exceeds the rate of growth of the old-
The Irish baby boom occurred much later than that @98 dependency ratio. This fact obviously reflects
other OECD countries. In the post-war years age at mapcreased life expeptancy. The significance of this ratio
riage was still quite old. While the average number dpr the demographic pressure on future budgets stems
children for married couples was high the number dfom the size of health transfers to the oldest-old.
couples was relatively low. The boom was fostered both . .
by changes in the marriage pattern and in the change yer the mgdlum-run future, i.e. over the next 30 to 40
migration in the 1970s noted above. This boom peakd§2"™: the differences in old-age dependency across pro-
in the early 1980s. In recent years, however, there Hggtlon.scenarlos remain relatively sma}ll. On this pa3|s
been a significant break — particularly the case of you € rryghF expept that the extent of mtgrgenerauonal
mothers — in the link between births and marriage. Birt dlstr_lbutlon_r_nl_ght not be very responsive to qemo'
numbers are now increasing again. It is difficult to detefraPhic sensitivity. However, more significant differ-

mine whether this process will translate into a change fifices across our demographic scenarios aris_e in relation
the total fertility rate (TFR) or merely in the age distrib!® Young dependency. As a consequence policy changes

ution at maternity. For this reason we utilise TFR pro"—vith implications for transfers to the young could mag-

jections employed by the 1995 Central Statistics Ofﬁc'éllfy the differences across projection scenarios.
projection which amounts to assuming the latter. 8.3.2. Baseline budget
There are two alternative fertility scenarios. First, a higlihe Irish government budget for 1995 on a national
fertility scenario which serves as the baseline sets thecounts basis is presented in Table 40. Trends in the
TFR at 1.88 in 1996 and lets it decline at a constant rggevernment finances have been discussed in Section 8.2.
to 1.8 in 2026 at which rate it is maintained thereafteHere we will focus on the classification of taxes and the
Second, a pessimistic low fertility scenario involves anethods used in constructing tax and transfer profiles.
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Table 40
Public revenue and expenditure, Ireland, 1995
(billion ECU)
Revenue Expenditure
Labour income taxes 7.259 Social welfare 5.935
Capital income taxes 0.332 Health 0.928
Indirect taxes 6.823 Education 0.723
Social insurance contributions 2.402 Subsidies 0.848
Transfers from rest of world 0.986 Net investment 1.071
Deficit 0.897 Government consumption 6.727
Interest payments 2.472

Total 18.704 Total 18.704

Under labour income taxes we include: income tax, cocated according to the social welfare profile. This latter
poration tax, income levies and EU taxes. The figure faategory is largely composed of EU Social Fund trans-
capital income taxes in Table 40 is the sum of capitérs. In Section 8.4 we analyse the implications for gen-
gains tax, capital acquisitions tax, household motor vetgrational balance of a reduction in such transfers. As we
cle duties, mineral fees, residential property tax ambted in Section 8.1 the recent growth performance of
Finance Act levies. This allocation reflects a small opethhe Irish economy threatens lIreland’s eligibility for
economy incidence assumption where the burden of cdpture transfers under the Structural Funds, in particular,
ital income taxes is borne by labour. Social security cosince presently poorer countries such as Greece and
tributions are also assumed to fall as a burden on laboBRortugal are treated less generously.
Taxes on the stock and transfer of assets have fallen in
significance relative to total taxation in the last twdrhe Irish government is the sole or major shareholder in
decades. As a consequence the level of taxation assigaedumber of commercial enterprises ranging from the
to capital is very small. airport authority to investment banks to power genera-
tion. The budget underlying the generational accounts
Transfers are, by their nature, categorical in terms of atgkes account of this position.
and gender. This facilitates the development of transfer
profiles. Each transfer programme was assigned by agke State operates a pay-as-you-go pension scheme with
and gender. In particular, profiles were constructed fdhe age of retirement set at 65. The State pension is paid
social welfare, health and education. In terms of precis a contributory pension (for those with a record of pay-
sion the social welfare profile is the most robust, as ihg social insurance) and as a non-contributory pension.
distinguishes five-year age groups. The health and edlhis pension is not income related and it is adjusted by
cation profiles are robust by time of life, but it was diffi-the finance minister according to movements in the con-
cult to be as precise by five-year category. sumer price index. However, as permanent indexation to
inflation deteriorates the replacement level of pensions
The Revenue Commissioners are not, in general, comotwithstanding real transfers being maintained) in the
cerned about the age of taxpayers. As a consequeicerse of very long-term projections, we do not follow
administrative records are of no use in constructing this policy when constructing the generational accounts.
profile of tax payments. A number of additional data setastead, pensions are adjusted according to productivity
were combined in order to come up with the requiregrowth, which maintains the initial replacement level
profiles. In the case of the labour tax profile we used thedefinitely. Interpreting fiscal sustainability in Ireland,
Labour Force Survey. For capital and indirect taxes wane should be aware that this design builds in a policy
used the Household Budget Survey to construct indicebange into what is otherwise a status quo projection. As
of wealth holding and expenditure by age and gender.is shown in the country study for the United Kingdom,
keeping to inflation indexation of social benefits for
Flat profiles were used in allocating government expesome period of time might improve fiscal sustainability.
diture while receipts from the rest of the world were alloAccordingly, our baseline design measures the upper
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bound of what might be the actual amount of intertengraphics, i.e. zero net migration and the reduction in the
poral public liabilities. total fertility rate to 1.8 by 2026, are presented in Table
41. Following the conventions set up for this study, the
The vast majority of schools in the State receive eithétterest rate is set at 5% and the growth rate at 1.5% in
partial or total State funding. The State also operates stibe baseline.
sidised school transport for certain categories of students.
The university sector is again dominated by publiclyfhe figures in columns two, three and four eemain-
funded institutions. There are no fees for undergradudf¥d rest-of-life net payments for all living generations
students in a normal year of study. Fees are charged ggcounted to the base-year 1995. Recall that the
postgraduate study but they do not reflect true cost.  intertemporal budget constraint underlying generational
accounting is forward looking, hence past receipts and
Social welfare transfers are managed through the gdR@yments are irrelevant for the accounting exercise.
ernment Department of Social, Community and Familfgntitlements that arise as a consequence of past pay-
Affairs. This covers transfers relating to labour marké'€Nnts are not ignored, however. These will determine
status (unemployment payments and a supplement to mg profile that an average citizen can expect upon reach-

working poor), age, disability status, and family type antf'd the relevant age.

composition (e.g. single parent’s allowance and a chil- o e
dren’s benefit). The first remarkable finding is that the expected lifetime

net tax burden of an average newborn in the base-year is
close to zero, i.e. lifetime tax payments almost equal life-
time government transfers including non-age-specific
The age and gender specific generational accounts of telinsfers. Still, current newborns receive a net transfer
living and future generations which use baseline demé&om the government coffers over their life cycle. The

8.3.3. Baseline results

Table 41

Generational accounts, Ireland
(1 000 ECU) (*)

Generations’s age in 1995 Average Male Female
0 -4.9 14.0 -25.0

5 5.2 27.7 -18.5
10 20.5 46.7 -73
15 37.4 68.4 4.4
20 494 87.5 9.6
25 49.8 95.5 3.8
30 31.8 84.8 -18.6
35 17.5 70.3 -337
40 8.7 56.8 -39.2
45 -26 37.7 —42.7
50 -16.6 14.0 -47.9
55 —-33.0 -13.3 -53.6
60 —48.3 -36.9 -59.7
65 -58.5 -52.9 -63.8
70 -54.2 -48.5 -59.0
75 —-46.2 -40.6 -50.6
80 -38.9 -338 -42.2
85 -327 -28.6 -34.9
90 -28.0 -25.6 -28.9
95 -210 -20.0 -213
100 -79 -81 -7.8
Increase in all taxes, future (%) -1.7 - -
Future generational account -6.7 11.9 -26.5
Absolute difference -18 -21 -15
IPL (% of GDP) -43 - -

(*) 1995 value; baseline (r = 0.05, g = 0.015).
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present value of government transfer receipts exceealscounts can be obtained from a cross-country compari-
lifetime tax payments by ECU 4 900. son of the explicit debt to intertemporal liabilities rela-
tionship. Countries with very similar explicit debt-to-
During childhood generational accounts quickly turfGDP ratios can have very different measures of
positive due to lower educational transfers. Since edudatertemporal debt. For instance the Dutch explicit debt-
tion transfers are concentrated on the young, and giverGDP ratio in 1995 is similar to that of Ireland while
non-participation in the labour force until the late teenghe Dutch intertemporal public liabilities are significant-
the peak for remaining net payments can be expectedlydigher (cf. Chapter 10 in this volume).
fall somewhere in the third decade of life. On average
this occurs in the mid-20s and involves a net payment &f this point we have focused on the average profile.
circa ECU 50 000. By the same token the age of IargeE’i"S masks s_ignificant differences betwgen males and
net receipt will tend to occur around retirement when tHémales. For instance the newborn male is a net contrib-
burden of labour taxes is past and a full retirement becktor while his female counterpart is a significant net

ons. This occurs on average in Ireland in the mid-60s afFipient. This pattern holds at all stages in the life cycle
involves a net receipt of ECU 58 500. — the typical female in 1995 is a net contributor in life-

time terms only if she is in her mid-teens to mid-20s in

As a precursor to a formal analysis of intergenerationi{le base-year. It is interesting to note, however, that
balance, examination of this payment profile is instru@PPplication of the benefit due to negative intertemporal
tive. The peak net payment is 85% of the peak nBpblic liabilities brings larger absolute benefit to future
receipt. Furthermore the average recipient is a net cdhales than it does to similar females. The explanation for
tributor during most of the working life, and the netthis can be seen by a detailed examination of the compo-

transfers to the youngest cohorts are rather small. A pition Of the total net payments in Table 41. Tables 42
ori this might give us grounds for expecting balanc nd 43 decompose the aggregate generational accounts

between generations in Ireland for the baseline scena gr both males and females.

Comparing the gender-specific remaining lifetime tax

:n ortljgr o %etfa preC|ts$ asTessl,menrt] of the intergen gilments we find that the age profile of capital tax pay-
lonal impact ot current fiscal policy, NOWEVEr, We N€eQ, a4 js aimost identical for every cohort and the differ-

to apply the intertemporal budget constraint to see Wh@ﬁces in indirect taxation are modest, being higher for

would happen if current policy is maintained into th§ga1es with the difference peaking at around 14% of

future. If the constraint holds with equality we have 9eNhe male payment. The major difference occurs in

_e_rational bala_nce. However, a residual gﬁp—e‘th?f p%’spect of labour taxes and social insurance contribu-
itive or negative — may develop. The sign and size gjons |y some cases the male cohort pays six times the
this gap is a measure of intertemporal public liabilitieg,ninytion of a similarly aged average female. In addi-
(IPL, cf. equation (6) in Chapter 2 of this volume), withio, *even though indirect taxes account for 40% of tax
a positive number designating a liability. If we operatee,enyes in any year their payment is more evenly dis-
on the principle that the intertemporal budget constraiffip ed over the lifetime. From the perspective of a new-
is binding, payments for future generations must Bg,n there is more front-end loading of labour taxes.
adjusted in order to meet intertemporal public liabilitieStharefore the difference between male and female

cohorts will be more pronounced in youth than in old age

In the Irish baseline case government's intertemporal ligssyming no significant difference in transfer patterns.
bilities are negative. The surplus in the intertemporal

governmental budget constraint generated by the contiBemparing the transfer section of Tables 42 and 43
uation of present fiscal policy is 4.3% of GDP. Despiteeveals that transfer receipts by cohort are fairly even
current explicit debt which amounts to 72.1% of GDPacross genders. Differences in social welfare transfers, in
future newborns will inherit a bonus. As a consequencparticular, emerge in old age. However, this is merely a
all taxes for future cohorts can be reduced by 1.7 %. Thisflection of the greater life expectancy of females — a
gives the result that, on average, future newborns c@0-year-old female in 1995 can expect to live four years
expect to pay ECU 1 800 less than the 1995 generatidonger than her male counterpart. Hence the ceteris

paribus assumption of the previous paragraph holds
A measure of the additional information regarding interthereby reinforcing the importance of the gender differ-
generational redistribution contained in generation@nce in labour tax profiles.
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Table 42

Composition of male accounts, Ireland
(1000 ECU) (*)

Tax payments Transfer receipts
Age Labour income  Capital income Indirect Social Social Health Education Non-age-
taxes taxes taxes insurance welfare specific expenditure

0 50.1 13 45.4 19.6 33.1 6.0 7.0 66.6
5 70.2 15 47.8 23.2 36.6 6.0 8.1 65.8
10 83.2 18 50.4 275 40.6 5.9 6.7 64.8
15 98.4 2.2 52.8 32.6 45.0 6.0 5.0 63.6
20 113.3 2.6 514 375 48.7 6.0 2.8 62.1
25 118.1 3.0 48.8 39.1 49.3 6.0 0.2 60.4
30 110.8 3.4 455 36.7 49.6 6.3 0.0 58.4
35 99.8 3.7 43.2 33.0 49.8 6.7 0.0 56.0
40 88.3 3.9 42.2 29.2 50.1 7.0 0.0 53.2
45 72.3 4.0 40.7 23.9 50.1 7.3 0.0 50.0
50 53.9 4.0 38.2 17.8 51.0 7.5 0.0 46.3
55 32.5 4.0 34.5 10.7 51.0 7.3 0.0 42.1
60 14.6 3.9 29.9 4.8 515 7.1 0.0 37.4
65 3.4 3.6 24.3 11 52.1 6.6 0.0 32.3
70 11 3.1 19.7 0.4 45.4 5.6 0.0 27.0
75 0.1 25 15.6 0.0 36.2 5.3 0.0 21.7
80 0.0 19 121 0.0 28.8 5.7 0.0 16.5
85 0.0 15 9.2 0.0 22.1 6.9 0.0 12.3
90 0.0 11 7.1 0.0 17.1 8.9 0.0 9.1
95 0.0 0.8 5.3 0.0 13.0 7.3 0.0 6.5
100 0.0 0.3 2.2 0.0 5.3 3.0 0.0 2.4

(*) 1995 value; baseline (r = 0.05, g = 0.015)

This analysis of the details of payments and transfeasive to current newborns the size of the gain is 18 times
helps us to understand why future generations of malbigher in this case relative to the baseline. Kotlikoff and
gain relatively more due to the negative true governmeheibfritz (1998, p. 15) note that the majority of the coun-
debt. The tax reduction is applied in a uniform fashiotries in their study ‘would still face very significant gen-
and is therefore quantitatively more significant to themerational imbalances even were there no official net

debt’. Ireland follows the minority in this case, being
Finally we seek to quantify the contribution to intergenmore like Belgium than Italy. While both of these coun-
erational distribution of two factors — the demographi#fies have similar levels of explicit debt the former gains
trend underlying a set of accounts and the stock of n@ore relative to a constant dependency ratio than does
debt (what we have referred to above as explicit debt).tife latter. This is an example of the power of genera-
dependency ratios remained constant at their 1995 levBfnal accounts. In the Irish case it is a very useful piece
we would get a figure for true government debt off information. We will analyse this issue in more depth
— 27.6%. This would benefit current as well as futur¥hen we look at the consequences for Irish generational
newborns relative to the baseline. However, future nep@lance of areduction in EU transfers. There we will ask
borns would gain relatively more, the absolute differenc&hether infrastructural investment or repayment of debt
between current and future newborns is five timelS the more pressing priority.
greater than the baseline case. _ i

8.3.4. Sensitivity analysis
Suppose instead that explicit debt was zero. What wouithe standard sensitivity analysis in generational
have been the state of generational balance with all othicounting analysis involves using a set of interest rates
baseline parameters unchanged? By definition, usimgd growth rates in combination with the baseline demo-
baseline parameters, the intertemporal public liabilitiegraphic scenario. Table 44 presents the numerical results
become — 76.4%. In terms of absolute gain for future redf such an exercise.
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Table 43

Composition of female accounts, Ireland
(1000 ECU) (*)

Tax payments Transfer receipts
Age Labour income  Capital income Indirect Social Social Health Education Non-age-
taxes taxes taxes insurance welfare specific expenditure

0 28.9 14 49.4 9.6 33.7 6.4 7.6 66.6
5 34.4 1.7 52.5 11.4 37.2 6.5 8.9 65.8
10 40.8 2.0 56.0 13.5 41.2 6.5 7.0 64.8
15 47.9 2.4 59.4 15.9 45.8 6.6 5.2 63.6
20 52.4 2.8 58.3 17.3 49.5 6.7 2.9 62.1
25 46.6 33 55.3 15.4 49.3 6.8 0.2 60.4
30 31.3 3.7 50.8 10.3 49.1 7.3 0.0 58.4
35 19.9 4.1 48.3 6.6 48.9 7.6 0.0 56.0
40 15.0 4.4 46.7 5.0 49.3 7.8 0.0 53.2
45 11.4 4.6 455 3.8 50.0 7.9 0.0 50.0
50 8.3 4.7 425 2.8 52.0 7.9 0.0 46.3
55 5.0 4.7 38.5 1.7 53.7 7.7 0.0 42.1
60 1.9 4.7 33.4 0.6 55.4 7.5 0.0 37.4
65 0.4 4.4 27.0 0.1 56.3 7.2 0.0 32.3
70 0.1 3.8 22.3 0.0 51.6 6.7 0.0 27.0
75 0.0 3.1 17.9 0.0 43.4 6.4 0.0 21.7
80 0.0 2.4 13.6 0.0 35.1 6.6 0.0 16.5
85 0.0 1.8 10.1 0.0 27.1 7.4 0.0 12.3
90 0.0 13 7.5 0.0 20.0 8.6 0.0 9.1
95 0.0 0.9 5.4 0.0 14.4 6.7 0.0 6.5
100 0.0 0.3 2.0 0.0 5.3 25 0.0 24

(*) 1995 value; baseline (r = 0.05, g = 0.015).

Intertemporal public liabilities are negative in four of thecates the point made by Kotlikoff and Leibfritz (1998)

nine runs. The baseline is the second largest negatibat the sensitivity to growth and interest rate variation
value for intertemporal debt. The largest positive valugepends on the country.

for the intertemporal public liabilities occurs for the

combination r = 3%, g = 2%. The pattern of variation i¥he weakness of our sensitivity analysis, in common
erratic and we cannot draw any generalisations. It vindivith most simulation methodology, is that we do not

Table 44

Sensitivity analysis — discount rate and growth rate

Growth Interest IPL Present Future Absolute
rate rate newborns newborns difference
(%) (%) (% of GDP) (1000 ECU) (1 000 ECU) (1000 ECU)
3.0 -25 0.0 -0.8 -0.7
1.0 5.0 -2.0 -6.8 -7.7 -0.9
7.0 9.2 -12.2 -6.1 6.0
3.0 6.1 0.4 1.8 1.4
1.5 5.0 -4.3 -49 -6.7 -1.8
7.0 6.2 -11.1 -73 3.8
3.0 25.7 -0.8 3.9 4.7
2.0 5.0 -5.7 -3.0 -5.2 -2.2
7.0 3.2 -9.7 -7.9 1.8
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have a basis for statistical inference. Fortunately, whilgraint is higher. In addition, the increased surplus is
the switches in intertemporal public liabilities appeashared among a smaller number of individuals. The joint
rather large, the corresponding numbers for the absolwtects lead to larger per capita gains than under baseline
difference between the net payments of current arfertility. The gain for future generations from lower fer-
future newborns do not vary much. In any case, Irelaridity amounts to ECU 1 300, ECU 1 400 and ECU 900
is close to intergenerational balance for a reasonalifethe baseline, historic migration and emigration sce-
range of the growth and discount rates. nario, respectively.

Holding the interest and growth rates constant, we also
examine generational balance in the variety of dem&-4. Structural Fund transfers
graphic scenarios discussed in Section 8.3.1. It was note

there that demographic projections for Ireland can quic'-gIand has been the highest net recipient, relative to

. : . . DP, from the EU budget throughout the 1980s and
ly go out of date if there is a tch in the pattern o ) e
y 90 ou ! re 1 a swieh | pamer &905. The entire country has been classified as

migration such as has occurred since 1995. Ireland wilf] >~
jective 1 for the purpose of Structural Fund transfers.

a traditionally high fertility rate has now moved closer t . " .
a European norm. In the demographic sensitivity anal(gglg% every Irish citizen received a net transfer of ECU

sis, we ask whether this uncertainty about demograprB%‘:]rﬁzrfoné?:adegztomlzggrttégl 'gncjreséﬁj’ Eg LiJn8t2hem

trends undermines the value of generational accoumiﬂ%therlands which were the other net recipients. By
In the Irish case. 1995 Ireland continued to be the largest net recipient per
' . capita (ECU 527) significantly ahead of Greece (ECU

We find that the assessment of generational balance .
robust to a variety of demographic scenarios. Give%ei)r’n;sr(tégﬂ 5(9E)CU 242), Spain (ECU 184) and

baseline fertility TGD is negative for all three migration

scenarios. If migration follows the historic pattern of the,iq is extraordinary when one considers that GDP per
!gst two decades, the va!ue of?ntertemporal public liabikeaq in Ireland was 85% of the EU average in 1995
ities (- 3'_4% of GDP)_ slightly InCreases as _compared {Pnile that in Spain, Portugal and Greece was respective-
the baseline assumption of zero net migration (- 4.3% 76, 68 and 60%. Recent economic growth means that
Emigration thus generates a less favourable outcome fR&iang will no longer qualify for such favourable treat-
future generations. Therefore the scenario with annuglent, However, the transition from this status is not yet
net emigration of 7 500 individuals leads even closer {Qagr. It is recognised that it may be necessary to wean
perfect intergenerational balance, with intertemporgfg|ang off the funds. As a consequence there have been
debt reduced to — 0.2% of GDP. A positive value fog,ggestions that a category ‘Objective 1 in transition’

intertemporal public liabilities and thus redistribution i”may be established. This might involve a scaled reduc-
favour of current newborns would require an even mokg, in transfers after 2000.

substantial negative nhumber for net migration occurring
close to the base-year. It is not reasonable to posit sucitie experiment in Table 45 examines a number of sce-
scenario under current conditions. narios in which EU transfers are reduced. Ireland will
receive transfers under all cases. Our intention in this
Permanent zero net migration, which is our migratioexperiment is to undo the changes that occurred when
baseline, is hardly likely to hold exactly. The historighe various funds were consolidated and expanded in the
migration scenario is a reasonable guess as to what cotdbrms of the late 1980s. We use as our base amount of
happen with a mixture of net outward and net inwargtansfer a sum that is approximately 2% of GDP in 1995.
migration. As the results for this case are very similar & our accounts in Table 40 this is recorded as a receipt
the zero migration scenario, they lend additional cremder the heading ‘transfers from the rest of the world’.
dence to its use as the baseline. This is in fact mainly transfer from the European Social
Fund. Our experiment is not suggesting that changes
For all three migration scenarios, the low fertilityoccur only in Social Fund spending. We are using this
assumption implies a higher redistribution in favour 02 % as a means of ‘ring-fencing’ total reductions in EU
future generations as compared to baseline fertility. Dumnsfers. Note that net receipts from the EU budget to
to a lower number of transfer-receiving newborns thigeland amount to approximately 5% of GDP. Hence it is
surplus in the government’s intertemporal budget comnly 40% of this that is subject to elimination. This can
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Table 45

Intergenerational impact of reduced EU transfers

EU transfers IPL Present newborns Future newborns Absolute difference
eliminated in year (% of GDP) (1000 ECU) (1000 ECU) (1000 ECU)
2000 58.7 -49 19.8 24.8
2010 50.2 -4.9 16.3 21.2
2020 42.9 -49 13.2 18.1

Baseline (r = 0.05, g = 0.015).

be seen as a realistic scenario if Ireland continues EbJ transfers have been in the form of matching grants
ascend the EU ranking in per capita income terms amdth an additionality requirement. This latter clause is
especially in the context of expansion of the EU to theow impossible to police given the time-span over which
east. transfers have flowed. Hence it is possible for leakages

to have occurred. Imagine, for instance, that the Irish
The starting point is our baseline discussed in Sectigovernment demand for capital goods is inelastic. The
8.3.3. We consider elimination of transfers after 200@natching formula would result in a smaller public capi-
gradual reduction between 2000 and 2009 with elimingal programme net of EU transfers. The money might
tion thereafter and elimination from 2020 with graduaihstead be ploughed into more consumption spending or
reduction from 2000 to 2019. This experiment maintaingtirement of debt. The former use might be a store for
the lifetime net payments of current newborik ( later trouble. In contrast the latter might be very wise and
Increases in intertemporal public liabilities must be mehdeed possibly more beneficial than the infrastructural
by increasing taxes on future generations. spending for which the transfer was intended.

If EU transfers are entirely eliminated after 2000, theh Section 8.3.3 we noted that Ireland was a country
intertemporal debt jumps to 58.7% of GDP. This delifhere, as in the case of Belgium, the elimination of
implies a sizeable burden on future generations. Theikplicit debt was relatively more beneficial than the
generational accounts increase by ECU 26 600 as cofjaintenance of current dependency ratios. The results in
pared to the baseline and are ECU 24 800 higher than thgple 45 suggest the necessity of reducing explicit debt
net lifetime tax payments of current newborns. Even i advance of withdrawal of EU transfers to the extent
the gradual reduction cases the intergenerational imbghnsidered here. Therefore the transition phase from
ance remains substantial with only slightly reduced le\opjective 1 status might best involve transfers to repay
els of increased payments to future generations. debt rather than the plethora of infrastructural and human

o ) capital investments normally associated with a
These findings suggest that generational balance #ymmunity Support Framework.

Ireland is a direct consequence of EU transfers, which in

turn raises questions as to the appropriate use of transfers

in the transition stage. Before exploring this point it ig.5. Using a demographic dividend

important to slay a popular misconception. It may be true

that EU transfers explain a very small part of Ireland’m view of our discussion in the last section it might be

record growth in recent years. One cannot deduce frasnggested that the title of this section is somewhat inap-

this that the reduction of transfers will be neutral. This igropriate_ However, it is true that Ireland is predicted to

because of the large budgetary effect that we have ideshjoy favourable dependency ratios over the medium

tified in Table 45. term for a variety of demographic scenarios. Moreover
recent trends in female labour force participation will
tend to reinforce the benign influence of these ratios on

(Y Note that while receipts from the rest of the world are taken into account cglenerational balance. In this context we ask whether the

culating true government debt, they must not be included in the generatior]fitsh government can take actions which will contribute

accounts. Transfers from abroad are financed by foreign taxpayers and do no .
impose a burden on Irish residents. to generational balance at a future date when dependen-

111



Generational accounting in Europe

cy ratios will place a more significant burden on the welctions. However, there is a clear preference — setting
fare state. This ‘window of opportunity’ for fiscal plan-aside short-term cyclical considerations — for reducing
ning may thus generate a demographic dividend. the tax burden on labour. In practical terms this would
need to be done in a ‘balanced budget’ (here we use the
National and European policy commitments both coferm in a static administrative budget sense) fashion, i.e.
strain the scope for action and indicate possible diregyrough the identification of other taxation sources or
tions of reform. At the European level the taxation ofhrough reductions in non-age-specific expenditure. In
labour is now of concern to the Commission as a consgaple 46 we use generational accounting to determine
quence of the commitment to a reduction in the statutofie scale of adjustment that would be required to meet a
charges on labour in the White Paper ‘Growth, competiaduction in labour taxes. The scenario is our original
tiveness, employment’. On the other hand the Europeggseline. In the baseline labour income taxes — or more
Central Bank has emphasised its interest in cyclicglecisely the income taxes that are a burden on labour —
aspects of budgetary policy, particularly in relation to thge 15 3% in relation to GDP. The experiment in Table
taxation of labour. The view has been expressed by thg involves reducing this by 1.3 percentage points in
bank that cuts in labour taxes in the 1998 budget aggal increments between 1996 and 2005. The conse-
unwarranted in view of current growth experience.  quence is an increase in the intertemporal public liabili-
ties from — 4.3% to 28.8% of GDP. In conventional bud-

National pohcy IS fram.ed in terms of a ghort— t_o mediumg etary terms this is akin to increasing current net debt by
term social partnership arrangement, involving gover 0%

ment, employers’ groups, unions and the voluntary sec-

tor. The current agreement, which was concluded ‘the positive intertemporal liabilities impose a burden on

December 1996, is known as ‘Partnership 2000'. T ;
corporatist model has evolved in the last decade from t ueture newborn cohorts. In order to finance the labour
b ial sngome tax cut taxes for present generations, tax pay-
national wage agreements of the 1970s to a social an f f : h b . I
economic programme for government. Longer-term strarr-]ents of future generat_lons ave to_ € proportionately
. : ' increased by 11.7%. This translates into an ECU 12 100

tially an enterprise plan. This was developed by Forfgggher lifetime tax burden of future generations as com-

(1996), the lIrish policy advisory and coordination boargared to- present newborns. We w_ant to ask to what
for industrial development and science and technologyextent this burden on future generations can be reduced

by alleviating factors.

Partnership 2000 contains a commitment to tax reduc-

tions. So too does the Forfas document. The targets afaerefore, we consider below the type of scenario envis-
outlined in a slightly different format. The former calcu-29€d by ‘Shaping our future’. Here two balancing factors

lates a notional sum that would be collected frorf€ identified: increased labour force participation by
employed labour over the period of the agreement. f&males, which allows a reduction in tax rates, and
commitment is then given to cut the amount that ignProved productivity in the government sector.
planned to be taken. It is for the Finance Minister to

determine how this is to be achieved, i.e. the combind@bPle 46 also contains the results of an experiment
tion of changes in tax rate, band and allowances to Bvolving increased labour force participation by
the required outcome. In contrast the Forfas documéfimales. As with the other experiments the starting point
suggests that ‘a target of taxation to GNP of 35% bi§ our baseline. Increases in female labour force partici-
2010 would make clear the implied relative shift ofation have been dramatic in recent years (going from
resources towards the market sector of the economy3%&4 % in 1990 to 38.6% in 1996). This is largely due to
the main driver of economic growth’ (Forfas (1996)the baby boomers entering employment where the labour
pp. 37-38). In relation to the personal income tax th@arket behaviour of males and females is similar. There
report calls for 80% of all taxable personal income to bill exist significant differences in the labour market
liable at a standard 25% rate (in comparison to 26 % aftachment of older male and female workers. Virtually

the time of publication) with the remainder taxed at 40 %l the spouses of working heads of households who are
(compared to a higher rate of 48% in 1996). on home duties are female (as recorded in the 1994

Household Budget Survey). In order to capture this pat-
The various strands of policy identified above do ndern we replace the labour tax profile for females cohorts
even in themselves imply a coherent set of policgged 25 and under in 1995 with the male profile. Three

112



Ireland: EU transfers and demographic dividends

Table 46

Intergenerational impact of labour tax reduction and increased female labour force participation

IPL Present newborns Future newborns Absolute difference
(% of GDP) (1 000 ECU) (1 000 ECU) (1000 ECU)

Labour tax reduction

28.8 -8.7 3.4 12.1

Birth year of first fully Increased female labour-market participation
assimilated cohort

Assimilation of labour tax payments and social welfare receipts

1970 -141.6 13.1 -46.5 -59.6
1995 —-86.8 131 -235 -36.5
2020 -60.4 4.4 -195 -24.0

Assimilation of labour tax payments only

1970 -147.4 13.7 -48.3 -62.0
1995 -90.2 13.7 -24.2 -38.0
2020 -62.7 4.8 -20.1 -24.9

Baseline (r = 0.05, g = 0.015)

scenarios are recorded in the table. In the first, immedi- fraction of the full male profile. Second we have
ate assimilation for female cohorts 25 (born in 1970) arignored income effects that might impact on the partici-
younger is assumed. The other two scenarios investigai@ion of men — on average middle-aged men with
a more gradual assimilation so that it is only newbomworking spouses might consume more leisure than their
females in 1995 that are fully assigned the male tax prfathers. In spite of the reservations as noted the magni-
file, or full assimilation does not occur until the cohort ofude of absolute difference in newborn accounts is likely
female newborns in 2020. Further, we distinguish thi® be significant.
case in which the labour tax and social welfare profiles
were adjusted from a scenario which confines adjusthe final aspect of this set of experiments relates to effi-
ment to switch to the male labour tax profile. ciency gains in the government sector. One of the advan-
tages of the demographic ‘window of opportunity’ is the
The results are quite dramatic even when we phase fability to plan for changes impossible to make in the
adjustment up to 2020. Intertemporal public liabilitieshort term. Adjustment in government sector employ-
fall to approximately — 60% even when social welfarenent practices is a prime example. Significant increases
profiles are also adjusted. The message here is tliatgovernment expenditure have, in the past, been asso-
increased labour force participation by females, the wayated with increased government sector employment.
modelled here, could more than adequately fund — in &hese have literally been jobs for life in that pensions
intergenerational balance sense — the tax reductiongre not funded. Downward adjustment of the stock of
contemplated in the upper part of Table 46. employment is costly except that it is done through nat-
ural attrition with partial replacement.
The above comparison of Tables 42 and 43 gave ade-
quate grounds for expecting this effect. However, thefEhe Irish government sector has, in recent times, been
is a caveat that we should enter. For one the increasmimmitted to a strategic management initiative. Produc-
participation now being observed by young females mdiyity gains are at the core of this strategy. In addition
not be maintained at the same level over the lifetimecope for special pay increases above the national norm,
Hence the female labour tax profile might best be setas agreed in Partnership 2000, require productivity
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improvements. In this experiment we model productivicohorts might appear to be hurt on the basis of the

ty improvement in the government sector. This is dorgccounts. However, the idea is that the service level of

by setting g = 0 for non-age-specific government spenthe government sector is maintained so that living

ing, the idea being that service remains constant but tbehorts are not experiencing a reduction in utility from

unit cost falls. In Table 47 we present results for thighis source. To fully get the flavour of this experiment

experiment where we vary the year in which the produene should consider the change underlying Table 46 in

tivity improvements are exhausted. For example, theonjunction with the modelled productivity gains.

2005 row involves setting the growth of non-age related

government transfers to zero until 2005 and then returihe experiments in this section should be seen as com-

ing it to 1.5% thereafter. plimentary. Tax reduction strategies appear both at the
national and European policy level. Here we use genera-

Intertemporal liabilities are reduced significantly evenional accounts to identify complementary policy or mar-

when the productivity improvements cease in 200&ket behaviour changes that could achieve the tax reduc-

Productivity gains of this magnitude over this periodion strategies while maintaining generational balance.

would result in benign changes in intertemporal debt that

would match the deterioration that would arise from pur-

suing the objectives as set out in ‘Shaping our future’. 8.6.  Conclusion

The caveat to be entered here concerns the measureniaw® factors combine to yield the result that Ireland is in
of productivity gains in non-marketed services. This taggenerational balance: the relative youth of the population
is notoriously difficult. Our approximation here is likelyand the relative lack of generosity, at least in relation to
an upper bound. In Table 47 we have experimented witgtirement (even supposed earnings uprating of benefits,
different termination dates for productivity gains. Wewhich is in contrast to current practice), of the transfer
could also set §§¥%<g, but greater than zero. Here wesystem. In respect of the latter Ireland has maintained a
could ask, for a given terminal date, what would be thaid-60s retirement age and State pensions are not direct-
required productivity improvement in order to changdy income related. The conclusion in regard to genera-
intertemporal public liabilities by a given amount? tional balance appears robust to different specifications
for the discount rate, the rate of productivity growth and
Finally there is a shortcoming with the assignment ofariation in the pattern of migration.
impact on individuals. We have measured lifetime pay-
ments where non-age-specific government expenditufée challenge for Ireland comes in the form of its matur-
is assigned as a transfer. As the consequence the redng-relationship with the European Union. The emerging
tion in g shows up as a fall in transfers, which because @onomy that joined the EEC in 1973 is now the fastest
the benign change in intertemporal public liabilitiegrowing developed country. It is converging on the EU
rebounds as a benefit to future generations. Livingverage in relation to income levels. While the extent of

Table 47

Intergenerational impact of increased public sector productivity

Return to growth adjustment IPL Present newborns Future newborns Absolute difference
of non-age-specific transfers in (*) (% of GDP) (1000 ECU) (1000 ECU) (1000 ECU)
2000 -345 -1.4 -15.7 -14.3

2005 -64.0 2.0 -24.7 -26.8

2010 -87.4 4.7 -318 -36.5

2015 -105.5 6.7 -374 -44.1

2020 -1195 8.2 -41.7 -49.9

2025 -130.2 9.4 -45.0 -544

2030 -138.4 10.3 -475 -57.8
Infinity -163.4 12.4 -55.8 -68.2

(%) Until that year zero growth of per capita government spending; Baseline (r = 0.05, g = 0.015).
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national infrastructure, particularly in relation to trans{although environmental taxation and charges for envi-
port, still lags the richer EU countries there has been sigghmental services may eventually grow in size), there is
nificant investment arising from the Structural ancé daunting challenge to maintain generational balance
Cohesion Funds. The expectation must be of less geneven in benign demographic circumstances.
ous transfers from the EU budget in the future. We saw
that this change, ceteris paribus, was sufficient to credtes possible, as we saw, for such budgetary imbalance
imbalance in the generational accounts. to be avoided through increased female labour force
participation and increased government sector productiv-
When the foregoing is combined with a desire — anitly. Both of these will be achieved to some extent.
indeed nationally agreed commitments in respect of pafowever, in a corporatist environment it is desirable that
sonal taxation — to reduce taxation without the immedsuch changes be explicit pre-conditions in future agree-
ate prospect of significant new revenue sourcesents.
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9. ltaly: high public debt and
population ageing

Daniele Francolj and Nicola Sartor?, ()

9.1. Introduction reformed. Budgetary procedures have been revised.
Public employment has been reduced. The fiscal respon-
Since the 1980s, concerns over the Italian fiscal poliggybilities of regional and local authorities have been
have mainly been of a macroeconomic nature. From tirecreased. Public companies have been privatised. But
mid-1980s onwards, stabilisation of public-debt-to-GDMurable fiscal consolidation requires further policy
represented the main fiscal policy target, finally reacheattion. The reform of the pension system, which absorbs
in 1995. The pace of fiscal consolidation was accelera-large share of social protection expenditure and is par-
ed in the second half of 1992, following the exchangtcularly affected by population ageing, is at the core of
rate crisis, and in 1997 in order to fulfil the Maastrichthe adjustment of Italian social policies to new demo-
fiscal criteria. In 1997 the primary surplus rose to nearlgraphic, economic and social conditions. Although pre-
7 %; the deficit declined to 2.7 % of GDP. These resultgent expenditure trends are not dramatic, further reforms
allowed Italy to participate in the euro area from thare required to prevent increases in compulsory social
launch date in 1999. contribution rates and general taxation levels and to pro-
vide resources to meet the increasing demands on the
The future budgetary policy framework is defined by theublic finances stemming from demographic trends and
Stability and Growth Pact. The commitment to achieve @hanges in the structure of households. The reform of the
close to balance structural budget requires Italy to rumelfare system is currently on the agenda of the Italian
extremely high primary surpluses. Present generationsgifvernment. The relative generosity of the pension sys-
Italian citizens will have to pay higher taxes and receiviem and the minor role played by unemployment com-
lower benefits, in terms of GDP, than the citizens of mogtensation and family allowances renders young and
other EU countries. Achieving a budgetary position clodarge families particularly vulnerable. Means-tested
to balance will provide Italian government with margingoverty relief will be experimented in some municipali-
of flexibility to run stabilisation policies in a setting inties to evaluate the feasibility of their extension at the
which monetary policy and the exchange rate will beational level.
managed at Community level. Moreover, it will gradual-
ly reduce the debt ratio and mitigate the repercussionsTie need for tighter expenditure control is strengthened
any increases in interest rates on the public finances.bg revenue trends. Growing economic integration and
addition, reducing the debt will put Italy in a strongefactor mobility facilitate the transfer of taxable activities
financial position to cope with the period of most acutéo countries with lower tax rates. This deterioration in the
population ageing and the associated decrease in intetest base can be accentuated by tax competition.
payments will compensate for the expansionary effeckdoreover, in view of the large number of self-employed
of spending on pensions and health care. workers and small companies, which makes it particular-
ly difficult to assess some taxable income accurately, a
Over recent years the pension system and the natioh#h level of taxation places a particularly heavy burden
health insurance system have been substantiaby some categories of Italian taxpayers and causes sig-
nificant distortions in the allocation of resources. A
reduction in tax rates is essential to reduce tax evasion
() Banca ditalia, Sevizio Studi, Roma. and allow Italy Fo be gompetltlve in an _mcreasmgly inte-
(® Universita di Verona, Verona. grated economic environment. The adjustment of the tax
(® The authors wish to thank Karen Feist for excellent research assistantshipégrydstem to these new objectives was started in 1997 with

Bernd Raffelhiischen for helpful comments on an earlier draft of the paper: K . .
The usual disclaimer applies. the implementation of several tax reforms aimed at

117



Generational accounting in Europe

reducing distortions in corporate finance and the use bf the late half of the 1980s Italy probably lost the last
the factors of production and increasing the fiscal autoohance of implementing a gradual fiscal adjustment pol-
omy of lower levels of government. icy. It also missed the opportunity of stabilising the debt-
to-GDP ratio without necessarily achieving high primary
The present study is aimed at assessing the intergeserpluses. In spite of favourable macroeconomic condi-
rational sustainability and equity of fiscal policy intions (the reverse oil-shock, allowing government to
the light of the results of generational accounting asbsorb the fall in the price of oil products with tax
originally developed by Auerbach et al. (1991, 1992)ncreases), the success of fiscal consolidation policies
Particular attention is paid to the long-run effects of theas limited. The achievements of the period appear
recent pension reform and to the gloomy prospectather modest when account is taken of the fact that bud-
caused by the demographic scenario. The study is orggetary measures of a temporary nature (anticipating rev-
ised as follows. The next section presents a briehues, deferring expenditures, increasing tax credits) sig-
overview of the recent trends in fiscal performancaificantly contributed to the improvement in the primary
Sections 9.3 and 9.4 discuss the main sources of imbb&lance (Sartor, 1998b).
ances in intergenerational equity, namely the mandatory
pension scheme and the demographic prospects. Sectitwentually, the process of correcting the imbalances
9.5 reports baseline results and sensitivity analysis a€celerated considerably under the rising pressure of
generational accounting, while Sections 9.6 and 9ékternal constraints. The first occasion occurred in the
highlight respectively the results of alternative immigrasecond half of 1992, with the exchange rate crisis. The
tion scenarios and transitions to the new public pensidmoming financial crisis induced the government to take
scheme for employees. Finally, some conclusions av@precedented corrective action. In order to curb the
presented in Section 9.8. deficit expected for 1993, expenditure cuts and revenue
increases amounting to nearly 6% of GDP were imple-
mented. Structural measures were also adopted to atten-
9.2. Recent developments in fiscal uate the expansionary trends in the major expenditure
performance items. The pension system was eventually reformed after
the long inconclusive debate of the 1980s (cf. Section
The root of current Italian budgetary problems can bk3). The organisation and the financial structure of the
traced to the debt accumulation stemming from the piNational Health Service was reshaped with a view to
mary deficits recorded between 1965 and 1990. Betwedsncentralising decisions and responsibilities. Public
1964 and 1979 government expenditure increased fraamployment rules were reformed; an independent body
30 to 42% of GDP (Franco, 1993). The expansion afas set up to conduct bargaining. Local authority pow-
outlays, which proceeded at a pace similar to that efs of taxation were broadened, while stringent criteria
other European countries, was not matched by revenwere introduced for other forms of local financing.
growth: the ratio of revenues to GDP increased onllthough the budgetary outcomes were still rather unsat-
from 29 to 32%. As a result, sizeable primary deficitissfactory, 1993 represented a turning point in Italian bud-
were recorded from 1965 onwards, with a peak of 8 pegetary performance.
centage points in 1975. The increase in the debt-to-GDP
ratio was moderated by high inflation and negative redlfter the start of the second stage of EMU in 1994, com-
interest rate. pliance with the deficit requirement set in the Maastricht
Treaty has been the second external constraint of para-
Revenues were substantially increased in the early 1988sunt importance for ltalian budgetary targets. The
(to 39% of GDP in 1985), but further expendituregprogress towards the 3% threshold was not linear, with
growth (to 51% of GDP in 1985) precluded the redudhe consolidation process accelerating in 1995 and 1997.
tion of the deficit. The Italian expenditure to GDP ratioThe debt-to-GDP ratio peaked in 1994 at 125% and
which has long been below the average of the other Edéclined thereafter. These results were decisive for
countries, moved above it in 1983. While fiscal consolitaly’s participation in the euro area from the launch date
dation prevailed elsewhere in Europe, Italian imbalancés 1999.
increased even further. In the mid-1980s Italy’s public
finances exhibited much more serious imbalances thadihe process of fiscal consolidation, although successful
those of the other main European countries. in meeting the criteria set for EMU, was less satisfactory
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in some aspects. While over the period 1993—-97 the cqmay-as-you-go funding), in the late 1960s and 1970s they
solidation of public finances was based mainly on redugvere aimed at calming social unrest and supporting
tions in primary expenditure (thus moving in the direcincomes in underdeveloped areds Gince the 1980s,
tion required to produce lasting results), over a longéncreasing pension expenditures, inconsistent with the
time span the adjustment has been primarily reveni@ng-run sustainability of government debt, and the exis-
based (Bank of Italy, 1998). Between 1985 and 1997 tihence of some blatant inequities, have led to the gradual
primary expenditure ratio declined by 1 percentagéghtening of eligibility rules for disability pensions.
point. On the other hand, the revenue ratio rose by Hpwever, the first attempt at thoroughly reforming the
points and reached a peak of 48 % of GDP. In view of thgension system was only made in 1992, in the aftermath
fragmented nature of production in Italy, which makes @f the dramatic exchange-rate devaluation, with the so-
particularly difficult to assess some taxable income accgalled ‘Amato reform’. The second was made three years
rately, a high level of nominal tax rates places a particlater, with the ‘Dini reform’. Both reforms were aimed at
larly heavy burden on some categories of taxpayers agldanging eligibility rules for junior workers and new-
causes significant distortions in the allocation ofomers, in an attempt to hedge the public pension system
resources. against the gloomy demographic outlook. Restrictions
on future benefits applicable to senior workers were
A significant part of the improvement in the primary balminor, under both reforms, being represented by a switch
ance was due to the decline in direct investment afi@m wage to price indexation.
investment grants, in other words to the reduction in the
public sector's contribution to capital formation.The most striking feature of the old mandatory pension
Between 1985 and 1997 direct investments fell from 3§cheme for employees is its generosity and the variabili-
to 2.4% of GDP. Total capital expenditure declined frorfy Of eligibility rules both across and within sectors, par-
6 to 3.5%. More generally, the rise of social spendinicularly regarding seniority pensions. While private sec-

gradually crowded out the other expenditure items. ~ tor workers were eligible for a seniority pension after 35
years, the minimum requirement for public sector

employees varies between 15 and 20 years of contribu-

9.3. Structural reforms: the pension tion. The replacement rate displays some variability as
system well: while fixed at 2% per year for private employees,

the replacement rate decreases from 2.33% (raised to

Table 48 reports the structure of pension expenditurg;> % for employees of local bodies) for the first 15 years
The largest fraction is represented by seniority Old_aﬁg contribution to 1.80% for the remaining contributions
and survivor pensions, totalling 75% of pension expen@" Public employees. Finally, pension benefits were not
diture, or 12.1 percentage points of GDP. The remainifgMPuted on the basis of lifetime eamings, but on the
pensions (whose expenditure totals 3.9% of GDP) apasis of the five highest annual salaries (the last salary
represented by those paid to the disabled, the sick aif§ Public employees).

accident victims, only a minor part being explicitly

devoted to poverty relief. The ‘Amato reform’ of 1992 has gradually equalised the

eligibility rules for public and private sector employees,

The generosity of the Italian pension system, considefS far as seniority pensions and the replacement rate are
able if compared to the situation prevailing in otheFonC?_med' Moreoveg thﬁ bpe”Odd ov”er Wh'cg %ensns]n
countries, is due to the interplay of a high replacemeRENEfits are computed will be gradually extended to the

rate and the possibility of retiring at a relatively low aggntlre working life for both categories. In terms of

because of (i) generous eligibility requirements for olambacroecon?_mlcdeffﬁcts, the tlr?tte_rdngh'ignmg ar;d t_he
age benefits and (i) the provision of the so-calle§PCVE-MENUONE change in he Indexation mechanism

‘seniority pension’, allowing public employees to retire

during middle-age. The relaxation of eligibility rules and

increasing benefits have been a common feature for fayrror a certain number of years, the eligibility criterion for disability pensions

decades (Cf Franco and Frasca (1992) Franco angwas the loss of earning capacity instead of work-disability. While the second
R ; . T criterion depends on the condition of the applicant, the former also depends

Munzi (1996), and Flora (1986)). While initially the  on the overall economic situation. De facto, many of the disability pensions

improvements were maimy aimed at hedging retired represented government subsidies to long-term unemployed. Moreover, the

Ly . . . rather flexible criteria in some areas has transformed the disability pension
individuals against inflation (through the move toward a into a form of political patronage.
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were the main sources of financial effects, as the relezgime, on the other, allow simulation of the future path
vance of private employment (77% of employees)f pension expenditure. While the effects on intergener-
together with the continuity of rules for seniority retire-ational equity and government debt sustainability will be
ment would have allowed most private employees ftitlustrated in paragraph 1.5, the final part of this section
maintain their original retirement plans since many oiill compare the main long-term features of the reform.
the workers affected by the reform would have met the
35 years of contribution requirement for receiving dable 49, taken from Sartor (1998a), reports three groups
seniority pension before reaching the new old-age limitf indexes of pension incidence: the first refers to the rel-
of 65 years. The merits of the reform lie more in equitgtive incidence of retired individuals, while the remain-
and microeconomic efficiency. By removing the priviing two refer to the amount of pension benefits. All
leges previously enjoyed by public employees, the maindexes are calculated with respect to the conditions that
source of inequality and of lock-in effects has beed member of a cohort born in the base-year will experi-
removed from the ltalian labour market. ence during his/her lifetime, and are therefore indepen-
dent of the current population structure. Indexes related
The ‘Dini’ reform of 1995 has completed the overhaul ofo benefits are normalised to the average wage paid in the
the mandatory pension system by abolishing senioriiase-year to a non-graduate male employed in the same
retirement and by increasing the degree of actuarial fafector. All indexes are calculated for eight different indi-
ness to the calculation of pension benefits. Under théduals, each characterised by gender, education (with or
new rules, retirement will be allowed when workers meg¥ithout university degree) and sector (private or public).
one of the following requirements: (i) 65 years of agd;urthermore, the degree of dispersion among the differ-
(i) 40 years of contribution, regardless of age; (iii) 5Nt categories is reported, and the set of indexes is cal-
years of age and 5 years of contribution, with an actugtulated with reference to the representative member of
ial discount applied to benefits. As for the amount dhe cohort as well.
pension, the reform, which will be applied fully only to
individuals entering the labour market in 1995, deterlhe first index, denoted ‘Frequency’ in Table 49, mea-
mines benefits by applying a replacement rate to the coHires the re'zlat'lv'e incidence of retirement d.urmg the life-
tributions paid, negatively related to life expectancf,'me of an individual. The ‘Retirement during Ilfe't|me’
compounded at the nominal GDP growth rate. As a nefjd€x could be compared to the dependency ratio for a
law, the reform to date has produced only a limited popitionary population, as the relative dimension of
tion of its long-term effects. The relative slowness ii§ohorts alive in a given year depends only on the survival
reaching full maturity is due to the very benign transitiof@t€ (). It can be noted that the retirement span is
granted to current workers. In the absence of effecigduced for all categories, except a non-graduate male
observable from micro data, the evaluation of the long&MPloyed in the private sector. As expected, the reduc-
run features of the reform, such as those highlighted witl" 1S 1arger for public employees, particularly for

generational accounting, requires the simulation of a seffmen with dependants, as in the past they were entitled
arate model. to a special early retirement scheme. Overall, the inci-

dence of retirement is reduced by almost 10%. A much

For the current analysis, the methodology developed llﬁ;ger reduction is achieved as far as per capita benefits

Sartor (1998a) has been used. The model is aimed at e&ff ‘?0”09"‘90'- Thi_s point is iII_ustrated by the remaining
mating the average income of a member of a cohort, 0 indexes, referring respectively to the average pen-

well as per-capita income of all individuals alive in alon benefit at the age of 60 and to the net present value

given year (cf. Sartor (1998a) for a detailed descriptio?\f the pension stream. Overall, the reduction in pension

of the model). The first piece of information is needed tBenefits appraximates one third for_ the average pe”s“’f?
simulate the new profiles for pension benefits and sociﬁgned ?t the age of 60. The _reduct|on _rea_ches one half i
security contributions for each representative member lifetime stream of pension benefits is taken into
living cohorts. The second piece of information allows

the observer to simulate the reduction in overall pension

expenditure when the new regime reaches full maturity.

Given the legislated transition toward the new regimey The abolition of real-growth indexing makes the reduction of pension bene-
the combination of old and new pension profiles, on the fits dependent on the hypothesis of per-capita productivity growth.

. Simulations reported in Table 49 are based on a 1.5 % productivity growth,
one hand, and the overall expenditure of a matured while the discount rate is assumed to be 3.0 %.
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account. The reason for this further reduction in the neverall trend, however, encompasses heterogeneous
present value of benefits is twofold. Firstly, fewer yeargamily structures and behaviours, due to regional dispar-
on average, will be spent on pension (the ‘frequendties. Simplifying the matter, Italian families can be clas-
effect’); secondly, the ‘Amato’ reform has abolished thaified into two different groups:
indexation of pension benefits to productivity growt (
Finally, another important feature of the reform is th¢) The ‘Northern’, where: (a) the single child model has
increase in equity across categories. This aspect is sum-been prevalent for a long time (cohorts completed
marised in Table 49 by the degree of dispersion of bene- fertility is currently 1.3) and (b) women, on average,
fits, which shows a halving of the mean absolute devia- have substantially increased the age at which they
tion. While in terms of net present value the greatest deliver their first baby (from 25.4 years in 1980 to
reduction is suffered by public employees (because of 28.4 in 1993).
the above-mentioned ‘frequency effect’ and the abolition
of real growth indexation), their average effective perii) The ‘Southern’, where: (a) 75% of women have two
sion at the age of 60 is not decreased by much, as length-or more descendants, (b) a very limited number of
ening the working period offsets the reduction in their women have only one child, but (c) the proportion of
replacement rate. those without children is larger than in the North. The
contribution of this region to the total number of
.. Italian births has substantially decreased in the last
9.4. Looking into the future: decade for which data are available because of the
the bleak demographic outlook halving of the proportion of women having three or
more children: the latest data on cohort fertility show
The Italian population is expected to experience substan- y5|yes marginally below replacement levels (1.9).
tial changes in its structure and size (Istat 1997a,b). The
most dramatic changes are revealed in fertility rates. Tlgrrently, the causes and consequences of the decline in
total fertility rate has been below replacement sincgtjjity are attracting increasing public attention. Several
1977; currently, having reached 1.3, it is the world'sterpretations have been proposed for explaining recent
lowest. Cohort completed fertility shows that womeReytijity trends, reflecting the multitude of elements (cul-

born since 1948 have less than two children during th§{§ra), social and economic) affecting households’ repro-
lifetime; moreover, cohort fertility is on a continuouslyq,,ctive decisions.

decreasing trend, which is expected to reach a value of

1.6 for women born in 1963. Meanwhile, life expectang, the one hand, demographers point to the conse-
cy at birth is on an upward trend, having almost doubleg),ences of the exogenous change in the social role of
during the first 60 years of the century. women, characterised by a greater equality vis-a-vis
i . men’s role (cf Moors and Palomba (1995)): (i) the
The absolute number of births has dramatically,; easing female labour participation rate, particularly
decreased since the mid-1960s, and appears 10 Ngye , eer-professions, and the consequent need to rec-
remained stable for the last 10 years. The above pattefifiiie work with household responsibilities; (ii) the sub-

represents three Q|ﬁerent phenomena pointing in theitution of ‘quantity’ (the number of children) with
same direction: (i) the number of women without

lity’ i th - it it
descendants has steadily increased; (ii) households _(%ua|y (proxied by the per-capita_expenditures on

4 . Qalth, education and the time devoted to child care);
more than three descendants have declined substantla# P()' the behavioural change displayed by young adults

(i Ln re'cenihye?rs, a:cn 'r:jcr?as'ng Tﬁmbﬁr ?f Vr\ll'cljcrjm?l'nh? they first seek economic independence while living
postponing the time for detivering their irst child- TiSyith their parents and only later forming a new house-

hold (De Sandre et al. (1997)).

- _ . _ _ _On the other hand, researchers adhering to the ‘econom-
() The index is determined by the ratio of the cumulative frequencies of retire-

ment over the cumulated survival rates from age 18 to death. The larger #S Of the family’ suggest that the decline in fertility is

number of years spent as a pensioner, the larger the index. In an extreme geg¢jsed by the development of public pension schemes.
(such as that referring to a disabled individual receiving a pension from tr& .

age of 18 years) the index is equal to one. Note that the index differs from t Cordlng to the theory, generous oId-age government
actual dependency ratio, as the latter measures the ratio of r_etired indiv_idual?nsfersy by providing an effective hedge against the
over the labour force, therefore also depending on the relative dlmenS|on§ . . . . . 7. .
each cohort alive in a given year. ecline in earning capacity, substitute the re-distribution
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from middle-aged children to elderly parents (empirica®.5. The Italian generational accounts
evidence is provided by Cigno and Rosati (1996)).
In order to estimate generational accounts, the 1995 gen-
For the purpose of generational accounting, the baseliaml government appropriation account has been re-clas-
demographic scenario closely resembles the ‘main vasified according to the following methodology.
ant’ of the projections recently published by the Central
Statistical Office (Istat (1997a)). The projection is base9.5.1. Data sources and methods
on the assumption that cohorts’ completed fertility wil
continue its downward trend, until it reaches a stationag)r;'

value of 1.45 for women born in 1975.(According to ) o
annual ‘General report on the economic situation of the

this hypothesis, the total fertility rate will recover from ' (of. Mini del del bilancio (1997
its current lows (1.3) and will reach the steady state vall.ggumry (cf. Ministero del tesoro e del bilancio ( ),

in 2005. In contrast to the Istat projections we assu é"lbleS CN 9, CN 1and CN 5).
only a 1.3 year increase in life expectancy at birth in the - .
next 10 years, i.e. we do not assume an increase of an order to break down the appropriation account's items

er 1.6 years increase in 2005-15. Following Istat (1997ta ra,n'sf[er‘spto housenoldltsh and (ﬁoverﬂn}gn’t‘;onsump-
a net immigration of 50 000 per year is expected. lon-Into. Fensions, neafth care, housenolds kesponsi-

bility’ and ‘Other social security outlays’, data reported

The demographic outlook emerging from the baseling T:bll:e TSdl at:_d C'\é 1’[7 of the ‘Se_nerjllbreport’l \{veret
scenario is rather bleak: after an initial five-year rise (du sed. or education, data were obtained by applying 1o

to immigration), population will shrink from the current'© 1995t?‘99r393te§6't3 relatlvetvye|gh'5[ on ?ovsrnmegt
57.3 million to 44.1 million in 2050 and 26.5 million in SOMNSUMPtion and “sovernment Investment observe

. : 1994 in the ‘Government outlays by programme’
2100. Old-age dependency ratio (e.g. the fraction J)?r -
Italians aged 65 and older over the population aged 1g3geount (cf. Istat (1996(:)’ Tables 2.2 and 2.4). SUbS.'d'?S
64), will increase from the current 25.3% to 57.7% (itgor transfers) to firms were subtracted from gross indi-

peak value) in 2050, decreasing to 52.9% in 2100. Tot&ct taxes, thus assuming the same degree of shifting into
' n{etail prices. Non-age-specific expenditures are deter-

current 32.9 million to 21.0 million in 2050 (correspond-mined as a residual, by subtracting previously mentioned
pending items from total primary expenditures. The

ing to 36 % fewer potential workers) and 12.8 million i . . . : .
2100. total of direct taxes is split between ‘Labour’ and

‘Capital’ income according to their share in GDP.

e general government appropriation account and data
gross domestic product (GDP) were taken from the

e .

s for general government net debt, data were derived
rom Banca d’ltalia (1997) by subtracting gross financial
ssets (Table aD 40) from gross financial liabilities

sharp increase in the elderly dependency ratio, who ztib.le c?? 3).thS|m|IarIy, 'nte't Interest tp;lymet?tts ?re
value will rise by almost 50% in the next 20 years; (ii) jprtained from tne appropriation account by subtracting

prevailing in the long-run, the ‘demographic Vacuumc:apital income from gross payments (Table CN 9 of the

created by the low fertility rate will be filled by immi- Ceneral report).
gration flows far more relevant than those assumed in t[’&e . _

o ) . : ._AS far as population projections are concerned, all data
projections. In the generational accounting simulations

illustrated in the next paragraphs, the effects on pubIV(V;ere provided by the National Statistical Office (Istat).

finances of some variants to the baseline demograp %{E?L (1996b|) ;t)_rov@esl;i;Sta 8” the t|S|zeband CC()er']ipOtﬁ!:IOI’]
scenario will be considered. of the population in . Currently observed fertility

and survival rates can be found in Istat (1997b) and
(1996a) respectively; projections on their future devel-
opments are provided by Istat (1997a).

National Statistical Office, raises two important issue
(i) irrespective of the assumptions about the future fertil
ty trend, the Italian population is bound to experience

Such a scenario, as well as those prepared by $

(*) The remaining two variants mainly differ on the assumptions about the futuge; i i i
trend of fertility rates. According to the ‘high’ variant, cohort completed fer—Flnally' age and gender prof|les were obtained applymg

tility rate recovers to 1.75 children for women born in 1980, and remains coth€ methodology as described in Franco et al. (1994,
stant thereafter. Total fertility rate reaches its steady state level in 2°1§ection 4)_ Most of the profiles are inferred from the

According to the ‘low’ variant, the decrease in cohort fertility stops at the 1. ,
level at the same years as for the ‘high’ variant. Bank of Italy’'s Survey on Household Income and
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Wealth. Per capita tax and contributions, as well abhat per-capita values will increase with productivity
means-tested transfers, were estimated by applyiggowth. Similarly, it is assumed that 1995 per-capita
statutory rates to taxable bases (labour earnings atactes and transfers increase with the rate of productivity
spending), taking into account households’ characterigrowth. The only relevant exception is represented by
tics (cf. Franco and Sartor (1990), Appendix 1l). Data othe effect that the transition towards the new pension
households’ spending are taken from the Nationaégime for employees will produce on per-capita pension
Statistical Office’s survey on household consumptiorbenefits and social security contributions payments in
As for pensions, profiles consistent with the reform leghe years to come. The reason for ignoring the effects of
islated in 1995 were obtained from the simulation modéhe reform on the self-employed is twofold: (i) their pen-
described by Sartor (1998a). The age profiles for healion benefits represent a small fraction of total pension
expenditure were obtained from hospital and ambulatogxpenditures (6.2% in 1995 — Table 48); (ii) the reform
care utilisation profiles and from pharmaceutical cons expected to offset the expansionary effects that the
sumption profiles, as described in Franco (1993). Famcrease in benefits enacted in 1990 would have other-
education, profiles were obtained using the data on thése produced in the years to come.
Ministry of Education’s expenditure per student in each
educational level from infant school to university. As for the macroeconomic scenario, a 1.5 productivity
growth and a 5.0 real interest rate represent the baseline.
The results are presented in Table 48, the largest revembile such a scenario ensures full comparability with
and expenditure items being represented respectively the remaining country studies, it should be noted that the
social security contributions and by pensions. Overaihterest rate assumption is somewhat larger than the rate
social security contributions yield revenues slighthcurrently paid on new government bond issues. Finally,
smaller than total direct taxes, while pensions exceed hggregate tax and transfers are allocated to the represen-
far the remaining expenditure items (non-age-specifiative male and female of each Italian generation with
expenditures and net interest payments representitig help of the relative age-gender profiles estimated by
respectively the second and third largest items, both hawanco et al. (1994) and Sartor (1998a). Note that, as
ing a similar size). For the purpose of generation@ompared with previous generational accounting studies,
accounting, fiscal policy measures legislated after 19%ge-and-gender profiles are applied not only to living
have not been incorporated, although more favourabledgenerations, but also to future generations, according to
the future fiscal policy outlook. The future path of nonthe methodology described by Raffelhtischen in Chapter
age-specific expenditures has been projected assumihgf this issue.

Table 48
Public receipts and expenditures in Italy — generational accounts’ aggregates
(1 000 ECU)
Receipts Expenditures
Labour income taxes 88.8 Pensions (%) 136.5
Capital income taxes 39.0 of which:
Indirect taxes 85.7 Seniority, old age and survival (?) 102.0
Social security contributions 124.8 Health insurance 48.7
Seignorage 1.9 Households’ responsibility 4.6
Other revenues 28.8 Other social security 8.9
Deficit 58.5 of which: Unemployment benefits 4.1
Education 41.2
Government consumption 95.7
Net interest payments 91.9
Total 427.5 Total 427.5

() Including lump-sum allowances (severance pay benefits).
(3 Excluding disability benefits paid to individuals eligible for old-age pensions.

SourcesEstimates based on Ministero del tesoro e del bilancio (1997) and Sartor (1998a).
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Table 49

Indicators of the Italian mandatory pension scheme for employees.
Old-age and seniority pensions for employees

Private
sector

General
government (®)

Overall (9)

Males

Females

Males

Females

Mean absolute deviation

non-graduates

university
graduates

non-graduates

university
graduates

non-graduates

university
graduates

non-graduates

university
graduates

Frequency

Average effective
pension at 60 ()

Net present values

Retirement
during
lifetime (?)

Before
‘Amato’

0.33

0.35

0.43

0.43

0.49

0.47

0.53

0.54

0.41
0.06

‘Dini’

0.35

0.33

0.40

0.38

0.34

0.33

0.39

0.38

0.37
0.07

Retirement
over work (®)

Before
‘Amato’

0.49

0.64

0.77

0.86

1.01

1.23

1.46

0.72
0.34

‘Dini’

0.73

0.59
0.14

Before  ‘Dini’
‘Amato’
2.57 1.58
3471 .65
1.96 1.33
1.95 1.19
1.34 1.30
1.70 1.28
191 1.29
1.65 1.33
2.16 1.43
0.62 0.29

‘Dini’

18.50

32.76

14.42

20.58

17.92

23.14

17.56

19.41

17.44

Pension (d) Lifetime
earnings (9)

Before ‘Dini’ Before
‘Amato’ ‘Amato’
2.93 1.66 20.01
7.02 291 35.39
2.61 145 15.07
4.22 2.02 21.67
3.06 151 16.62
5.05 1.99 21.43
4.68 1.67 17.49
4.68 1.94 7.48
3.23 1.63 18.09
1.54 0.48 5.60

5.23

(3 Ratio of cumulative retirement frequencies to the cumulated survival rates between age 18 and age 90+.
(°) Ratio of cumulative retirement frequencies to cumulative employment frequencies.
(°) As a ratio to the average salary earned in the base year by a male employed in the same sector with seniority lowgzaran five
(9 Based on mortality rates observed in the base year and a 3% real interest rate. Also see“footnote (
(®) Average seniority at early retirement based on data reported by Pandimiglio (1990).

Source:Sartor (1998a).

9.5.2.
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Baseline findings and sensitivity analysis

(ECU 1 =1ITL 2 107.2) to the Italian general government
during his/her lifetime. As individuals age, their relative
Table 50 reports generational accounts for cohorts rar@@sition vis-a-vis the government changes: from the age
ing from age 0 to 100 years in the 1995-base-year. Th&45 onwards, individuals receive, on balance, net trans-
first column of Table 50 shows future total net paymenfers. At middle-age, the effect is mainly due to discount-
to the government for the average (e.g. non-gender-sjpeg, as individuals approach the age at which the most
cific) representative Italian, while the second and thircelevant transfer programme is received — notably pen-
columns report the generational accounts for represensens. From the age of 60 onwards, the above effect is
tive male and female living generations. If the curreneinforced by retirement (the effect is to substantially
fiscal policy remained unchanged, each 1995-newbotower social security payments), and by the relevance of
would be expected to pay, on average, ECU 11 O0tealth-care programmes for aged individuals.
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Table 50

Generational accounts, Italy

(1 000 ECU) (*)

Generation’s age in 1995 Average Male Female
0 11.0 34.2 -13.6

5] 25.9 53.6 -31
10 56.2 89.1 21.9
15 98.8 138.2 57.6
20 122.2 167.7 75.0
25 119.4 168.9 68.6
30 97.3 148.9 45.0
35 65.0 116.3 13.3
40 11.8 58.1 -34.1
45 -27.3 135 -67.6
50 -69.2 -36.3 -101.3
55 -110.9 -88.7 -1321
60 -143.8 -132.6 -153.9
65 -157.1 -151.5 -161.9
70 -151.4 -148.2 -153.8
75 -130.2 -127.6 -131.9
80 -101.9 -99.5 -103.4
85 -76.2 -743 -77.2
90 -555 -555 -555
95 —-38.8 -41.1 -38.1
100 -14.6 -15.4 -14.3
Increase in all taxes, future (%) 53.2 - -
Future generational account 76.8 111.3 40.4
Absolute difference 65.8 77.1 54.0
IPL (% of GDP) 107.3 - -

(*) Present 1995 value; baseline (r = 0.05, g = 0.015).

The above figures, however, encompass remarkably difve generosity of Italian survivors’ pensions. As a con-
ferent gender-specific situations. While men are net pagequence, also the break-even age (viz. the age at which
ers (the net-present 1995-value of future taxes reachipgople become net receivers) differs according to gen-
ECU 34 200), women benefit, on average, from a neer. While men, on average, break even at the age of 50,
government transfer (corresponding to ECU 13 600)vomen reach the same stage a decade earlier.

The reason for this sharp quantitative difference lies in

the relatively low female participation rate in the labouTable 51 illustrates the generational accounts for average
market: while 95% of men aged 25 to 39 years descrilfe.g. non-gender-specific) Italian citizens, as they dis-
themselves as active, the percentage drops to only 5p¥ay the breakdown of the accounts into the main tax-
of women in the same age group. The lower female pdransfer programmes. In terms of relative size, it is worth
ticipation rate implies lower labour income taxes andoting that generational accounting changes the ranking
social security contributions. For a male newborn, th@mong the different tax and expenditure items as com-
sum of the net present 1995-values of the above two g@ared to conventional accounting (contrast the results for
ernment receipts exceeds by ECU 47 400 the amoumthewborn citised — the first row of Table 51 — with
that a newborn female will pay in her lifetime (in relativeTable 48). This is entirely due to discounting. The most
terms, males pay, on average, 88 % more taxes basedstiiking effects can be seen on the benefit side. Public
labour earnings). At the same time, non-active womesducation and non-age specific expenditures by far out-
are entitled to many government programmes, such lay pensions (the first approaches ECU 43 400, while the
health care and survivors’' pensions. In the case of pesecond is 14 000). In the case of education, the benefits
sions, the net present value of transfers is larger faffect individuals during the first two decades of life,
women, notwithstanding the lower labour participationvhile pensions are received in the years following the
rate, because of the longer life expectancy and the refdth decade. Only in the 20 years following the age of 25
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does generational accounting display the same rankiagiount of net taxes that would exceed those paid by a
of the various revenue and expenditure items as the amawborn by ECU 65 800. In other words, while a 1995-
observed under conventional accounting. newborn can expect to pay ECU 11 000 of net taxes,
future generations will have to pay ECU 76 800.
The long-term sustainability of the 1995 fiscal policy, aEnsuring long-term government debt sustainability
well as the degree of intergenerational equity, can bleerefore requires either future expenditure cuts, or tax
appreciated with the help of the indicators described increases or some combination of the two measures. In
Chapter 2. In particular, reference will be made to théhe case of revenue increases, Table 50 shows that a
intertemporal public liabilities (IPL, cf. equation (6) in53.2% increase in all taxes paid by future generations
Chapter 2) and to the tax change for future generation®uld balance the intertemporal budget constraints.
needed to ensure government debt sustainability if enttowever, due to the dissimilar gender-specific participa-
tlements are kept constant at their 1995 values (cf. equin rate in the labour market, the above average per-
tion (7) in Chapter 2). These indicators are reported oentage rate subsumes much larger absolute net-tax
the second part of Table 50. increases for men, whose payments rise from ECU
34 200 for the current newborns to ECU 111 300 for the
If the 1995 fiscal policy stance remained unchanged, thborn.
IPL would be 107.3% of GDP. Because of the existence
of future liabilities not reported under conventionalAn alternative, and more equitable policy would require
accounting, the intertemporal public liabilities turn out tsedetermining tax and spending policies for current as
be 1.4 percentage point higher than outstanding (aell as future generations, thus abandoning the commit-
explicit) debt. Note that under a no-reform scenario th@ent to constant entittements for living Italians. Under
IPL would be equal to 181.4% of GDP. Long-term delthis hypothesis, a 9.7 % increase in all taxes paid would
sustainability would require future generations to pay dme sufficient to restore generational balance and to

Table 51

Composition of average generational accounts — Italy

Tax payments Transfer receipts

Generation’s Labour  Capital  Indirect  Social  Seignorage Pensions Health Household  Other social Education Non-age-specific

agein 1995  income  income taxes  insurance insurance responsibility  security expenditures

0 29.1 115 33.8 48.8 0.6 14.0 16.3 14 2.7 43.4 35.1
5 34.5 13.6 38.2 57.8 0.7 16.6 17.1 1.7 3.1 45,9 34.6
10 40.9 16.1 43.4 68.5 0.8 19.6 18.1 2.0 3.5 36.3 34.0
15 47.9 19.1 49.2 80.8 1.0 23.3 19.3 2.4 4.0 17.0 33.3
20 52.1 21.6 52.8 89.2 1.0 28.3 20.5 2.8 4.5 6.0 325
25 53.2 22.4 51.3 88.3 1.0 35.7 215 2.8 4.6 0.6 315
30 51.4 22.3 46.6 81.0 1.0 447 22.6 2.7 4.5 0.0 30.5
35 47.2 21.8 41.3 69.0 0.9 55.6 235 2.4 4.5 0.0 29.2
40 41.9 20.5 36.2 52.0 0.9 81.0 24.5 21 4.5 0.0 27.8
45 36.3 18.5 31.4 38.6 0.8 95.3 25.3 17 4.5 0.0 26.0
50 29.5 16.3 26.7 24.9 0.7 111.5 25.8 14 4.6 0.0 24.1
55 22.4 13.8 22.6 11.7 0.6 128.7 25.7 1.2 4.5 0.0 219
60 16.4 11.4 19.0 2.0 0.5 144.0 25.0 11 35 0.0 19.5
65 12.3 8.7 15.8 0.1 0.4 150.8 23.4 1.0 2.3 0.0 17.0
70 9.4 6.3 13.5 0.0 0.4 143.1 21.0 0.8 1.6 0.0 14.4
75 6.8 4.4 11.4 0.0 0.3 121.6 17.8 0.7 1.3 0.0 11.7
80 4.7 2.9 8.8 0.0 0.2 93.8 14.1 0.5 1.0 0.0 9.0
85 3.0 1.9 6.6 0.0 0.1 69.3 10.6 0.4 0.8 0.0 6.7
90 1.9 1.3 4.8 0.0 0.1 50.1 7.7 0.3 0.6 0.0 4.9
95 11 0.9 3.3 0.0 0.1 34.9 5.4 0.2 0.4 0.0 3.4
100 0.3 0.3 1.2 0.0 0.0 13.0 2.0 0.1 0.1 0.0 13
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ensure that government debt remains on a sustainafiist, it is assumed that there is no outstanding debt at all;
path. However, since the mid-1980s all Italian governinder the second one, while keeping government debt at
ments have committed themselves to avoiding tats currently observed level, it is assumed that the size
increases. An alternative measure of fiscal tighteningnd composition of the Italian population will be equal to
consistent with the above policy guidelines, is represerittie base-year for all future periods (a situation that
ed by the percentage change in all pension benefits foould be relevant if and only if the current Italian popu-
current as well as future generations needed to restdméon were at its stationary level). As compared to the
balance. Under this hypothesis, generational balanbaseline situation, the reduction in generational imbal-
could also be achieved by a 19.8% cut in all pensionsance is far greater under the ‘constant population’
hypothesis than under the ‘zero debt’ scenario. On the
The sources of the generational imbalance can be idemie hand, debt sustainability would be consistent with an
fied by means of a sensitivity analysis, whose results aECU 47 500reductionin lifetime net payments under
summarised in Table 52. the unchanged demographic scenario, thus showing that
the current stance of fiscal policy would impose an
Contrary to expectations, the large outstanding goveraxcessive amount of taxes upon future generations were
ment debt does not represent the major source of fisd#l95 population at its stationary level. On the other, zero
tightening. To appreciate the above statement, it is uggevernment debt would require no significant changes to
ful to compare the results of two experiments: under thke 1995 fiscal stance, as future taxes should be

Table 52
Sensitivity analysis, Italy
(1 000 ECU) (*)
Productivity growth (%) 1.0
Discount rate (%0) 3.0 5.0 7.0
Difference in the accounts of 56.1 69.1 83.3
future and current newborns
Productivity growth (%) 15
Discount rate (%) 3.0 5.0 7.0
Difference in the accounts of 51.4 65.8 79.2
future and current newborns
Productivity growth (%) 2.0
Discount rate (%) 3.0 5.0 7.0
Difference in the accounts of 44.1 62.7 75.4
future and current newborns
Population projection Constant population Baseline Increasing
structure assumptions fertility
Difference in the accounts of - 475 65.8 55.0
future and current newborns
Population projection Constant population Baseline Increasing
and zero debt structure assumptions fertility
Difference in the accounts of -105.2 0.8 19
future and current newborns
Population projection Constant population Baseline Increasing
structure assumptions fertility

Percentage change needed

to restore generationalal balance:

- All taxes -6.9 9.7 9.4
— All pensions 19.8 -19.8 -19.7

(*) 1995 value unless otherwise specified.
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increased by a modest ECU 800. In other words, mostAf major consequence of the ongoing demographic
the ECU 65 800 increase in all taxes needed under ttlgange is represented by the significant decline in the
baseline scenario to ensure intergenerational sustainakabour force. The relative scarcity of labour, particularly
ity would be required to offset the negative effects thatf blue-collar workers, has already induced some firms
the dreary demographic scenario would produce on pulo-recruit foreign workers. This scenario is unprecedent-
lic finances via increased spending on the elderly aradl in the Italian economy, as in the first half of this cen-
reduced revenues from the labour force. tury Italy was characterised by net emigration. The
unprecedented phenomenon of immigration is currently
Table 52 also reports the main findings of sensitivity source of public concern, some citizens being in favour
experiments with respect to alternative macroeconomgs a limitation of the number of inflows. However, satis-
scenarios, in terms of the difference in the accounts gfing the labour shortage in certain segments of the

current and future newborns. As for the remaining CoUMlabour market may well de facto Supersede citizen resis-
try studies, the effects of the combination of three pregnce.

ductivity growth rates (1, 1.5 and 2%) and three real
interest rates (3, 5 and 7 %) are applied to the Italian cageorder to evaluate the consequences on public finances
The difference in generational accounts is reduced tbé a relevant immigration flow, a scenario based on an
higher the growth rate and the lower the interest ratmflux necessary to keep labour force constant at its 1995
Considering the nine scenarios, the mean difference level has been developed (endogenous migration sce-
accounts is ECU 65 200, with a standard error of EChlario). (Alternatively, the scenario can be viewed as a
4 400 (corresponding to 6.7 % of the mean value). Theugh approximation of the consequence of an increase
difference between the most favourable scenario (rin the labour participation rate of Italian citizens —
3%; g = 2%) and the least favourable (r = 7%; g = 1%kcall that the female participation rate is considerably
is significant: from ECU 44 100 (corresponding to ondéow). While over the next six years 50 000 immigrants
third less than the baseline case) to ECU 83 300 (aould ensure a constant labour force, after 2001 the
26.6 % more than baseline). However wide, the degreeioflow progressively exceeds this baseline number and
dispersion of the results is much smaller that that causeduld reaches a peak in 2033 with 625 000 immigrants.
by demographic changes. For this reason, the next t@&enerational accounting shows under this migration sce-
paragraphs will explore in more detail the combinedario the degree of generational imbalance would be sig-
effects of alternative demographic scenarios and transificantly reduced. The absolute difference in net taxes
tions to the new pension system. paid by the newborns and the unborn amounts to ECU
15600, i.e. ECU 50 200 less than for baseline while gen-
. erational balance requires a modest 3.3% increase in all
9.6. The effects of alternative taxes. Alternatively, generational balance would be
demographic policies restored by, for example, a 7.3% cut in all pensions; a

) L ! _ reduction that could easily be achieved.
From the preceding analysis it is clear that fiscal policy

imbalance is mainly due to the demographic scenario.

Among the three scenarios recently prepared by ti®7. Alternative transitions to the new

National Statistical Office, the baseline projection dis- pension system

cussed in this paper is based on the ‘main variant’. More

favourable demographic outlooks would reduce, albelthe generational accounts illustrated in the previous
minimally, the degree of generational imbalance. If thparagraph are based on the estimate of the legislated
Italian population develops according to what théransition to the new public pension system. To appreci-
Statistical Office defines as the ‘high fertility’ scenarioate the long-run differences between the new pension
characterised by a gradual increase of cohort completesjime and the old one (viz. the one prevailing before the
fertility rates from current values to 1.76 in 2015, the dif1993 ‘Amato’ reform), Table 53 reports the generational
ference in the accounts of future and current newborascounts that would be observed in 1995 if, at that time,
will be reduced by ECU 10 800 (Table 52). Generationdlhe two regimes were fully mature. For a newborn, the
balance would be restored by a 9.4% increase in alifect of the reform is to decrease the net present value
taxes, an amount only marginally lower than the 9.7 %f pension benefits by ECU 7 000 (corresponding to a
increase required under the ‘main variant’ (or baselineut of one third of what he/she would have received
hypothesis. under the previous regime) and to increase social securi-
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ty contributions by ECU 3 800. Note that the latter effedhe unborns to ensure government debt sustainability.
is due to the longer period spent working, and not to raldne latter, in turn, would have been determined by cal-
increases. As the above values are reduced by the effegiating the amount of per-capita net taxes that would
of discounting, it is also worth considering the reductiorqual the sum of government debt outstanding in 1995
in the net present value of benefits at the age of 55, whand the net present 1995-value of future non-age-specif-
individuals, on average, approach the age of retiremeitt.expenditures (cf. Chapter 2.2). This is tantamount to
At that age, the absolute size of pension cuts are mugoring the medium-term path of government debt from
larger, totalling almost ECU 40 000. the base-year to the time of death of the youngest cohort
alive in the base-year (the 1995 newborns).
If the new pension regime were fully matured, the degree
of generational imbalance would be the opposite of whés, by assumption, base-year entitlements are applied to
emerges from the baseline case. Debt sustainabil@yl living generations, and if these entitlements are incon-
would require a reduction in all taxes paid by future gersistent with government debt sustainability, the size of
erations of 22.7%. Under these circumstances, futug@vernment debt in the years to come would diverge
generations would benefit, on average, from a net trarf§om the base-year level, thus requiring a different
fer of ECU 17 200, as opposed to the ECU 11 000 of namount of net taxes from future generations.
taxes that current newborns would pay during their life-
time under present entitlements. In this case, intergend’€ methodological adjustments presented in Chapter 2
ational balance would be restored by a 4.1% cut in d&ermit an explicit consideration of the effects of the tran-
taxes paid by current as well as future generations (or 8i§on, by applying current entittlements to future genera-
11.5% increase in all pensions). On the contrary, in th#@ns and then determining the change in net taxes need-
absence of any pension reform the degree of fiscal pofid to ensure government debt sustainability. These
cy imbalance would be much larger compared to bas@djustments are of special relevance to the lItalian case,
line. Debt sustainability would require, in this case, 85 they allow the observer to evaluate the effects of the
92.8% increase in all taxes paid by future generatiof@nsition to the new pension entitlements and to simu-
who, on average, would have to pay ECU 111 400 mol@te the effects of alternative paths.
in net taxes (ECU 45 600 more than the increase needed ) ) ) )
under the baseline case). In this case, intergeneratioR8€_Much-discussed pension reform was legislated in
equity would require a 16.7% increase in taxes paid 95. Before passing the law, the most heated political

all generations (or a 30.6% cut in present and future p obate concerned almost exclusively the issue of entitle-
sion benefits). ments to individuals already retired and those currently

employed, thus confirming the public-choice view about

The net effect of the reform on the long-term intergenepf'e political relevance of the financial effects on voters

ational sustainability of public finances can be apprecia®f the rules applied to the newcomers. Among econo-

ed by making reference to the IPL figures. If the pensidHiStS' it is widely held that the transition could have been
reform were not legislated, intertemporal liabilitiegOre equitable toward the different cohorts and more
would amount to 181.4% of GDP. Under the Iegislatek'i‘c's've in reaching maturity. The legislated transition is

transition, it is equal to 107.3% (Table 50); if the pengxtremely generous not only toward those already retired

sion reform were fully mature in 1995, the intertemporaflug_sc_:dath?d by tlhe rzfgrm) but also with respect to some
financial balance of the Italian public sector would turpiciviauals employed in 1995.

into netassetequal to 45.8% of GDP. It is worth notin _ " S
a > g Inder the legislated transition, all individuals employed

that for all the above three cases, conventional debt fi# .
1995 are allowed to retire under the old rul®s (

ures — by referring to outstanding liabilities only — o A
would be constant at 105.9% of GDP. Howgver, as for the determmatl_on_ of_ benefits, individu-
als with more than 17 years seniority in 1995 are allowed

Under the traditional method of generational accounting,
the above results would represent the only possible eval-

uation of the reform. The degree of |ntergenerat|oné:]|) The rules are those established by the 1992 ‘Amato’ reform. As for the eligi-
’ bility requirements, the main effect of the reform is to increase to 35 years the

imbalance would have been measured by comparing theminimum seniority for public employees, with a phase-in transition applied

present 1995-value of net taxes paid by newborns (under‘o worke_rs with more than 8 years of seniority. The ‘_Di_ni’ reform has subse-
quently increased the requirement to 40 years seniority (or 57 years of age

the two alternative regimes) with net taxes required from and 5 years of contribution).
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Table 53
Generational accounts under mature pension system
(1 000 ECU)
Age in 1995 Pension (‘Dini’) reform Before 1993 (‘Amato’) reform Absolute difference
1995
Total Pensions Social security Total Pensions Social security Total Pensions Social security
contributions contributions contributions
0 11.0 14.0 48.8 0.2 21.0 45.0 10.8 -7.0 3.8
5 25.9 16.6 57.8 13.1 24.9 53.3 12.8 -83 4.5
10 56.2 19.6 68.5 41.0 29.5 63.2 15.2 -9.9 53
15 98.9 23.3 80.9 80.9 35.0 74.6 18.0 -11.7 6.3
20 123.4 27.6 89.7 102.5 415 82.7 20.9 -13.9 7.0
25 123.8 32.8 89.7 100.4 49.2 82.7 234 -16.4 7.0
30 105.4 38.8 83.2 79.6 58.1 76.7 25.8 -19.3 6.5
35 77.2 45.9 71.6 49.0 68.6 66.1 28.2 -227 5.5
40 42.7 54.4 56.4 11.8 81.0 52.0 30.9 —-26.6 4.4
45 7.0 64.3 41.9 -27.3 95.3 38.6 34.3 -31.0 3.3
50 -31.6 76.0 27.0 -69.2 1115 24.9 37.6 -35.5 2.1
55 -70.4 89.1 12.7 -110.9 128.7 11.7 40.5 -39.6 1.0
60 -98.0 98.4 2.2 -143.8 144.0 2.0 45.8 -45.6 0.2
65 -107.5 101.2 0.1 -157.1 150.8 0.1 49.6 -49.6 0.0
70 -102.5 94.1 0.0 -151.4 143.1 0.0 48.9 -49.0 0.0
75 -87.0 78.4 0.0 -130.2 121.6 0.0 43.2 -43.2 0.0
80 -67.4 59.3 0.0 -101.9 93.8 0.0 345 -345 0.0
85 -50.0 43.1 0.0 -76.2 69.3 0.0 26.2 -26.2 0.0
90 -36.2 30.9 0.0 -555 50.1 0.0 19.3 -19.2 0.0
95 -25.5 215 0.0 -38.8 34.9 0.0 13.3 -134 0.0
100 -9.6 8.0 0.0 -14.6 13.0 0.0 5.0 -50 0.0

to retain the more favourable rules, while the remainings the speeding up of the transition toward the new sys-
employees will receive a pension determined by a ptem reduces government expenditures in the years fol-
rata mechanism. The mechanism is such that the benédiving 1995, the degree of intergenerational equity
will be based on the old and new rules according to theould be improved. The absolute difference in accounts
proportion of the entire seniority spent respectivelis reduced from ECU 65 800 under the baseline to ECU
before and after 1995. 54 300. It is worth recalling that the improvement is
entirely due to the reduction in net taxes required from
An alternative, and more equitable, transition rule woulfliture generations (from ECU 76 800 to ECU 65 300), as
have applied the pro rata mechanism to all existingie unborn will be asked to ensure the intergenerational
workers. While an estimate of the generational accourggstainability of a smaller amount of government debt.
for the legislated transition is reported in the baselingnder the new transition, intergenerational equity would
case, the accounts for the alternative transition as well @gjuire an 8.0 percentage increase in all taxes, 1.7 points
the difference with respect to the baseline are reported|éss than under the legislated transition.
Table 54. Data show that under the alternative transition
individuals aged 40 to 55 in 1995 would be the only
affected cohorts. Since, on average, Italians start th&@r8. Conclusions
working activity at 18, under the legislated reform the
pro rata mechanism is already applied to workers agétke most industrialised western countries, Italy will be
less than 36 in 1995. Individuals aged 40 would expei$everely affected by current demographic trends over the
ence a reduction in pension benefits whose net preseeit decades. The demographic transition, more than the
1995-value is ECU 12 000 less than the baseline (corlerge outstanding government debt, will be responsible
sponding to a 14.8 percentage reduction). for the generational imbalance in the current fiscal policy.
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Table 54
Generational accounts under alternative pension transitions
(1 000 ECU)
Age in 1995 legislated transition Alternative pro rata transition Percentage difference
1995
Total Pensions Social security Total Pensions Social security Total Pensions Social security
contributions contributions contributions
0 11.0 14.0 48.8 11.0 14.0 48.8 0.0 0.0 0.0
5 25.9 16.6 57.8 25.9 16.6 57.8 0.0 0.0 0.0
10 56.2 19.6 68.5 56.2 19.6 68.5 0.0 0.0 0.0
15 98.9 23.3 80.8 98.8 23.3 80.8 0.0 0.0 0.0
20 122.2 28.3 89.2 122.2 28.3 89.2 0.0 0.0 0.0
25 119.4 35.7 88.3 119.4 35.7 88.3 0.0 0.0 0.0
30 97.3 44.7 81.0 97.3 447 81.0 0.0 0.0 0.0
35 65.0 55.6 69.0 65.0 55.6 69.0 0.0 0.0 0.0
40 11.8 81.0 52.0 25.5 69.0 53.8 116.1 -14.8 35
45 -27.3 95.3 38.6 -16.4 85.3 39.5 -39.9 -10.5 2.3
50 -69.2 111.5 24.9 -61.8 104.5 25.3 -10.7 -6.3 1.6
55 -110.9 128.7 11.7 -107.9 125.8 11.7 -27 -23 0.0
60 -143.8 144.0 2.0 —-143.8 144.0 2.0 0.0 0.0 0.0
65 -157.1 150.8 0.1 -157.1 150.8 0.1 0.0 0.0 0.0
70 -1514 143.1 0.0 -151.4 143.1 0.0 0.0 0.0 0.0
75 -130.2 121.6 0.0 -130.2 121.6 0.0 0.0 0.0 0.0
80 -101.9 93.8 0.0 -101.9 93.8 0.0 0.0 0.0 0.0
85 -76.2 69.3 0.0 -76.2 69.3 0.0 0.0 0.0 0.0
90 -555 50.1 0.0 -555 50.1 0.0 0.0 0.0 0.0
95 -38.8 34.9 0.0 -3838 34.9 0.0 0.0 0.0 0.0
100 -14.6 13.0 0.0 -14.6 13.0 0.0 0.0 0.0 0.0

Under the baseline scenario, long-term sustainability ehsure government debt sustainability and intergenera-
the 1995 fiscal policy would require future generationsonal equity, despite the unfavourable demographic sce-
to face a 53.2% increase in taxes. Alternatively, a 9.7 #ario i.e. likely to prevail in future decades. The above
increase in taxes paid (or cut in transfers received) by &éBcal tightening would further decrease to: (i) 7.8% fif,
generations (viz. future as well as currently livingunder the baseline macroeconomic scenario, the fertility
Italians) would be sufficient to restore intergenerationahte of future Italian women should rise toward the cur-
balance and ensure government debt sustainability. Tently observed average European values or (i) 6.1 % if
appreciate the relevance of population ageing on thiee real interest rate were lower than in the baseline case
above results, it has been shown that, under tl{@% instead of 5%).
unchanged population scenario, government debt sus-
tainability would be consistent with a 6.9@atin taxes While still generationally unbalanced, public finances
paid by all generations. have greatly improved their long-run equity in the
1990-95 period, confirming the high degree in flexibili-
Reference to the 1995 situation shows that alternatite of the Italian economy. A comparison between the
policy measures, if applied to both current and futureesults presented in this paper and generational accounts
generations, would allow the government to restore gereported in Franco et al. (1994) and Sartor (1999) is
erational balance without significant fiscal tighteninginhibited by methodological changes and by reference to
The speeding-up of the transition to the new pensidlifferent demographic scenarios. However, a measure of
regime, legislated in 1995, would help to reach the tathe improvement in the intergenerational equity of
get. If the pro rata transition were applied, an 8%alian public finances can be obtained by referring to the
increase in all taxes paid by current as well as future gesidsolute difference in generational accounts of the new-
erations (or a transfer cut of similar magnitude) wouldorns and the unborn. The first study, based on year
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1990, showed that government debt sustainability woulthsolute difference in generational accounts to ECU
have required future generations to pay over ECB5 800. The improvement would appear much greater if
130 000 (1990 exchange rate) more net presergference were made to 1997, as fiscal policy continued
1990-value payments as compared to what newborits restrictive stance.

expected to pay during their lifetime. According to the

estimates presented in this chapter, in the absence of pewerall, the above results show the substantial improve-
sion reform the difference would be reduced to EClhent of the intergenerational sustainability of Italian

114 400, despite the less favourable demographic sqaiblic finances, whose current situation is not signifi-

nario; taking into account the effects of the pensiocantly different from that prevailing among its major

reform legislated in the 1990s further decreases tli®iropean partners.
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10. Netherlands: finances and ageing

A. Lans Bovenberg!] and Harry ter Rele)

10.1. Dutch fiscal policy since 1960 shedding of labour. By the early 1980s, these schemes
which had been designed in the affluent 1960s and early
10.1.1. The period from 1960 to 1983 1970s turned out to be far more expensive than original-

During th t decades the si f th i Ié/ envisaged. An important share of the rise of social
uring the past decades fhe size of the government s &:urity was due to the increased number of recipients

tor as well as fiscal policy in the Netherlands have 9ONg der the age of 65. However, higher social security

through substantial changes. Table 55 shows th . .
between 1960 and 1983, when it reached its peak, tgéendlng was directed also to those over the age of 65,

government expenditure to GDP ratio rose by 27.6 pe Ue to both demographic trends and a steady rise of ben-

centage points from 34.7% to 62.3%. Table 55 revea gt levels.

also that this rise was concentrated on expenditure Caﬁéo, health expenditure continued to contribute to the

gories with important redistributive effects, such as .
L . U |n(§;reased share of the government sector in the econo-
social insurance, health, education and subsidies. Indeg

) my. This can be attributed to (relative) volume and price

these categories accounted for by far the largest part,0 . o .
; ) . . factors, the latter not preventing a substantial increase in
the increase in the spending ratio (23.3 percentage

. : . volume of supply. The development reflected the
points). Higher interest payments made up a large part,0 . .
S . high priority that was attached to a further expansion of
the remaining 4.3 percentage points.

the welfare state until the end of the 1970s. Higher sub-

Until 1973, the rise of expenditure originated primarilyzlsdlzj doeré Tgl:ﬁ:;‘% d%l:t?cl)lr?atlr aeT(Spe(:]réi?unr(i private enterpris-
in the build-up of the welfare state which included the P '

expansion of disability schemes (both in terms of covekf important element after 1973 was the sharp increase

age and generosity), an extension of the public supply o .
i . .. Of government revenue from natural gas, due to higher
health services, and a relative increase of the benefit lev:-~ .
els for the old-aged as compared to wages oll prices. Between 1973 and 1983, gas revenue rose
' from 0.9% to 4.9% of GDP (see Table 55) and facilitat-

. . the financing of the welfare state. Th higher rev-
After 1973, the economic downturn was the main factoerd € financing ot tn€ wetlare state €se nigner re
i T . . .. _enues from natural gas turned out to be a mixed blessing,
behind the continuing rise in social security expenditure.,
: ecause they helped to mask the need for structural

Unemployment benefits soared. Loss of employment .
. o . reforms of the welfare state, a phenomenon which was
contributed also to the further rise in disability benefits . ) . ,
N . referred to in those days as the ‘Dutch disease’.

as a generous eligibility practice allowed a large number

of redundant employees to enter the disability SChenAenother feature of government policy during this period
which was more generous than the unemploymeh

schemes. As the resulting rise of social insurance prerr\4\|’f’1S that a significant part of the expenditure increase
ums eroded business profits through higher wage costsaf:[':ler 1973 was debF fmancgd. Since the early 19695’ the
so-calledstructural fiscal policyhad served as a guide-

vipious circ_le emerged of incre_asing i_nactivity r!umberﬁrne for fiscal policy. According to this policy, govern-
higher social security expenditure, higher social insur- ent borrowing was set so as to match th,e structural

ance premiums and labour costs, lower profits and mo L . .
P P level of net saving in the private sector adjusted for a

desired structural surplus on the current account of the
balance of payments to finance development aid. Based

() CPB Netherlands Bureau for Economic Policy Analysis. i ~
(» CPB Netherlands Bureau for Economic Policy Analysis, Department o?n the trend rate of efconomlc gr_ovvth, th_e SO C§||ed
Public Finance. structural budget norm’ was established which defined
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Table 55
Government sector expenditure and revenue, 1960-98
(% GDP)
1960 1973 1983 1990 1995 1998 (%)
Expenditure
Defence, general government
and infrastructure 13.7 14.0 15.0 13.8 13.8 134
Education 4.2 6.0 59 4.6 4.6 4.4
Subsidies 1.2 1.6 4.2 3.5 2.6 2.3
Health 2.5 5.9 7.9 8.1 8.8 8.7
Social insurance 8.8 15.4 221 18.2 16.1 14.2
- Unemployment benefits 0.3 0.8 4.1 2.2 2.6 2.2
— Disability benefits 2.0 4.7 6.8 6.4 5.1 4.4
- Old age benefits () 2.6 4.7 5.6 5.7 5.2 5.0
— other benefits 3.9 5.2 5.6 4.0 33 2.6
Transfers abroad 1.7 1.2 18 2.2 2.4 2.4
Interest payments 2.6 2.5 53 5.8 5.6 4.9
Total government expenditures 34.7 46.5 62.3 56.2 54.0 50.3
Revenue 35.5 46.2 56.5 51.5 49.9 48.7
- of which: from gas 0.0 0.9 4.9 1.5 1.3 1.1
Fiscal deficit
(excluding net asset purchases) -0.8 0.3 5.8 4.7 4.0 1.6
Government debt 45 43 63 79 79 70

(3 These figures involve estimates.
(°) These expenditures also include sickness benefits.

the resources available for either tax cuts or spenditigyee successive cabinets. In view of the high tax burden,
increases. Until the early 1970s, this policy did not leafiscal adjustment was pursued through expenditure cut-
to substantial fiscal deficits. However, structural fiscabacks. A major part of these cutbacks was found in the
policy began to show serious weaknesses at the endpehefit levels of social security recipients and the wages
the 1970s because the projected trend growth rate repesit-government sector employees. Dwindling revenues
edly proved to be overly optimistic. Consequently, fisc&tom natural gas added to the need for expenditure cut-
deficits surged and interest payments started to consupcks.

an increasing part of the government budget.

Another important development originating in the early

10.1.2. The period from 1983 to 1994 1980s was the policy of continued wage moderation in

In the early 1980s, during the most serious economi@€ Private sector. During that period, the labour market,
slowdown since World War I, Dutch fiscal policy business profits and the public finances were in such a
underwent a crisis. The fiscal deficit of the governmertad state that the need for drastic measures became
sector, excluding borrowing for net asset purchases, rd8éreasingly plain. Contrary to what is now sometimes
to 5.8% of GDP in 1983. Including borrowing for netsuggested in praise of the Dutch consensus model, the
asset purchases, the fiscal deficit amounted to even m&Ryvere austerity programmes for the government budget
than 8% of GDP. Moreover, revenue from natural ga®et with strong opposition. Yet there was enough under-
proved to be rather volatile due to changes in the dying support for the general course of policy to get this
prices. At that time, taxation and social insurance contpolicy implemented. At the same time, the unions man-
butions accounted for nearly 50% of GDP. The structuaged to win sufficient backing for the policy of wage
al norm was subsequently replaced by a norm for tmeoderation. The government expenditure cutbacks and
actual deficit. Indeed, though pro-cyclical in nature,private sector wage moderation together succeeded in
actual fiscal deficit reduction was to become the primatgmpering and ultimately turning around the vicious cir-
objective of fiscal policy for more than a decade andle of increasing inactivity, taxes and wage costs.
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10.1.3. The present situation 10.1.4. Future fiscal policy and ageing

By the time the fiscal deficit had reached a more su#i recent years, several analyses have pointed out that the
tainable level in the early 1990s, the scope for a mopgospective ageing of the population would demand a
long-term oriented fiscal policy re-emerged. Indeed, twiurther reduction of the fiscal deficit and the public debt-
important lessons had been learned from the experientesGDP ratio. This would allow lower interest payments
in the 1980s and early 1990s. First, spending overrutts offset higher spending on old-age benefits and health
were accommodated in booms, while spending had to bare. The Study Group on the Budget Margin, an influ-
cut substantially during slumps to meet the targets for tlemtial advisory body for the cabinet, has identified the
actual deficits. To avoid unrest in the budgetary procesged to cut the fiscal deficit and government debt, not
and to better control spending, the government set a caihly to deal with the ageing problem, but also to create a
ing on its expenditure for the period 1994-98, whickafety margin for the deficit in face of the EMU ceiling
more or less excluded any rise in real terms. Hence, the3% of GDP. In response to the ageing problem, the
fiscal deficit was allowed to fluctuate with tax receiptsabinet has recently established a savings fund for gov-
within certain limits, outside of which measures had ternment pensions. The inflows into the fund in 1998 and
be taken. The second lesson from fiscal policy in thE999 will be about 0.6% of GDP. The inflows in later
early 1990s was that the budgetary process can be sgdars have not been determined yet. This practice is
ously disrupted if growth turns out to be slower thamtended to earmark part of the savings from fiscal debt
expected. Accordingly, the 1994 coalition has estimateeduction to the financing of government pensions, when
receipts from taxation and social insurance contributiorise population ages over the coming decades. In this
on the basis of a so-called cautious economic scenavi@y, public awareness of the ageing problem and public
which assumed that the economy would grow at a modeupport for further debt reduction is strengthened.
est rate of only about 2% per annum during its four-year
term. A similar cautious policy line, but then one thaThe government has not yet outlined a more complete
assumes an average growth rate 16B2 per annum, is strategy to deal with the costs of ageing. The genera-
pursued also by the present cabinet which took office tional accounting approach pursued in this chapter, and
August 1998. in previous Dutch generational accounting studies such
as Van Kempen (1996), Bovenberg and ter Rele (1999)
Table 55 shows that government sector expenditure amd ter Rele (1997), is intended to provide a more com-
1998 is expected to amount to 50.3% of GDP, down 12@ehensive insight on how ageing affects the government
percentage points from the peak of 62.3% in 198&nances.
Nevertheless, government sector finances still suffer
from a number of serious weaknesses, such as the high
level of disability benefits which implies a disability rate10.2. The age distribution of benefits and
about twice as large as in neighbouring countries, and a  burdens
high level of government debt. Also the economy as a
whole features some weak elements, one of them beiAg was shown in Chapter 2, generational accounting
the low rates of labour force participation among femaleequires assigning the benefits and burdens of the gov-
(in terms of hours) and the elderly. ernment budget to specific age groups. This is done by
allocating the budget items included in the net benefit
The EMU convergence criteria set by the Maastricldoncept over the age groups. Appendix 1 of ter Rele
Treaty have been an important guideline for fiscal polic§1997) explains how the future age profiles employed in
during recent years. Whereas the fiscal deficit satisfigtle present study were constructed by using information
the norm of 3% of GDP in 1997, the stock of governfor the base-year 1995.
ment debt (at 72% of GDP in 1997) still exceeded the
EMU reference value of 60% of GDP. Therefore, ifAs in other EU Member States, public transfers to the
order to qualify for the single currency, the governmergersonal sector in the Netherlands generally rise with
had to resort to the Treaty clause stating that if the gosge. The two main components of this rise are social
ernment debt-to-GDP ratio exceeds the 60% norm, security and health care. Benefits from social security
should be declining sufficiently rapidly. Indeed, thisncrease with age mainly due to old-age pension benefits
ratio is expected to decline to 70% of GDP in 1998 an@OW), which are paid to citizens over 65 years of age,
69% in 1999. and disability benefits, which increase with age for those
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younger than 65 years. Health-care costs rise with aties, we considered tax and expenditure measures that
because of a higher frequency of illness and need fmok place after 1995. Tax measures were accounted for
institutional care among the elderly. Benefits fronby implementing their initial effects on revenues and
expenditure on education accrue to the young. Benefitgljusting age profiles accordingly. Explicit effects of
from other non-age-specific government expenditure ap®licy measures on expenditures were not available in
distributed evenly over all age groups. similar terms. Instead, we implemented the ceiling on
expenditures which the government that took office in
Average tax payments also vary with age. Until the age?94 adopted for its legislative period until 1998. This
of about 50, labour income (and hence tax revenue froieflects the currently expected expenditures. In addition,
this income) rises with age, leading to an upward sloger the period beyond 1998 we account for the lagged
in the tax profile. Beyond the age of 50, tax payments fdfhpact of already legislated measures that restrict the eli-
due to a gradually decreasing participation of oldegibility for disability and survivor benefits. We assume
workers in the labour force. The declining labour incomthat social insurance premiums are constant after 1998
is not fully offset by various forms of pension incomeand do not follow the Dutch practice to maintain balance
which are subject to income tax. Accordingly, bothn the social insurance accounts.
incomes taxes (which include social insurance premi-
ums) and indirect taxes (which are mainly linked to nék0.3.3. A separate treatment of revenues from
income) fall with age. Compared to indirect taxes, direct capital

taxes drop more rapidly after age 65 because pensiong{Sihe paseline calculations government revenue from
are exempt from contributing to various social insuranc@pes of government wealth that do not yield a return in
schemes, including the government old-age schemfe form of interest payments are deducted from non-
Overall, compared to the middle-aged, the elderly coRge-specific expenditure. This implies that these rev-
tribute significantly less to the budget. enues (such as dividends and the revenue from the nat-
ural gas resources) are treated in the same way as a tax.
However, revenue from these government assets does

10.3. The intergenerational impact of not constitute a tax burden on the private sector because

present fiscal policies the revenues are collected in exchange for a service
. o delivered to the private sector by the government. Hence,
10.3.1. The extrapolation of current policies when constructing the age profiles of net benefits we will

This section first presents the baseline generation@t deduct revenue from these assets from non-age-spe-
accounting results, employing the sustainability indics£/fic expenditures in a second, alternative stage.
tors which were derived in Chapter 2. Subsequently, Gtonsequently, the value of these assets is deducted from

adds several elements to a benchmark scenario. The f#Si/érnment debt in the intertemporal budget restriction.

departure from the baseline involves the treatment of relft this way, the treatment of all government assets (bar-
ng physical assets such as infrastructure) is analogous

enue from financial assets. In a further step futurd

changes in the Dutch economic environment affecting th@ that of government debt. This alternative approach
life-cycle pattern of net taxes will be added. Thesg'elds a different sustainability outcome if the present

changes include, first, the maturing of private funded

pension funds; second, an increase in labour force par'[ltllléble 56

pation; third, a rise in pension contributions; and fourth,

a flattening of the age-earnings profile. These factoygssets of pension funds, 1991

have to be taken into account when extrapolating present (% of GDP)
(average) net tax rates. Finally, revenue growth from cor-
porate taxation is linked to GDP-growth. The scenarioﬂetherlan?s A 75.9
. 4 rmany (%) 15.5
that mc_:orpprates all these departures fr_om the b_asellrﬁé;“te d Kingdom 0.1
scenario will be called the country-specific scenario.  rrance 16
Denmark 51.6
10.3.2. The implemented policy Belgium 10.5
() 1992

The basis for the extrapolation of policies is the budg,SL - —
. . K . ource:Report by the European Commission’s network of experts on supple-
and the corresponding age profiles in 1995. In addition #entary pensions.
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revenue from these assets does not correspond to thalour force participation remains constant in the future.
permanent level. This is clearly the case with revendeor the Netherlands, this assumption is unrealistic. This

from natural gas. country has traditionally featured a low participation rate
of women. Over the past decade, however, the participa-
10.3.4. Rising pension incomes tion rate of women has started to rise sharply and is

. . . . L . .expected to continue to increase substantially in the
A projected increase in private pension incomes is tt?e - . .
uture. Rising educational levels of women contribute to

second factor requiring an adjustment of the age profilg.. .

. L is development. Moreover, lower fertility not only
Government pension benefits in the Netherlands are fla . . S
; ) ives rise to ageing but also boosts participation of

(i.e. unrelated to income) so that the government benefit ; o -
. X . A women. Recent policy measures limiting the eligibility
level is relatively low for middle- and high-income earn-, o : .
4 ; for disability benefits are expected to further increase
ers. For these income groups, collective labour agreg;

ments supplement the government benefits with compu?—bour force participation, especially of the age groups of

. . o . ._over 50.
sory occupational pension provisions. These provisions

are fmanc_ed by fur_nded pensions funds, which have aC%'_higher participation rate widens the tax base by raising
mulated sizeable financial assets (see Table 56). DUI’I['I our incomes. To account for this effect. we assume
the coming d ecade.s, these funds are expe_cted _to mattwgt labour incomes and taxes paid by a particular age
so that an increasing part of the population will havé

accumulated substantial pension rights when reachiqge " depend not iny on labour productivity and -the
. number of persons in that group but also on the project-

retirement age. =
ed labour force participation rate of the age group

Higher pension incomes strengthen the tax base becalloe’ Ived.

retirement benefits are subject to income tax while indjfable 57 compares current age-specific participation

rect taxes are levied on consumption out of these bene- . o T .
) X X . rates with projections of these participation rates in 2020
fits. It is assumed that the average net income of an indi- . . N )

. ; or three alternative scenarios, called ‘Divided Europe’,
vidual over 65 years of age relative to that of a

individual between 35 and 49 years of age rises fromy-ropean coordination” and ‘Global competition’,

78% to 85% between 1995 and 2020. These figurwh|ch are explained in detail in CPB (1996). Five key

were derived from Deelen (1995) and the ‘Europeaasétermmants shape these scenarios: mternatlonaI. politi-
cal and economic developments, demography, social and

renaissance’-scenario in CPB (1992). The resultin

. ) N . Itural factors, technology and the economy. The pace
increase in tax payments alleviates the generationg] ) .
. and nature of these determinants differ across the three
imbalance. )

scenarios however.

10.3.5. Rising labour force participation The projections for the European coordination scenario,
The traditional method of generational accountingn which the analysis hereafter will mainly focus, show

implicitly assumes that the currently observed rate dhat the participation of those between 20 and 64 years of

Table 57

Participation rates of various age groups, 1995 and 2020

1995 2020 ()
Divided Europe European coordination Global competition
Participation
20-34 73.1 76.6 75.8 77.2
35-49 72.0 79.2 84.1 86.2
50-64 37.7 43.7 55.3 60.5
Total 64.1 65.3 70.5 73.9

(1) Adjusted for rise in part time employment.

Source:Participation rates derived from CPB (1997).
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age (adjusted for the rise in part-time employment) will0.3.7. Higher occupational pension contributions
rise by about 10% between 1995 and 2020. The oIdB[J

age groups are expected to feature the largest boost N9 the last qe_zcade or S0, pension funds were in 'Fhe
labour force participation. comfortable position of collecting high returns on their

investments. This enabled them to levy only a low level
of tax deductible pension contributions. As the returns to
investment are expected to be lower in the future, pen-
In the baseline calculations, future corporate tax reion contributions will have to rise, thereby eroding the
enues are generated by employing the standard extragg base. Per percentage-point lower excess of returns to
lation practice of generational accounting. This procgnyestment over productivity growth, pension contribu-
dure generates a growth of corporate tax revenues thghs will have to rise by 10%. Over the last decade,
depends on the growth of the population in the ‘shargstyrns exceeded productivity growth by 4 percentage
holding’ age brackets, as the age profile is based on shaggnis. The benchmark-scenario, in contrast, assumes
ownership. However, because corporate tax is levied @i, the return to investment equals 5% and the produc-

domestic profits, it seems more appropriate to ‘link’ thiﬁvity growth rate is 1.5%. Accordingly, pension contri-
tax base to GDP. GDP in our calculations is assumedﬁation rates will rise by 5%.

grow in line with the population in the ‘working’ age

bracket_s, labour participation and Iabou_r productivitylo.3‘8. Flatter age-earnings profile

Accordingly, we assume a constant ratio of domestic

profits to GDP. This approach seems appropriate forfnother phenomenon that calls for adjusting the future
small open economy in which corporate tax revenuegle profile of taxes is an expected flattening of the age-
depend on domestic investments rather than domesgiarnings profile. Wages currently rise rather sharply with
savings. age. A number of developments, however, are expected

10.3.6. Linking corporate taxes to GDP

Table 58

Present values of generational accounts
(1 000 ECU) (*)

Effect of:

Age in Baseline Separate Higher Higher Linking Flatter Country-
1995 scenario treatment of pension participation corporate wage profile and specific

capital revenue incomes taxes to GDP higher pension scenario

contributions

0 -52.8 -13 2 10 -1 1 -54.1
5 -38.2 -13 2 12 -1 1 -37.3
10 -2.6 -12 2 14 -1 1 0.5
15 39.9 -12 2 16 -1 -1 44.3
20 83.8 -12 3 16 -1 -1 88.9
25 106.7 -12 3 16 -1 -3 111.4
30 100.5 -12 4 15 -1 -3 104.3
35 84.2 -11 4 12 -1 -2 86.5
40 59.7 -10 5 9 -1 -2 60.5
45 28.4 -9 6 6 -1 -2 28.1
50 -93 -9 6 3 -1 -1 -10.6
55 -48.2 -8 6 1 -1 0 -50.2
60 -825 -7 6 0 0 0 -84.2
65 -110.2 -6 5 0 0 0 -111.8
70 -113.8 -5 4 0 0 0 -115.6
75 —-115.0 -4 2 0 0 0 -116.9
80 -112.8 -3 1 0 0 0 -114.6
85 -105.8 -2 1 0 0 0 -107.4
90 -944 -2 0 0 0 0 -95.7
95 -80.3 -1 0 0 0 0 -814
100 -31.7 0 0 0 0 0 -32.2

(*) 1995 value; baseline (g = 0.015, r = 0.05).
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to reduce wages of older workers compared to wages Tdibles 59a and 59b provide a breakdown of these gener-
the young. First, market forces increasingly link wagestional accounts over budget items for the baseline and
to productivity, thereby reducing the importance otountry-specific scenario, respectively.
implicit life-time labour contracts. Second, the ageing of
the labour force renders younger workers more scarT@e pattern of the accounts over the age groups reflects
compared to older workers, thereby reducing the relatitee age profile of net taxes. For the young and the age
wages of the latter. group over 50 years the accounts are in deficit, for the
middle group in surplus. Columns 2 to 6 of Table 58
We assume that wages of young workers of 20 yearsgfow how the various factors mentioned in Section
age will increase by 9% relative to the average wage 3.1 affect the results. The switch in capital revenue
between 1995 and 2020. A worker of 45 years old Wilfeatment, thereby abandoning the interpretation as a
experience an average rise in wages. Wages of olqgfiden, leads to substantially lower net taxes for present
workers of 60 years will lag the average by 10_%’.accorgenerations. In contrast, the increase of participation and
ing to the ‘European renaissance’ scenario in CPRe rise of pension incomes substantially boost net taxes
(1992) and Deelen (1995). The flattening of the age pre, existing generations by raising the level of taxes. The
file of earnings dampens the rise in tax revenues due 19,0446 of pension contribution rates and the flattening

change in the cpmp_osition of the labour force toward&r the age profile of wages yield only small effects.
older workers with higher wages. Column 7 reveals the results of the country-specific sce-

10.3.9. The results nario.

Table 58 (column 1) reveals the generational accountsTdble 60 tests present policies for intergenerational sus-
the baseline scenario for selected existing generatiomainability. The baseline results show that intertemporal

Table 59a:

Composition of generational accounts, Netherlands — Baseline scenario
(1 000 ECU) (*)

Tax payments Transfer receipts

Generation’s Labour  Capital Other  Seigno- VAT Social Public Health Unem- Welfare Youth and Education Non-age-

age in 1995 income income  income  rage security  pensions ployment study specific
contribution allowance expenditure

0 17.9 10.1 2.2 0.8 64.1 63.7 10.3 45.2 9.3 3.7 14.5 46.5 82.2
5 21.2 12.0 2.6 1.0 73.7 74.5 12.2 47.8 11.0 4.4 12.6 55.3 81.3
10 25.2 14.2 31 11 84.8 88.3 145 53.9 131 5.3 10.3 44.1 79.9
15 29.8 16.8 3 13 98.1 104.6 17.2 60.9 15.5 6.3 7.5 30.7 78.3
20 34.3 20.0 4.4 15 110.3 120.1 20.4 67.4 18.0 7.7 4.2 15.0 76.5
25 35.6 231 4.8 15 113.4 125.2 241 73.4 17.7 8.8 0.0 1.2 74.3
30 33.7 26.0 5.2 15 112.2 122.1 28.6 78.2 15.4 9.3 0.0 0.0 71.8
35 30.3 28.5 55 14 108.3 114.7 33.9 82.1 13.6 9.2 0.0 0.0 68.8
40 25.9 29.7 5.9 1.4 102.2 104.2 40.1 86.0 12.1 8.8 0.0 0.0 65.2
45 20.5 29.6 6.1 1.2 93.9 90.8 47.4 89.3 10.4 8.1 0.0 0.0 61.1
50 14.0 28.3 6.3 11 83.2 74.0 56.0 90.8 8.4 7.1 0.0 0.0 56.4
55 7.6 25.7 6.3 1.0 71.0 56.7 66.6 89.3 6.1 5.5 0.0 0.0 51.0
60 2.6 22.1 5.9 0.8 59.5 40.9 80.2 83.7 3.4 3.4 0.0 0.0 45.3
65 0.0 18.1 4.6 0.7 48.7 26.6 99.5 72.0 0.0 0.0 0.0 0.0 39.1
70 0.0 141 3.8 0.5 39.3 21.5 85.4 76.3 0.0 0.0 0.0 0.0 32.8
75 0.0 105 3.0 0.4 30.9 16.9 70.6 80.7 0.0 0.0 0.0 0.0 26.5
80 0.0 7.5 2.3 0.3 23.5 12.8 56.1 83.4 0.0 0.0 0.0 0.0 20.6
85 0.0 52 1.7 0.2 17.5 9.5 43.6 81.4 0.0 0.0 0.0 0.0 15.6
90 0.0 35 1.3 0.2 12.7 6.9 33.3 74.5 0.0 0.0 0.0 0.0 11.7
95 0.0 2.2 0.9 0.1 9.1 4.9 24.9 64.6 0.0 0.0 0.0 0.0 8.5
100 0.0 0.7 0.4 0.0 3.1 17 9.1 25.7 0.0 0.0 0.0 0.0 3.1

(*) 1995 value; baseline (g = 0.015, r = 0.05).
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Table 59b

Composition of generational accounts, Netherlands — Country-specific scenario

(1 000 ECU) (*)

Tax payments

Transfer receipts

Generation’s Labour  Capital Other  Seigno- VAT Social Public Health Unem- Welfare Youth and Education Non-age-
age in 1995 income income  income  rage security  pensions ployment study specific
contribution allowance expenditure
0 20.3 9.3 2.3 0.8 70.3 70.1 10.3 47.7 10.6 3.7 14.5 46.5 95.0
5] 24.1 11.1 2.7 1.0 80.9 83.3 12.2 50.8 12.6 4.4 12.6 55.3 93.9
10 28.4 131 3.2 11 93.2 98.3 145 57.3 14.8 5.3 10.3 44.1 92.3
15 33.3 15.6 3.8 13 107.2 115.4 17.2 64.8 17.4 6.3 7.5 30.7 90.5
20 37.8 18.6 4.5 15 119.9 131.3 20.4 71.8 19.9 7.7 4.2 15.0 88.3
25 39.0 21.7 5.0 15 123.2 136.2 24.1 78.3 19.6 8.8 0.0 1.2 85.8
30 36.9 24.6 5.4 15 121.8 132.6 28.6 83.4 17.2 9.3 0.0 0.0 82.9
35 33.0 27.1 5.8 14 117.4 124.0 33.9 87.4 15.3 9.2 0.0 0.0 79.4
40 28.0 28.4 6.2 1.4 110.5 112.2 40.1 91.0 13.6 8.8 0.0 0.0 75.3
45 22.0 28.4 6.5 1.2 101.2 97.3 47.4 93.6 11.6 8.1 0.0 0.0 70.6
50 14.9 27.4 6.7 11 89.3 78.9 56.0 93.9 9.2 7.1 0.0 0.0 65.1
55 7.9 25.0 6.7 1.0 75.8 59.9 66.6 90.9 6.5 55 0.0 0.0 59.0
60 2.6 215 6.3 0.8 63.2 43.1 80.2 84.1 3.5 3.4 0.0 0.0 52.3
65 0.0 17.7 4.9 0.7 51.6 28.3 99.5 72.0 0.0 0.0 0.0 0.0 452
70 0.0 13.9 4.0 0.5 41.4 22.8 85.4 76.3 0.0 0.0 0.0 0.0 37.9
75 0.0 10.4 3.1 0.4 32.3 17.7 70.6 80.7 0.0 0.0 0.0 0.0 30.6
80 0.0 7.5 24 0.3 24.3 13.3 56.1 83.4 0.0 0.0 0.0 0.0 23.8
85 0.0 5.2 1.8 0.2 18.0 9.8 43.6 81.4 0.0 0.0 0.0 0.0 18.0
90 0.0 3.4 1.3 0.2 13.0 7.1 33.3 74.5 0.0 0.0 0.0 0.0 13.5
95 0.0 2.2 1.0 0.1 9.2 5.0 24.9 64.6 0.0 0.0 0.0 0.0 9.8
100 0.0 0.7 0.4 0.0 3.1 17 9.1 25.7 0.0 0.0 0.0 0.0 3.5
(*) 1995 value; baseline (g = 0.015, r = 0.05).
Table 60
Testing sustainability
Effect of:
Baseline Separate Higher Higher Linking Flatter wage Country-
scenario treatment of pension participation corporate profile and specific
capital revenue incomes taxes to GDP  higher pension scenario
contribution
(% GDP)
IPL 75.9 38.2 -22.6 —-66.4 5.3 3.9 34.3
1 000 ECU
Generational account
present newborn -52.8 -13 2 10 -1 0 -54.1
Generational account
future unborn -125 8 -11 -25 2 2 -36.6
Absolute difference 40.3 21 -13 -35 3 2 17.5
(% GDP)
Immediate tax change
required for sustainability 25 1.2 -0.8 -22 0.2 0.1 1.0

Baseline (g = 0.015, r = 0.05).
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public liabilities (IPL, cf. equation (6) in Chapter 2 ofspecific scenario. On the one hand, the different treat-
this volume) amount to 75.9% of base-year GDP whiament of some government assets (Column 2) substantial-
is only slightly more than the initial explicit debtly widens the intergenerational imbalance, thereby mak-
(64.9%). In consequence, an average member of futing current policies more unsustainable. On the other
generations pays a negative net tax of ECU 12 500 (ECidnd, the higher pension incomes and the increase in
1 = NLG 2.08). The difference between the net tax paldbour force participation (Columns 3 and 4) improve
by a newly born and that by future generations indicatasistainability. These two latter factors reduce the addi-
that present policies are unsustainable. Future genetianal tax burden of future generations by about ECU
tions pay a higher net tax than do newly borns, a diffef-3 000 and ECU 35 000 respectively. The impact of the
ence that amounts to around ECU 40 300 in presenther factors is only small. In the country-specific sce-
value terms. The required tax change in the baselinenario, future generations face a negative net tax burden
arrive at sustainability is 2.5 percentage points of GDBf ECU 36 600. However, as the net tax level of newly
Columns 2 to 6 of Table 60 show the isolated effect dforns generated by present policies is even more nega-
the different factors discussed in Section 10.3.1 on thige (— ECU 54 100), the country-specific scenario still
sustainability measures provided by generationatdicates a lack of sustainability. However, as the
accounting. Column 7 reveals the results of the countrintertemporal public liabilities are reduced to 34.3% of

Table 61a

Sensitivity to discount rate and productivity growth in the baseline scenario

Productivity growth (%) 1 1 2
Discount rate (%) 3 5 7 3 5 7 3 5 7
(1 000 ECU)
Generational account
Present newborn - 46 -55 -59 - 46 -53 - 58 -49 -50 - 58
Generational account
Future unborn -1 -15 -15 8 -13 -16 4 -9 -17
Absolute difference 46 40 44 49 40 42 53 41 41
(% GDP)
Immediate tax change
required for sustainability 2.8 2.4 2.7 3.0 2.5 2.6 3.3 25 25
Table 61b
Sensitivity to discount rate and productivity growth in the country-specific scenario
Productivity growth (%) 1 1'% 2
Discount rate (%) 3 5 7 3 5 7 3 5 7
(1 000 ECU)
Generational account
Present newborn - 44 -57 - 62 —-42 -54 -62 - 42 -51 - 60
Generational account
Future unborn -27 -41 -39 -19 -37 -40 -14 -31 -39
Absolute difference 17 16 23 23 18 22 28 19 22
(% GDP)
Immediate tax change
Required for sustainability 1.0 0.9 13 14 1.0 1.3 1.7 12 13
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Table 62

Sensitivity to participation rate in country-specific scenario

Divided Europe European coordination Global competition

(1 000 ECU)
Generational account
Present newborn -57 -54 -51
Generational account
Future unborn -25 -37 -43
Absolute difference 33 18 7

(% GDP)

Immediate tax change required
for sustainability 1.0 0.9 1.3

base-year GDP, the tax change required to restore intBnances as the newly born do. This reveals that a high
generational sustainability falls to 1.0% of GDP. level of labour supply is an important factor in establish-
ing intergenerational sustainable government finances.

10.4. Sensitivity analysis Tables 63a and 63b explore the sensitivity of the gener-
ational accounts with respect to demography.
Table 61a shows the sensitivity of the results of the base-
line scenario with respect to the discount rate and prghe second columns of these tables contain the accounts
ductivity growth. Table 61b does the same for the coufi-the age structure were to remain constant. They reveal
try-specific scenario. The generational imbalance in bothat without ageing, future generations would benefit
scenarios turns out to be fairly insensitive to either varsubstantially more from the government budget than do
able, both when expressed in ecu and when expresseg@ssent generations. In particular, compared to current
the required tax change. generations, they would enjoy an additional lifetime ben-
efit of ECU 12 000 in the baseline scenario and ECU
Section 10.3.2 employed a base-case assumption for #8000 in the country-specific scenario. This compares
expected growth of labour force participation. Howevekyith an additional burden of respectively ECU 40 000
in view of the considerable uncertainty surrounding thisnd ECU 18 000, if the prospective changes in age struc-
important variable, CPB has constructed two alternatii@re are taken into account. This contrast reveals that
scenarios for the future development of the participatiageing puts a heavy burden on the government finances.
rate (see Table 57). All three scenarios involve amhese results underscore the merits of the forward-look-
increase in labour force participation. Whereas the ‘lowhg features of intergenerational accounting.
case projects an accumulated growth of only 2% until
2020, the ‘high’ case involves an accumulated growth afhe assumption of a constant age structure, while useful
15% by 2020. This compares to 10% growth in the bager analytical purposes, is clearly not realistic. To further
case. pursue the sensitivity analysis with respect to demo-
graphic developments, we employ alternative demo-
Table 62 reveals that the generational imbalance of tiyeaphic scenarios provided by Statistics Netherlands. In
country-specific scenario is rather sensitive to laboyrarticular, we construct two alternative variants with
supply. Indeed, in the global competition scenario feaather extreme assumptions for the ageing of the popula-
turing high labour participation the additional laboution. To analyse the impact of substantial ageing, the first
supply nearly offsets the effect of ageing so that futuneariant combines the assumption of a low birth rate with
generations almost benefit as much from governmetitat of a high life expectancy. The other variant consid-
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Table 63a

Sensitivity to demographic assumptions in the baseline scenario

Medium birth rate, No change in Low birth rate, High birth rate,
high life expectancy age structure high life expectancy low life expectancy
(1 000 ECU)
Generational account
Present newborn -53 -32 -53 -52
Generational account
Future unborn -13 - 44 -13 -21
Absolute difference 40 -12 40 31
(% GDP)
Immediate tax change
required for sustainability 25 -0.8 2.3 2.0

Table 63b

Sensitivity to demographic assumptions in the country-specific scenario

Medium birth rate, No change in Low birth rate, High birth rate,
high life expectancy age structure high life expectancy low life expectancy
(1 000 ECU)
Generational account
Present newborn -54 -30 -54 -53
Generational account
Future unborn -37 -69 -38 -43
Absolute difference 18 -40 16 10
(% GDP)
Immediate tax change
required for sustainability 1.0 -25 0.9 0.7

ers the other extreme case by assuming that a high biRimally, Table 64 reveals that net government debt raises
rate coincides with low life expectancy. The two lasthe intergenerational imbalance by ECU 34 000 (i.e.
columns of Tables 63a and 63b show the consequen&SU 40 000 minus ECU 6 000) in the baseline scenario,
of alternative demographic assumptions. As expected,amd by ECU 15 000 (ECU 18 000 minus ECU 3 000) in
the low ageing scenario (column 4) the generationgie country-specific scenario. The different impact in the
imbalance shows a moderate fall. Surprisingly, the higlvo scenarios stems primarily from the difference in the
ageing scenario also shows a (small) drop in the takfinition of net government debt (see Section 10.3.1).
increase required to restore sustainability, when com-

pared to the baseline scenario of the first column. Bog\g s .
the high ageing and the baseline scenarios feature 5. Establishing generational balance

same life expectancy so that net taxes of present genefg¢ 4 Policy measures and their generational
tions and thereby the total inheritance of future genera- "~ effects

tions coincide. Since the net tax obligation of future gen-

erations (the inheritance) is negative (in either scenarid)able 65a indicates the effects of policy adjustments that
the scenario with the lower birth rate features a lower nabuld ensure sustainable government finances in the
tax for the average unborn. baseline scenario. It explores adjustments for a number
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Table 64

Impact of government debt
(1000 ECU) (*)

Baseline scenario Country-specific scenario
Actual debt Zero debt Actual debt Zero debt
(1 000 ECU)
Generational account
Present newborn -53 -53 -54 -54
Generational account
Future unborn -13 -47 -37 -51
Absolute difference 40 6 18 3
(% GDP)
Immediate tax change
required for sustainability 25 0.4 1.0 0.2

of budget items. The measures are permanent and get items affecting the end of the life cycle, such as
implemented immediately. The necessary adjustmenisalth and transfer payments. Changes in these budget
turn out to range from 2.0 to 2.6% of GDP. Table 65lems also exert the smallest (negative) effect on the pre-
shows the results for the country-specific scenario. Agent value of net benefits of newly borns because the
could be expected from the relatively small generationaffect of these measures is discounted more heavily.
imbalance of this scenario in Table 60, the required pol-

icy changes are quite modest. Indeed, an adjustmentli®.5.2. Transforming the generational accounts

one of these budget items of about to 1.0% of GDP into annual budgets

would suffice (see column 1). 10.5.2.1. Why a transformation?

The policy adjustments required are about the same fbransforming generational accounts into the correspond-
all alternatives — irrespective of their age profile. Tableg future annual budgets is useful for a number of rea-
65a and 65b, however, indicate that the measures yialons. First, it explicitly yields the implied size of future
quite different effects on various generations. In particisudget items. This facilitates communication with the
lar, future generations benefit most from changes in budarious parties in the decision-making process. Second,

Table 65a

Measures to establish intergenerational sustainability in the baseline scenario

Effect on generational account of

Required Future Newly 30-year 60-year
adjustment generations born old old
% GDP 1000 ECU
Defence, general government -25 -27 13 12 7
Education -26 -14 26 0 0
Health -20 -33 7 11 15
Transfer payments net of taxes -24 -33 7 12 15
Income tax 2.6 -32 8 17 6
Indirect taxes 23 -32 8 15 8
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Table 65b

Measures to establish intergenerational sustainability in the country-specific scenario

Effect on generational account of

Required Future Newly 30-year 60-year
adjustment generations born old old

% GDP 1000 ECU
Defence, general government -12 -11 6 5 3
Education -1.2 -5 12 0 0
Health -0.9 -14 3 5 7
Transfer payments net of taxes -1.0 -14 3 6 7
Income tax 1.1 -14 4 8 3
Indirect taxes 1.0 -13 4 7 B

it provides a link with the traditional tools for analysingl0.5.2.2. An example of sustainable future budgets

fiscal policies, such as the fiscal deficit and government

debt. This helps to transform policy objectives withTable 66 reveals the budgets for selected years, if inter-
respect to generational balances into more concrejénerational sustainability is established in the country-
deficit targets. Third, it enables one to make explicit pospecific scenario by immediately raising (all) taxes by
sible trade-offs between establishing generational bal-:0% of GDP (a combination of the last two options of
ance and possible other aspects of fiscal policy, suchBsble 66). It shows that the ageing of the population
the EMU-criteria, the exposure of the budget to interestuses expenditure on old-age benefits and health care to
rate fluctuations, and the possible impact of governmerise substantially. Expressed as a percentage of GDP,
borrowing on the capital market and aggregate demandld-age benefits rise from 5.2% in 1995 to 6.7 % in 2020

Table 66
Yearly budgets under a sustainable policy, 1995-2060
(% GDP)
1995 2020 2040 2060

Defence, general government, infrastructure,
subsidies and tranfers abroad 18.8 16.1 17.1 17.3
Health 8.8 9.3 12.2 12.4
Education 4.6 3.7 3.9 3.9
Social security
— Old age benefits 5.2 6.7 9.4 8.9
— Other benefits 11.0 9.4 8.8 9.3
Interest payments 5.6 11 0.0 3.2
Total government expenditure 54.0 46.3 51.4 55.0
Income tax and social security contributions 25.7 24.7 24.9 255
Other revenue 204 22.8 239 24.1
Revenues from capital, including gas 3.8 1.8 1.7 14
Total revenue 49.9 49.3 50.5 51.1
Fiscal deficit 4.0 -3.0 1.0 3.8
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and 9.4% in 2040. Health-care expenditure rises froithis would yield very low fiscal deficits until 2020, but
8.8% in 1995 t0 9.3% in 2020 and 12.2% in 2040. would eventually result in soaring fiscal deficits when

ageing causes government expenditures to rise sharply.
Until 2020, these rises are mitigated by the effect of tHeéraph 6 shows the time path of the fiscal deficit too, in
increase of labour participation on GDP. The tax burdghe case where taxes are raised in 1996 by as much as is
will rise also due to the maturing of pension funds and theecessary to arrive at a sustainable policy (the combina-
resulting increase of taxable pension incomes. The eafign of the last two lines of Table 65b). In this case, the
implementation of an intergenerationally sustainable popudget reaches a surplus in 2002. This surplus would
icy implies that, until 2020, the tax burden rises morBave to be maintained for several decades in order to suf-
than expenditure does. This implies a (sharp) reduction igiently reduce government debt. Enough room is then
government debt and interest payments, which helps gpeated to prevent an explosion of the fiscal deficit by the
create budgetary room for the increasing costs of the adé0¢e the ageing of the population ‘hits’ the budget.

ing of the population in later years. After 2020, the costs

of old-age benefits and health care outweigh the rise fiPart from raising government saving by an immediate
revenues, thereby widening the fiscal deficit. and permanent tax rise, there are alternative ways of

arriving at an intergenerationally sustainable system by

By first reducing government debt and interest paymenrtgdgcmg the costs of arrang_ements that are.sensitiv.e .to
in order to create room for the later rise of the age—relaffge'ng' Graph 6 shows the time path of the fiscal deficit

ed expenditure, the future costs of the population ageiﬁg]helgrOWtzqf old—tagles)gn?;lts anq gealiw—;:g;%costs f?r
are in part transferred to present generations. = old-aged 1S curtaried in the period unt S0as 1o

make the system sustainable. This entails a 0.3% slower
growth of these expenditures per year so that age-specif-
ic expenditure rises with 1.2% per year until 2020. After
Graph 6 shows how the fiscal deficit develops if prese020, the per capita expenditure rises again with 1.5%
policies are continued in the country-specific scenariger year.

10.5.3. Future deficits

Graph 6: Fiscal deficits with present policies and sustainable policies
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Graph 6 shows that the fiscal deficit in the two sustaininsustainable. However, the necessary adjustment
able scenarios is still rising slightly in 2060. When théo ensure sustainability can be considered quite small
size and composition of the population eventually reacim the light of the size of the ageing of the population.
es a steady state, growth, the fiscal deficit, and goverfihe generational accounts can be transformed into
ment debt reach a constant level relative to GDP. the corresponding future yearly budgets. These show that
an early implementation of an intergenerationally sus-
tainable system implies that the present fiscal deficit in
10.6. Summary and conclusions the Netherlands turns into a surplus during the course
of the coming decade, as the costs of ageing will not
This chapter computed generational accounts for theart to rise before 2010. This surplus can be established
Netherlands in order to assist government decisiofyith relatively small policy changes. The factors allevi-
making. Traditionally, intertemporal aspects of fiscal p0|ating the burden of popu|ati0n ageing create the oppor-
icy are assessed on the basis of the fiscal deficitinity of sharply reducing government debt and interest
government debt and net government wealth. Gengayments. This helps to finance the future rise of the age-
rational accounting offers a more direct and explicit megejated expenditures, thereby mitigating the costs for

sure of the intergenerational effects of present fiscal pofiature generations of tax payers. In this way, future costs
cies. It has the advantage of being fOfWZird-'OOkingare parﬂy transferred to the present_

thereby enabling one to incorporate future developments,

and to test the present system of government expenditurefese results have to be interpreted with care. The
and taxes for sustainability. This approach is of particulgfa|culations require many assumptions about future
interest because after 2010 Dutch government financgsyelopments. Section 10.4 reveals that the outcomes are
will be heavily burdened by the ageing of the populatiorsensitive to some of these assumptions. Behavioural
At the same time, the coming decades are expectedré&ponses to fiscal policy changes are not captured by
show rising labour force participation rates and taxabi@e calculations. Furthermore, generational accounting
pension incomes from maturing funded private sectefoes not include intergenerational redistribution that
schemes. These factors will help to alleviate the burd%(;urs outside the government sector, inc|uding environ-
from ageing by generating additional tax revenues.  mental externalities, redistribution performed by supple-
mentary pension schemes, inheritances within families

The calculations indicate that the present system ghd intergenerational transfers of know-how.
benefits and taxes, if continued, is intergenerationally
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11. Austria: restoring generational balance

Christian Keuschniggl], Mirela Keuschnigg®), Reinhard Komandj, Erik Lith ¢) and
Bernd Raffelhiischer?)

11.1. Introduction grammes. In addition, EU countries, and Austria in par-

ticular, might face a significant increase in immigration.
Recently, Austria has had to cope with some major extedn the other hand, closer integration holds mutual gains
nal shocks. First, given its geographical location and hiffom trade. Keuschnigg and Kohler (1997) find for
torical ties, the reform and opening up of central andustria that the dynamic gains from integration clearly
eastern European countries (CEECs) in the late 1988sceed the expected budgetary costs.
had important effects on Austria. Trade creation and
trade diversion towards CEECs resulted in higher tharhe recent shocks create new demands on government
usual growth of total exports and imports. Needless taudgets and come on top of an already difficult stance of
say that the integration of CEECs put a lot of adjustmetite government sector. During more than two decades,
pressure on Austrian industry, probably more than ifiscal policy allowed for a substantial increase in gov-
other western European countries. ernment debt. Once a mere 19% of GDP in 1970, gov-

ernment debt grew at an accelerating pace, reaching 69 %
Second, Austria’s accession to the European Union (EQ) GDP in 1995. Expenditure growth was mainly driven
in 1995 required further adjustments. The net fiscal coby an expanding welfare state and lately by increasing
of EU membership for the general government budgetiisterest payments on government debt.
estimated at 2% of GDP in 1995 (including contribu-
tions to the EU and compensation payments to Austri&gince 1975 the budget has been permanently in deficit.
farmers). On the positive side, consumers now enjddith a net deficit in excess of 5% of GDP in 1995, the
considerably lower prices for many goods and servicesituation was seemingly unstable. In the absence of any
The EU-related decline in the price level is estimated dtastic action, this perspective threatened Austria’s par-
1.5 percentage points between 1995 and 1997 (titipation in EMU. The government finally pushed
European Commission (1998b)). Relying on a dynamitirough a rather courageous consolidation package in
general equilibrium model, Keuschnigg and Kohlel996 followed by an equally impressive pension reform
(1996) provided a more complete estimate of the overafi 1997. Consequently, government debt as a percentage
effects of EU membership. On average, the net welfacé GDP is now starting to decline rather significantly.
gain was estimated at 1.24 % of GDP.

Apart from the fact that these measures may be success-
Eastern enlargement of the EU will put additional fiscélul in stabilising the level of officially recorded govern-
pressure on current Member States. The potentialent debt (as a percentage of GDP), they also involve
entrants will qualify for large amounts of transfers undemassive intergenerational redistribution. If the govern-
the Structural Funds and common agricultural prament is to remain solvent, it must meet its intertemporal
budget constraint. For any given path of government
expenditures on goods and services, taxes may be col-
lected now or later, and the burden will correspondingly
fall on current or future generations. Such long-term con-

(1) Universitat des Saarlandes, Saarbriicken. R . A .
Universitét des Saarlandes, Saarbriicken. siderations are absent in conventional government sector

A
(3 Institute for Advanced Studies, Wien. i i
(% Institut fur Finanzwissenschaft, Albert-Ludwigs-Universitat Freiburg. accountlng. Consequently’ not much is known about the

(®) Helpful comments by Bernhard Boéhm and Holger Bonin are gratefuujntergenerational effects of actual fiscal policy. In this
acknowledged. Furthermore, we would like to thank Liana Giorgi, Christin%tudy we employ the standardised approach to genera-

Mayrhuber, Ursula Obermayr and H. Stefanits for providing us with particu-, R . . -
larly useful data. tional accounting as described in Chapter 2 of this vol-
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ume in order to gauge the level of Austria’s intertempdiave taken. The newly elected government delivered
ral public liabilities (IPL, cf. equation (6) in Chapter 2)early in 1996 a rather drastic fiscal consolidation pack-
and to evaluate the intergenerational impact of fiscal pakge amounting to 4% of GDP within two years (cf.
icy. No such study is available for Austria up to date. Kramer and Lehner (1996), Lehner (1997), European
Commission (1998b)), one third to be covered by higher
We proceed by discussing recent economic developevenues and two thirds by lower spending. In view of
ments as well as current fiscal policy. Then we turn tihe long-run intergenerational non-sustainability of the
baseline results regarding the intergenerational stancecoffrent pension system, exacerbated by an ageing popu-
Austrian fiscal policy in 1995. Finally, we evaluate thdation and increasing life expectancy, an additional and
intergenerational consequences of the consolidationore extensive pension reform was agreed upon by the
package of 1996 and the pension reform of 1997 thahd of 1997 (see below).
were required to meet the Maastricht criteria. We also
calculate the fiscal consequences and intergeneratioifdle objectives of the consolidation package have been
effects from increased immigration as it might coméully achieved. According to the latest statistics, the net
with EU membership of the eastern applicant countriedeficit of the entire government sector stabilised at 1.9 %
In the concluding section we reflect on the main findef GDP in 1997 and is expected to remain at that level
ings. for the next years (cf. Lehner (1998), IAS (1998)). The
primary surplus is approaching 1% of GDP.
Government debt finally started to decline in 1997 to

11.2. Economic performance and fiscal 64.4% of GDP, down from 69.8% in 1996. Overall, the
policy medium term prospects of the Austrian economy remain
good (see the forecast by IAS (1998)). In 1998, real GDP

11.2.1. Recent economic performance is expected to grow by 3.4%, slowing down to 2.6% in

1999. Inflation and interest rates remain low.

Macroeconomic policies in Austria have traditionally nfortunately. the unemplovment rate is stuck at about
emphasised a stable exchange rate towards the Germjgn Y, ploy

mark. The hard currency policy combined with high 70 (4.4% according to Eurostat definition).
aggregate wage flexibility succeeded in squeezing inflg- i .
tion in the tradable sector (cf. European Commissioill'z'z' Current fiscal policy
(1998b)). Inflation slowed down from 6.3% in the 1970 1.2.2.1. Government expenditure
to less than 2% in 1997. For about four decades, the"™ "
level of unemployment in Austria has been consistent@ver the last three decades, government expenditure
lower than the average of OECD or EU countriesncreased from 41 % of GDP in 1970 to 57.5% in 1995.
Lately, however, labour market performance deteriorabdost of expenditure growth materialised in the 1970s.
ed. In 1997, it reached 4.3% up from an average of 3.4Both larger purchases of goods and services as well as
in the 1980s. Relatively high labour costs including anore and better paid government personnel contributed
high and increasing tax burden have at least partially increasing public consumption which in 1995
contributed to the increase in unemployment. absorbed about 23% of GDP, a full 6 percentage points
higher than in 1970. The increase in transfers was even
During more than two decades, fiscal policy allowed fomore significant. The share of transfers in GDP amount-
an increase in government debt. Already in 1987, thesl to almost 30% in 1995, 12 percentage points higher
budget deficit exceeded 4% of GDP. The 1994 tathan in 1970. Pension expenditures increased from about
reform delivered significant tax cuts and further aggrat0% of GDP in 1970 to almost 14% in 1995.
vated the situation. A deficit in the social security sys-
tem, mostly determined by accelerated early retirememgemographic change including longer life expectancy as
required large federal transfers. On top of that, contribwell as frequent use of early retirement and disability
tion payments to the EU had to be financed for the firpiensions is responsible for an ever larger number of pen-
time. The government deficit hit the 5.1 % mark in 1995ioners. New benefits introduced during the 1970s and
again in the 1990s together with a large rise in early
Clearly, the Maastricht Treaty imposed a precise timingetirement increased social security benefits and assis-
in fiscal consolidation and forced the government to takance grants in these periods. In 1995, Austria spent
more prompt and drastic action than it would otherwis&7.6% of GDP on both categories (but excluding
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unfunded employee benefits of the public sector) whiaturrent tax system is characterised by a high tax burden
is 6 percentage points higher than in 1970 and testifiesdn labour.
the growth of the Austrian welfare state. Last but not
least, transfer spending is driven by higher interest pagonsumption taxes fluctuated around 16 % of GDP. The
ments which quadrupled over the period, an unavoidablalue added tax (VAT) is, in terms of revenues, the sin-
consequence of the rapid accumulation of governmeglie most important tax in Austria. With a standard rate of
debt. 20% and a reduced rate of 10%, Austria seems to have
exhausted its potential VAT revenues since neighbour-
ing Germany levies much lower rates, namely 16 % and
7%, respectively. One third of indirect tax revenues
Starting from a level of 35.3% in 1970, taxes and socigtems from a number of special excise taxes with some
security contributions approached a maximum of 43 % igf them increasingly serving environmental goals.
the mid-1980s, then levelled off somewhat but swelled
again in the 1990s. They amounted to 43% of GDP i:[]l 223 Social |
1995. The personal income tax in Austria is a progres-"=""""" ocial insurance system
sive tax based on the individual rather than the familyustria has steadily built its welfare state and now runs
The income tax schedule features five brackets with masne of the most generous systems in Europe. Social
ginal tax rates between 10 to 50%. The tax burden éxpenditures accelerated rapidly in the 1970s and again
reduced by a general income tax credit while wage earin-the early 1990s. In addition to new entitlements and
ers may claim an additional wage tax credit. Tax religfenerous eligibility rules, spending was increased by an
for families includes a special single earner tax credigeing population and a recent upward trend in unem-
plus additional tax credits for each child. The composployment. Compared to the EU-12 average in 1994,
tion of overall revenues shifted towards social securitfwustria affords a slightly higher percentage of GDP for
charges — from 9% of GDP in 1970 to 15.4% in 1995ocial welfare. Furthermore, it is more generous with
— which are now about a third of total tax revenues. THamily and old-age support but spends markedly less on
importance of capital income taxes declined since thsemployment and housing. An ever larger part of
1970s, an increasing part of the tax burden was shifteddpending must be covered out of general taxes rather
labour. than contributions. In 1995, contributions covered no
more than 72 % of benefits.
The last decades saw a cut in nominal tax rates together
with elimination of exemptions and broadening of taXhepension systerim Austria is a generous paygo (pay-
bases. The 1988 reform significantly eased the effectias-you-go) one (cf. Koch and Thimann (1997), Rirup
tax burden on corporate profits in Austria which is lovand Schroter (1997), and Stefanits (1998)). The maxi-
by international comparison. Regarding capital incomeum replacement rate is 80%, among the highest in
taxation, the withholding tax on personal interest incomeurope. As for 1995, pension assessment is based on the
was raised to 22% in 1993 but was transformed to a finlaést 15 years of salary, and benefits are indexed to net
tax that also covers personal wealth and inheritangeges. One of the distinctive features of the Austrian
taxes. The withholding taxes on dividends and on pesystem is the large share of disability and early retire-
sonal interest income were unified at 22 % after 1994 amdent pensions. Actual retirement age fell from 61.9 for
treated as a final tax. men (60.4 for women) in 1970 to 58.5 (57.1) in 1994. At
the same time, both life expectancy and average duration
The tax reform in 1994 brought further importanof pensions increased. Contributions from the workforce
changes in company taxation: the business tax, the geme the main source of revenues. They amount now to
eral wealth tax and other taxes on enterprises were ab®®-.8% of gross income. Contributions, however, fell
ished. The 30% corporate tax rate was raised to 348tort of paygo pension outlays over the past 20 years. In
which is now close to the OECD average. Lately, th£995, they covered only 80% of pension expenditures
government limited the deductibility of the formation ofeven though contribution rates have almost doubled
investment and other reserves. In 1995, the investmesimce the 1960s.
allowance was cut to 9%. Recently, the debate focused
much on the proper balance between business and labBopulation ageing, increasing life expectancy and very
taxation. Even by international comparison, Austria’'generous benefit levels made the pension system inter-

11.2.2.2. Government revenue
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generationally unsustainable in the long run. By interng&cheme were restricted, especially by limiting early
tional comparison, Austria affords a rather high level afetirement. Full pensions were made available only after
government spending on pensions. In 1994, pensitime age of 60 while required contribution periods were
expenditures claimed 15% of GDP as compared to axtended from 35 to 37.5 years. Subsidies to business
OECD average of only 10%. In the absence of basamd earmarked transfers to off-budget funds were cut.
adjustments, expenditures on pensions are expectedQwer the 1996/97 period, expenditure savings amount to
increase rapidly in the future when the old-age depeBCU 5 billion. For 1998/99, additional expenditure cuts
dency ratio is expected to worsen. The fiscal pressuoé 1.2 and 1.4 billion are budgeted.
from the pension system is expected to increase signifi-
cantly, with a peak in 2035 when pension expendituré3n the revenue side, the government relied predomi-
are estimated to reach 16.25% of GDP (cf. Koch aritntly on wage and personal income taxes and to a less-
Thimann (1997). Note, that they analyse only ther extenton corporate and interest income taxes, an ener-
employee and the self-employed pension schemes). gy tax as well as a variety of indirect taxes. Taxes on
income account for almost three quarters of additional
Austria affords generougamily assistanceln 1990, revenues. The tax rate on interest and dividend income,
family benefits amounted to 10% of GDP which is final withholding tax, was raised from 22 to 25% and
among the highest within the OECD (cf. OECD (1994))a new energy tax on gas and electricity consumption was
Currently, the main elements of family support aréntroduced. The other revenue increases came from cut-
income-tax credits, free social security coverage fding tax allowances and deductions.
dependants, free compulsory education and monthly
cash benefits for childrerHealth expenditures have Since a number of measures contained in the 1996/97
been growing rapidly, too. Indeed, Austria’s spending ogonsolidation package were short term in nature, such as
health is among the highest in Europe. An ageing popthe salary cuts of civil servants, and due to new spending
lation raises the demand for medical services anifessure — transfers to social security and pension funds
increasingly complex treatments inflate costs. The healthcreased by almost 15% — additional budget relief
system is only partially contribution-financed and is &quivalent to 1% of GDP had to be enacted. The federal
mixture of centralisation and decentralisation whicpudgets of 1998/99 aim to stabilise the net deficit in
weakens accountability and impairs efficiency. nominal terms at about ECU 5.2 billion, thus allowing a
further reduction relative to GDP.

11.2.2.4. Recent fiscal debates: the 1996 fiscal
consolidation package 11.2.2.5. Recent fiscal debates: pension reform

The net government deficit in 1995 was 5.1% of GDPhe 1997 pension reform comes on top of the consolida-
and was forecast to be a full 8% of GDP in 1997 (ction package. A series of measures try to strengthen the
Lehner (1996)). In the absence of any drastic action, tHisk between benefits and contributions paid, make early
perspective threatened Austria’s participation in EMUetirement less attractive, and harmonise the eligibility
To reverse the trend, the government finally pushegfiteria and benefit rules for different pension schemes.
through a consolidation package in 1996. The objectighased in between 2003 and 2020 the pension base is
was to reduce the net deficit to 3% in 1997 to meet tie@lculated over an extended period of the best 18 years
Maastricht deficit criterion where a quota of 2.7% wagup from 15) which puts downward pressure on pension
set for the central government and 0.3 % for the State alerels. Over the entire contribution period, pension rights
local governments. Compared to the original budget prafe accumulated by 2 percentage points per year.
jections, this required a huge savings volume. The feder-
al government alone was to trim ECU 7.6 billion from its’he accumulated percentage points are reduced by 2
budget over the two-year period where two thirds wer@reviously 1.6 to 1.8) for each year of early retirement
meant to come from lower expenditures. prior to the statutory retirement age, up to a maximum
deduction of 10 percentage points or 15% (starting with
Spending cuts mainly targeted employment and compe2B00). Eligibility for early retirement on account of
sation of civil servants and cuts in general administraeduced capability to work is also tightened. To strength-
tion. Additional savings come from stricter eligibility en revenues and harmonise pension schemes, contribu-
criteria for unemployment benefits and tightening ofion rates of self-employed and civil servants increase
other social transfers. Transfers to the public pensidrom around 15% and 10.75 %, respectively, to 20.25 %.
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In addition, pensions of civil servants are harmoniseldegarding mortality and fertility rates as well as migra-
with the general system. Their pensions are also assested, we closely follow the projections of the Austrian
on the basis of the best 18 years instead of the last saltgtistical Office (cf. OSTAT (1996,1997a)) which fore-
(starting with 2003) and the adjustment factor of the gerasts a slight rise in fertility and life expectancy. The fer-
eral pension system is applied (starting with 2000) (tHdity rate increases from 1.4 in the base-year to 1.5 in
reform also includes some other, less important el@010 and is assumed to remain constant thereafter. Life
ments, cf. BMAGS (1997)). expectancy at birth rises linearly from 72.48 in 1995 to
75.27 in 2010 for males and from 79.04 to 81.59 for
females, and subsequently remains constant at that level.
The Statistical Office instead assumes that life expectan-
The fiscal consolidation programme adopted in 199€y increases further after 2010. Given the long horizon of
was fully implemented and the 1997 pension reform fupur projection, we choose to be somewhat more conser-
ther helped to restore fiscal stability. The figures for theative. Finally, net immigration expands the labour force
budget deficit and government debt attest to the succeBy.a constant rate of 17 000 per year, i.e. 0.21% of the
The net deficit of the entire government sector nowopulation.

seems to stabilise at about 1.9%, giving an important

‘breathing space’ before further reforms are attackeéd critical part of generational accounting concerns the

The government debt finally started to decline in 1997 tpnstruction of age-gender tax and benefit profiles.
64.4% of GDP, down from 69.8% in 1996. Following the methodology described in Chapter 2, we
implemented separate profiles for all major tax and

A major step in future fiscal reform is planned for 2000spending categories. The distribution of labour taxes was
The discussion focuses on restructuring taxes. An expégfrieved from OSTAT (1995), data on social security
commission is preparing proposals concerning a reduéontributions were directly provided by the Association
tion in labour taxes and a strengthening of green taxé¥. Austrian Social Insurance Institutionsiguptver-
The tax treatment of savings as well as the scope for cdnd der Osterreichischen Sozialversicherungstrager
ital income taxation more generally will be addressedrurthermore, we used the capital income profiles that
Finally, further structural reforms of the pension and/ere available in the European Union Household Panel
health-care systems are intended for the medium terf@Mpiled by Eurostat (1995). Finally, we allocated pay-
Some important elements of the pension reform 199R€nts of VAT and other indirect taxes on the basis of the

have not yet been enacted. In both areas, the reform mg@sumer expenditure survey in OSTAT (1984).

sures of 1996/97 are considered insufficient in order to - ] ] )
ensure long-run intergenerational sustainability of th¥on-age-specific expenditures are determined residually

social security system. At the same time, the governméﬁf subtracting from total expenditure all age-specifically

wants to bring the deficit close to balance. The mance@iStributed taxes and transfers as well as interest pay-
hgpents. Since there is no clear evidence for an age-spe-

vre room for major fiscal reform thus seems to be rat g€ i
tight. cific demand_ pattem for expend!tures such as def_ence,
general administration and the like, these expenditures
were distributed evenly across age groups. By way of
11.3. Baseline results and sensitivity contrast, age-gender profiles are quite uneven for many
analysis social expenditure categories. Pension income of all sorts
and benefits from old-age care can be tracked over life-
time according to the household panel. Eurostat (1995)
similarly provides necessary information on age-specific
To quantify the inter- and intra-generational impact ofransfer income from family allowances, social assis-
fiscal policy, generational accounting must keep track @ance and unemployment benefits including unemploy-
the distribution of taxes and benefits across various pogment insurance.
ulation groups. Breaking down aggregate budget figures
according to their age-gender distribution amounts ®he spending programmes on education and health care
formidable empirical work and is especially difficult inwere attributed to household groups based on Eurostat
our case since Austria has not yet been the subject(@995) and OSTAT (1997b, 1998a, 1998b). This way we
such a study before. obtained the tax benefit position for a representative

11.2.2.6. Recent fiscal debates: future agenda

11.3.1. Data and basic assumptions

153



Generational accounting in Europe

member of each group. Next, aggregates are calculat@ént debt equal to 69.2% of GDP by subtracting various

by multiplying the profiles with the population weight offinancial assets of the government sector. Such assets

the age groups. To reconcile the implied total revenuray be cash, bank deposits, loans to the private sector

and spending volumes with actual budget figures, sonag@d foreign exchange reserves.

adjustments were required at various stages. Decomposing

government activity in this way and finding the age-geriFhe per capita receipts and expenditures are projected to

der profiles of taxes and benefits is at the heart of gengjrow in line with GDP, i.e. we adjust future budgets by

ational accounting and eventually results in generationabth the demographic transition and overall productivity

tax benefit accounts such as those listed in Tables gfowth. In fact, the GDP trend is determined by a con-

through 72. stant growth rate of labour productivity assumed to be
1.5%. As in the other country studies, our computations

Table 67 reports the consolidated government budgetige a real interest rate of 5%.

Austria for the base-year 1995. Macroeconomic data

were retrieved from data bases of the Austrian Economig 3.2. Baseline findings

Research Institutes, I1AS and WIFO, as well as OECD ) »

and OSTAT national accounts publications of variou$able 68 displays the age-specific net payments to the

years. Compilation of revenue figures was based on redevernment, in present value terms, of all living and

enue statistics of OSTAT, Eurostat and OEcpDfuture generations. The figures reflect the structure of

Intergovernmental grants and transfers have been c&@vernment revenues and expenditure in Austria in 1995

celled out. Further note that, throughout the paper, spder the baseline scenario. For a newborn, the present

exchange rate of ATS 13.182 per ecu is used (dfalue of benefits received over the entire lifetime
European Commission (1997)). exceeds the present value of taxes paid by ECU 17 800.

The negative net transfer payments during the first seven
On the revenue side, capital income taxes include payears of life may readily be explained by the fact that
of the personal income tax, the corporate tax, wealth agdrrent benefits weigh much more than the present value
business tax, interest and dividend tax as well as farmegd’income taxes that are paid only later in life.
business tax. Other indirect taxes refer to special excise
taxes on mineral oils, tobacco and alcohol as well as Aigt payments increase during the first two decades
energy tax on electricity and gas consumption. Theaching a maximum of ECU 81 300 at age 20 when
VAT, labour income taxes and social security contribundividuals start working and, therefore, bear the full
tions alone make up for more than 80% of revenues. Werden of wage taxes and social security contributions.
further refer to government net financial liabilities equaTlhereafter, generational accounts gradually decline as
to 49.8% of GDP, which are derived from the governthe retirement period approaches. Health-care benefits

Table 67
Government receipts and expenditure in Austria, 1995
(billion ECU)
Receipts Expenditure
Labour income taxes 155 Pensions 25.2
Capital income taxes 5.6 Old-age care 1.3
Value added tax 13.6 Health 105
Other indirect taxes 7.3 Unemployment 1.8
Social security contributions 27.3 Family-related benefits 4.8
Government deficit 9.0 Social assistance 2.7
Education grants 0.1
Education 7.7
Non-age-specific expenditure 16.4
Interest payments 7.8
Total 78.3 78.3

Source:Austrian Central Statistical Office, WIFO, Eurostat, OECD.
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increase with age as well. Consequently, lifetime inconiBables 69 and 70 split up the overall net liability of males
is increasingly dominated by old-age pension transfeesmid females into various tax and transfer components.
and health-care benefits rather than by the tax burd&mong transfers, non-age-specific expenditures are
associated with current wage and capital income. Apread rather evenly across lifetime. Pensions and
around age 41, the tax benefit position breaks even am@alth-care benefits are received later in life and mainly
from now on, old-age transfers start to dominate until tHeenefit the old. The other social transfers, in particular
present value of net transfers received over the remagducation and family-related transfers, are targeted
ing lifetime approaches a maximum of 211 200 at the agewards the young. On the tax side, VAT and excise
of 65 when retirement begins. Thereafter, net benefitaxes tend to be rather neutral in terms of intergenera-
decline along with remaining life expectancy. tional redistribution. The present value of social insur-
ance payments and of labour income taxes weighs more
Table 68 also shows the age-specific generationléavily for younger generations. By way of contrast,
accounts separately for males and females. As in the casgital income accrues later in life, hence the burden of
of other EU countries, the Austrian fiscal system impliesapital income taxes rests more on older generations.
a large amount of redistribution between genders. Males
face high net payments for at least four decades, whilables 69 and 70 also provide evidence for significant
females only for two. Furthermore, the maximum preintra-generational redistribution across genders. As
sent value of net payments by females at age 20 repeapected, indirect taxes do not differentiate much
sents less than a quarter of the burden faced by malestween males and females. Transfers such as social
However, females’ maximum net benefit position at agassistance, education and non-age-specific transfers are
65 makes up for almost three quarters of the malesither evenly distributed across genders. By way of con-
account. trast, health and family-related benefits are much larger

Table 68

Generational accounts, Austria
(1 000 ECU) (*)

Generation’s age in 1995 Average Male Female
0 -17.8 8.1 -45.1

5 -12.1 19.0 —-44.9
10 15.9 53.2 -23.2
15 57.5 101.3 10.5
20 81.3 130.9 30.6
25 78.7 130.1 25.6
30 62.6 108.8 135
35 39.0 77.1 -15
40 115 42.8 -20.9
45 -32.2 -9.0 -56.2
50 -83.7 -68.3 -99.1
55 —-148.3 -151.3 —-145.5
60 -206.1 -239.9 -175.2
65 -211.2 - 246.5 -180.5
70 -191.8 -227.7 -170.6
75 -167.5 -1955 -152.8
80 -136.1 -156.9 -126.5
85 -106.0 -123.9 -99.0
90 -81.6 -97.2 -76.6
95 -59.7 -732 -56.9
100 -23.2 -29.9 -221
Increase in all taxes, future (%) 82.7 - -
Future generational account 119.4 168.1 68.2
Absolute difference 137.2 160.0 1133
IPL (% of GDP) 192.5 - -

(*) 1995 value; baseline (r = 0.05, g = 0.015).
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for women, especially during their first three decades ¢fitertemporal debtlf in 1995 amounts to 192.5% of

living. Given lower female labour force participation,GDP.

labour income taxes of females are only between 21 to

43% of taxes for males. A similar pattern holds fotn order to service these liabilities, some generations will

unemployment benefits. Capital income taxes paid yave to pay higher taxes or to forego social benefits. The

females represent only 46 to 72% of their male countésurden on each generation is uniquely measured by the

parts. Reflecting past wage incomes, pensions are agpiesent value of net taxes at the beginning of their life.

higher for males than for females. Assuming that all future cohorts, born in 1996 or later,
start their life with the same net present value of taxes,

What is the size of Austria’s intertemporal public liabilave ask the following hypothetical question: By how

ities in 19957 Clearly, the officially recorded net finanmuch do we have to deteriorate the tax benefit position

cial liabilities, equal to 49.8% of GDP, are part of it. Thef future generations in order to enable the government

paygo pension system is built on a ‘contract betweab service its intertemporal public liabilities and to fulfil

generations’ where workers pay contributions today iits intertemporal budget constraint?

exchange for the promise that they will receive a pension

when retired. Consequently, pension rights accumulat&@ble 68 reports a required net payment of ECU 119 400

under the paygo system are as much a government lighich is higher by ECU 137 200 than the net (negative)

bility as, for example, previously issued governmentability of the 1995 cohort! The higher net payment

bonds. Multiplying the per capita numbers in Table 68ould be brought about, for example, by increasing the

by the size of the age group and adding up over diletime tax burden of future generations by 82.7%. The

cohorts, we obtain an implicit government debt amount-

ing to 142.7% of GDP. Adding the officially recorded

government debt, equal to 49.8% of GDP, Austria’s) True liabilities are computed as described in Chapter 2, based on equation (6).

Table 69

Composition of male generational accounts, Austria
(1 000 ECU) (*)

Tax payments Transfer receipts
Generation’s Labour Capital VAT/ Social Pensions/  Health  Unemployment  Social Family- Education Non-age-
agein 1995  income income excise  insurance  old age insurance  assistance  related specific
taxes taxes taxes benefits expenditure

0 41.0 14.1 55.6 82.7 39.3 19.8 4.9 9.5 8.0 48.2 55.6

5 48.7 16.8 60.5 98.2 46.6 21.3 5.8 10.0 9.5 57.3 54.7
10 57.7 19.9 66.3 116.4 55.3 23.0 6.9 105 11.3 46.7 53.6
15 68.3 23.2 72.7 137.9 65.5 25.0 8.2 10.5 13.4 26.0 52.2
20 79.0 24.5 77.3 153.8 7.7 27.8 9.6 9.2 15.6 12.9 50.7
25 87.9 25.2 76.9 153.9 92.4 30.7 9.1 7.4 18.2 6.9 49.1
30 92.5 25.5 75.4 144.2 109.6 34.1 8.4 6.9 20.1 2.6 47.1
35 98.7 25.1 74.0 127.1 129.9 38.1 8.1 6.9 18.8 1.2 44.8
40 106.9 25.4 71.8 105.5 153.8 42.1 7.8 6.6 13.8 0.7 42.0
45 110.1 25.7 64.1 82.3 182.7 47.0 6.9 7.0 8.2 0.4 39.0
50 112.8 25.5 54.4 57.0 216.5 49.4 5.1 6.6 4.5 0.2 35.6
55 96.7 24.8 43.3 28.4 256.1 47.8 2.8 3.1 2.7 0.2 31.9
60 64.6 19.2 311 4.3 280.6 46.6 0.0 2.1 1.7 0.1 28.0
65 46.3 10.5 21.4 0.7 252.7 46.7 0.0 14 0.5 0.1 24.0
70 29.6 7.8 15.6 0.2 213.8 45.8 0.0 12 0.1 0.0 19.9
75 214 519 10.1 0.0 174.3 42.2 0.0 0.6 0.0 0.0 15.9
80 16.5 4.3 7.4 0.0 135.5 37.0 0.0 0.5 0.0 0.0 12.2
85 12.6 3.0 5.7 0.0 103.8 31.8 0.0 0.3 0.0 0.0 9.3
90 9.5 2.0 4.3 0.0 79.0 26.9 0.0 0.0 0.0 0.0 7.1
95 7.0 13 3.1 0.0 57.8 217 0.0 0.0 0.0 0.0 51
100 2.8 0.4 1.2 0.0 22.9 9.3 0.0 0.0 0.0 0.0 2.0

(*) 1995 value; baseline (r = 0.05, g = 0.015).
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Table 70

Composition of female generational accounts, Austria
(1000 ECU) (*)

Tax payments Transfer receipts
Generation’s Labour Capital VAT/ Social Pensions/  Health  Unemployment  Social Family- Education Non-age-
agein 1995  income income excise  insurance  old age insurance assistance  related specific
taxes taxes taxes benefits expenditure

0 17.5 10.1 57.0 52.4 27.2 20.9 35 9.7 15.8 48.3 56.8

5 20.7 12.0 62.2 62.3 32.3 23.2 4.2 10.1 18.7 57.4 56.2
10 24.6 14.3 68.2 73.8 38.3 26.0 4.9 10.6 22.2 46.7 55.3
15 20.1 16.7 75.0 87.4 45.4 29.2 5.9 10.7 26.3 26.1 54.2
20 33.7 17.7 79.8 96.8 53.2 32.1 6.6 9.4 30.0 13.0 53.0
25 35.4 17.9 79.6 90.7 61.9 34.7 6.3 7.7 28.8 6.9 51.5
30 35.0 17.3 78.4 79.4 72.2 37.9 5.2 7.2 21.7 2.6 49.8
35 36.3 16.9 77.3 68.6 84.3 41.6 4.8 7.2 13.8 1.2 47.8
40 38.5 16.5 75.3 56.0 98.1 44.2 4.5 6.9 7.4 0.7 45.5
45 37.7 17.0 67.9 41.2 114.3 47.5 3.8 7.3 3.8 0.4 42.9
50 35.9 16.7 58.4 245 133.0 50.0 2.7 6.9 1.7 0.3 39.9
55 26.6 135 47.2 7.7 149.9 49.4 0.5 3.4 0.7 0.2 36.4
60 17.3 9.1 34.7 1.2 153.2 48.9 0.1 2.4 0.3 0.1 32.6
65 12.0 6.6 24.5 0.3 144.9 48.9 0.0 16 0.2 0.1 28.3
70 7.2 5.2 18.0 0.1 128.7 47.3 0.0 14 0.1 0.0 23.6
75 5.1 39 11.9 0.0 111.3 42.8 0.0 0.7 0.0 0.0 18.8
80 3.8 2.7 8.6 0.0 90.5 36.4 0.0 0.6 0.0 0.0 14.2
85 2.8 1.7 6.3 0.0 69.4 29.8 0.0 0.3 0.0 0.0 10.4
90 2.1 1.1 4.7 0.0 52.4 24.4 0.0 0.0 0.0 0.0 7.7
95 15 0.6 3.3 0.0 37.8 19.0 0.0 0.0 0.0 0.0 5.4
100 0.6 0.2 1.2 0.0 14.3 7.7 0.0 0.0 0.0 0.0 2.0

(*) 1995 value; baseline (r = 0.05, g = 0.015).

two genders share quite unequally in this burden. Futur@DP. Alternatively, the fiscal imbalance could be
born males would face net payments of ECU 168 100 ammoved by permanently cutting transfers by 14.8%,
compared to only ECU 8 100 for 1995-born males. Bthus equalising lifetime net payments faced both by cur-
way of contrast, future females would face net paymentent and future newborns at ECU 9 300. Consequently,
of ECU 68 200 at the beginning of their life as comparenlansfer payments would decline from currently 44.2%
to an ECU 45 100 net benefit position of a current nevef GDP to 37.7 %.
born female. Again, this highlights the stark tendency of
current Austrian policy to redistribute in both the interTwo thought experiments help to identify the sources of
and intra-generational dimensions. intergenerational imbalance. The first experiment
assumes that the officially recorded government debt is
For an alternative way of characterising the intergeneraero in the base-year, thus leaving only the implicit debt
tional imbalance, we ask: in order to serve intertemporamounting to 142.7 % of GDP. As a consequence, future
debt by how much must we increase taxes once and f@nerations would bear a lower tax burden than in the
all such that the lifetime tax burden of a current newbomaseline scenario to service the implicit government lia-
and a future newborn are exactly the same? Relativehilities. Their tax burden would swell only by 61.3%,
the baseline scenario, this method of satisfying theompared to 82.7% in the baseline scenario. The
intertemporal government budget constraint relieveabsolute difference in the generational accounts of cur-
future generations and puts a higher burden on currgent and future newborns shrinks to ECU 101 700, down
generations. In this case, a permanent increase of faim ECU 137 200. Furthermore, intergenerational bal-
taxes by 16.6% would be necessary to equalise the
accounts of current and future newborns who would then
face a net lifetime tax payment of ECU 9 700 each. As(q These figures for revenues and expenditures as a percentage of GDP do not

. correspond to those found elsewhere in the paper because contributions of
result, taxes would increase from 391%‘:@ 45.6% of public sector employees have been netted out.
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ance could be restored in this case via a permandrgble 71 reports how strongly basic results are affected
increase in taxes by 12.3% (instead of 16.6% in tHsy variations in interest and productivity growth. Low
baseline) or a permanent cut in transfers by 11% (instedigcount rates and high growth rates inflate the figures
of 14.8%). for intertemporal government debt. Within a reasonable

range of parameter values, our estimate for the intertem-
The second experiment assumes a constant base-yeefal public liabilities varies from 106.2 to 690.1% of
population structure. Under this scenario, intertempor&@DP. All figures, however, are considerably higher than
government liabilities amount to only 67.7% of GDRthe explicit government debt of 49.8% of GDP.
which means that implicit government debt reduces feonsequently, within the range of parameter values test-
17.9% of GDP. Consequently, a comparatively modefd, future generations would always face a higher tax
ate increase in lifetime taxes for future generations equ@pd to service the debt. As with debt figures, the addi-
to 21.6% would now be enough to satisfy the goverﬁlonal tax burden of future generations implied by cur-
ment's intertemporal budget constraint. A tax increase §¢nt fiscal policy increases with lower interest and high-
only 5.8% would suffice if it were extended to all gener€" Productivity growth, and remains within the range of
ations. Similarly, the instantaneous and permanent cutfEY 126 500 and ECU 164 800.

transfers that would be required to restore intergenera- ]
tional balance, is no more than 5.7%. To conclude, th@ the last subsection, we have already checked how the

unfavourable demographic developments are a mugp]sults change when the population structure is kept con-

bigger source of fiscal imbalance than the officiallftan;' B%th :nterge_:frfnporal g_ovehrnment I|ab|||t:cefs as well
recorded level of government debt. as the absolute difference in the accounts of future gen-

erations relative to those of current newborns represent
about one third of baseline values, thus testifying to the
importance of ageing. We also simulate a high and low
Our results might not be robust with respect to variatiomaigration scenario. In the former, migration swells to

in some important parameters. The most crucial aspe@4 000 per year until 2000, in the latter it declines to
of ‘calibration’ are the interest and productivity growth10 000 annually until 2000, and stays constant thereafter.
rates as well as population projections. The upper partRecall, that the baseline scenario assumes that base-year

11.3.3. Sensitivity analysis

Table 71

Sensitivity analysis, Austria
(1 000 ECU) (*)

Productivity growth (%) 1

Discount rate (%) 3 5 7
IPL (% of GDP) 354.0 164.5 106.2
Difference in the accounts of

future and current newborns 153.9 133.2 126.5
Productivity growth (%) 15

Discount rate (%) 3 5 7
IPL (% of GDP) 474.6 192.5 116.7
Difference in the accounts of

future and current newborns 160.3 137.2 127.1
Productivity growth (%) 2

Discount rate (%) 3 5 7
IP L(% of GDP) 690.9 230.4 129.8
Difference in the accounts of

future and current newborns 164.8 142.1 128.5
Population projection Baseline migration Low migration High migration
IPL (% of GDP) 192.5 198.0 187.1
Difference in the accounts of

future and current newborns 137.2 157.5 120.8

(*) 1995 value.

158



Austria: restoring generational balance

net immigration of 17 000 per year stays constant. Tabl®99, each worth 1% of GDP, helped to sustain the bud-
71 shows that intertemporal government liabilities do nafetary improvements.
differ very much from the baseline case. Similarly, the
absolute difference in the accounts of future relative ™he consolidation package had immediate effects. The
current generations is not much affected, either. Higovernment debt ratio in 1997 fell by 5.4 percentage
migration is a fiscal relief as it reduces intertemporgloints against 1996. Table 72 shows the results of the
public liabilities, implying a lower net tax burden onnumerical evaluation of this scenario. However, the bud-
future generations. get cuts are treated as permanently affecting expendi-
tures and revenues while in reality at least part of the
. . measures had only a one-off effect. Hence, we implicit-
11.4. Restoring fiscal balance ly assume further effort on the part of government to sus-
tain the consolidation. Comparing the second and third
column of Table 72, the package raises the net lifetime
To satisfy the Maastricht debt and deficit criteria and ti®x burden across the board for all presently living gen-
qualify for EMU required to consolidate governmenel’ations. Prior to the reform, newborns in 1995 received
budgets faster and deeper than would probably hageore transfers than they paid taxes over their lifetime.
been politically acceptable otherwise — the latest corhe budget consolidation changed their net benefit into a
solidation package testifies to this necessity and is aet tax position. For a 20-year-old at the beginning of a
impressive achievement on the way to fiscal intergeneworking career, the present value of net tax payments
ational sustainability. The consolidation volume amountver the rest of life increases by 33%. A 45-year-old
ed to 4.5% of GDP but was stretched over the two-yeaho previously received net transfers worth ECU 32 200
period of 1996/97. Further consolidation in 1998 anth present value, will now be a net tax payer. Finally, at

11.4.1. Consolidation package

Table 72

Generational accounts for policy experiments, Austria
(1000 ECU) (*)

Generation’s Baseline Consolidation Pension reform Migration
age in 1995 accounts policy case a case b aandb scenario
0 -17.8 6.6 7.3 9.0 9.7 -17.8

5 -121 13.7 14.6 16.6 17.5 -121
10 15.9 41.4 42.5 44.8 45.9 15.9
15 57.5 83.0 84.3 87.1 88.3 57.5
20 81.3 107.8 109.3 112.6 1141 81.3
25 78.7 106.1 107.9 111.8 113.6 78.7
30 62.6 91.0 93.1 97.8 99.8 62.6
35 39.0 68.7 71.3 76.8 79.3 39.0
40 11.5 43.0 45.5 51.0 53.4 115
45 -32.2 13 3.4 7.9 10.0 -32.2
50 -83.7 -48.2 -46.8 -43.6 -42.3 -83.7
55 —-148.3 -1125 -112.0 -1111 -110.7 —-148.3
60 —-206.1 -173.2 -173.2 -173.2 -173.2 —-206.1
65 -211.2 -182.7 -182.7 -182.7 -182.7 -211.2
70 -191.8 -168.7 -168.7 -168.7 -168.7 -191.8
75 -167.5 —149.2 -149.2 -149.2 -149.2 -167.5
80 -136.1 -123.0 -123.0 -123.0 -123.0 -136.1
85 —-106.0 -97.4 -974 -974 -974 —106.0
90 -81.6 -76.4 -76.4 -76.4 -76.4 -81.6
95 -59.7 -57.2 -57.2 -57.2 -57.2 -59.7
100 -23.2 -232 -23.2 -23.2 -23.2 -23.2
Increase in all taxes, future (%) 82.7 11.8 8.7 1.8 -1.2 77.4
Future generational account 119.4 26.4 221 12.5 8.2 110.6
Absolute diff. 137.2 19.9 14.8 35 -15 128.5
IPL (% of GDP) 192.5 27.3 20.1 4.2 -28 187.6

(*) 1995 value; baseline (r = 0.05, g = 0.015).
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the statutory pension age of 65 for men, the net presérable 72) would be the result of changes in the benefit
value of pension rights and other entitlements is reducadsessment rules while a further reduction of 8% (case b)
by 13%. Intertemporal government debt is now slashedould be caused by the modification of the annual
to 27.3% of GDP, down from almost double of currenddjustment formula to reflect increased life expectancy.
GDP prior to reform! This is a huge step towards fiscah the base case, pension benefits, excluding civil ser-
balance but requires that the permanent nature of thants, are projected to rise from 10.4% in 2000 to 14.2%
budget cuts is sustained. of GDP in 2030. Under the reform scenario, this figure
would change to 13.8% (case a) and to 12.7 % (case b)
The remaining intertemporal public liability implies ain 2030. It is also expected that the reform would lower
further tax burden equal to ECU 19 900 on future genegxpenditures on pensions of civil servants by 0.2% of
ations in order to restore the fiscal balance, which ©DP in 2030 as compared to the baseline scenario.
equivalent to an 11.8% increase of their tax burden. At
the start of their life, future generations would face a pree results are shown in Table 72 under the heading
sent value of net taxes equal to ECU 26 400. Compargeknsion reform’. Since the pension reform comes on top
to the base case, these figures are small. We may ceR-the fiscal consolidation package, we now compare
clude that the 1996/97 package largely, though not cogith the third column of Table 72 to obtain the differen-
pletely, corrected a major intergenerational imbalanagl effects of the pension reform. Since the reform

existing in 1995. affects new retirees only after 2000, only generations
_ younger than 60 who retire later than 2000 see their pen-
11.4.2. Pension reform sions reduced. Consequently, their net benefit position

The 1997 pension reform means additional fiscal tighfust decline.

ening. The Ministry of Labour, Health, and Social ) ) ] _
Affairs estimated that the reform would reduce pensioh® demographic scenario of case b involves quantita-

expenditures of the employee and self-employe%VeW more significant adjustments. Furthermore, the
schemes by 1.5% of GDP by 2030. Budget transfers ¢hanges under the two scenarios relative to column 3
the pension fund for federal civil servants are estimatéBay just be added to give the effect of the combined sce-
by the Ministry of Finance to fall by 0.1% of GDP. Twonario in the sixth column. Consider a newborn in 1995.
thirds of the estimated savings stem from the inclusion §€cause she/he will receive a less generous pension
a demographic factor, which means that the replacemé¥i€n old, the present value of net taxes rises by ECU
rate is gradually reduced as life expectancy increasé§0 in case a and by ECU 2 400 in case b, giving a total
Such a reduction is in principle agreed upon by the coalficrease of the lifetime net tax burden by ECU 3 100 if
tion government. Without the inclusion of the demoboth elements of the reform are implemented. This is an
graphic factor, the total reduction in expenditures wouldicrease by almost one half relative to the position after
not exceed 0.5% of GDP by 2030. the consolidation package.

The pension reform contains a number of measurds absolute terms, a 35-year-old in 1995 will face the
which cannot all be modelled in every detail. As a startighest increase in net tax burden among current gener-
ing point, we consider the effect on the projected aggrations equal to ECU 10 600. Because of the delayed start
gate expenses of the pension system in 2030 when & long phasing in, the reform then rapidly loses its
reform will be fully effective. Then we adjust the life-importance among current generations with still higher
cycle pension profiles in order to generate exactly tr&ge. A 55-year-old male, for example, who retires at the
aggregate pension expenditure as of 2030. Letting titatutory age in 2005, will see his pension only moder-
reform start in 2000, we adjust the pensions only of thoséely reduced because his retirement still falls into the
people who retire in 2000 or later. The adjustment ighasing-in period.
phased in over 20 years.

Incorporating the demographic factor under case b is a
In our simulations we use the projections by the Austriaguantitatively more significant action than the change in
government. When the pension reform will have fulthe benefit assessment rule under case a, and would
effect in 2030, overall pension expenditures are estimagduce the intertemporal government debt to a mere
ed to be 10.5% lower than in a base case of no refod2% of GDP, down from 27.3%. The account of a
being implemented. A reduction of 2.5% (case a ifuture newborn generation would have to exceed that by
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a current newborn only by ECU 3 500. An increase iiithis is not the case for future residents whose accounts
future taxes by 1.8 % would suffice to restore fiscal inteare indeed depending on how many immigrants will
generational sustainability. These amounts are almadtare in the overall burden. Hence, the important
negligible if we compare to the imbalances of the basguestion we want to answer is how immigration alle-
line scenario. viates the demographic burdens, i.e., the inter-
generational stance of fiscal policy under a large-scale
Enacting the full pension reform would entirely removémmigration scenario. The quantitative impact of large-
any intergenerational imbalance between present aschle immigration, however, is rather low. Intertemporal
future generations, and would completely eliminatBabilities are reduced by only 5 percentage points to
intertemporal government debt. If the government could level of 187.66 of GDP. Moreover, the German
ensure that both measures, the consolidation packagmintry study seems to imply that even this minor effect
plus the pension reform including the demographic facnay have to be regarded as an upper bound (cf.
tor, remain permanently effective, then it should be abBonin/Raffelhiischen/Walliser (1997)).
to fully restore fiscal balance.

11.4.3. Immigration scenario 11.5. Conclusions

Finally, we evaluate the fiscal effects of large-scal@pplying a standardised methodology of generational
immigration from 2000 to 2005, amounting to 1% of theiccounting, we evaluated the intergenerational incidence
work force per year. As a result, 36 000 immigrants amf the Austrian tax transfer system as of 1995. For this
added to the 17 000 of the base-year 1995. After 2008urpose, we computed the present value of lifetime tax
the net influx resembles the baseline figure of 17 000 grayments net of transfers both for currently living as
an annual basis. Immigrants are on average 17 yeasll as future generations. According to our baseline
younger as compared to the current residents which assults, Austrian fiscal stance in 1995 was characterised
aged 38 years on average. This is an important scenasippronounced intergenerational imbalances in favour of
since eastern enlargement of the EU is hotly debateddorrently living generations.
Austria, and the labour market effects of immigration are
much discussed. Moreover, not much is known about thée found that overall government debt was about four
fiscal and generational consequences of immigration. times higher than officially recorded debt levels. To cor-
rect this imbalance by means of taxation, future genera-
Given the lack of adequate data, the age-gender profilésns would face a lifetime tax load that is 82.7 % higher
for immigrants in the base-year are taken to be the sathan the tax burden of current newborns. To satisfy the
as those of residents. However, the baseline age-gentastricht criteria and to qualify for EMU, the govern-
profiles are weighted averages of residents and immient enacted a consolidation package in 1996 and a pen-
grants, as both are included in the household panel. Téien reform in 1997. Rather surprisingly, we found that
last column of Table 72 displays our findings. Since thiill implementation with permanent effect of the com-
scenario retains the current status quo on tax rules anded reforms might be enough to restore intergenera-
benefit entittements, immigration cannot affect the gertional sustainability in government finances and re-
erational accounts of current living residents. establish intergenerational equity in Austria.
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12. Finland: macroeconomic turnabout and
iIntergenerational redistribution

Karen Feist{), Bernd Raffelhtischer?)( Risto SullstromY) and Reijo Vanne¥

12.1. Introduction paths of government spending. Thus it is not at all sur-
prising that the fiscal imbalance and other contemporary
Among the EU Member States, the Finnish economy hatenomena with intergenerational aspects already
shown especially high variability in most macroeconomnduced a debate on intergenerational issues in the early
ic indicators during the last decade. For example, tH€990s. As a first contribution to these debates, the Prime
annual GDP growth rate in real terms topped in 198dinister's Office (PMO) published a corresponding
(1997) at a value of 5.7 (6.0)% while the bottom figureeport in 1994. This report included the first generational
of — 7.1% was realised in 1991 after the breakdown efccounting for Finland based on the traditional method
the eastern European trade patterns had seriously takérhis approach (cf. PMO (1994)). The line of arguing
effect ¢). Moreover, the unemployment rate soared fromontinued in the future report of the government, in
the 3% level in the 1960s and 1970s to 18 % in 1994 amdhich the generational effects of the 1990s fiscal policy
returned to a lower level of 14.5% until 1997. were evaluated (cf. PMO (1997)). A set of more
advanced generational accounts were presented in Vanne
A most obvious and specifically Finnish macroeconom998) in which the burdens for the respective genera-
ic phenomenon has been the ups and downs of the géans were expressed as percentages of their life-time
eral government deficit during the 1990s. In 1990, thersarnings.
was no such thing as a public deficit. In fact, the GDP
share of public net lending was + 5.4% in 1990. It fell ton what follows, we employ the standardised and
— 8.0% until 1994, thus realising deficits. At presenadvanced method of generational accounting outlined in
(1998), there is a minor surplus, amounting to 1.2 %. AShapter 2 of this volume in order to analyse the genera-
a consequence, the overall government gross debt (EMibnal impacts of different policies that are at the centre
calculation) rose from the comparatively low level obf present fiscal debates. We first compute the intergen-
14.5% of GDP in 1990 to its maximum level of 59.6 %erational distribution of net tax burdens in a baseline
in 1994, simulation where fiscal policy remains unchanged.
Additionally, we investigate the intergenerational redis-
Status-quo projections of the central government’s grositbution for three policy experiments. The first experi-
debt became an actual topic in the early 1990s. The sitaent illustrates the effect of the latest reforms and incen-
ation was dramatically changed. Before, real interetives on the average retirement age. The second policy
rates used to be negative and central government defi@sgeriment implements the outlined path of contribution
used to vary around zero — in the 1990s, both fisceahtes to the public pension schemes. The third reflects the
indicators have displayed high and positive values. ipartial privatisation of public services.
other words, status-quo projections resulted in exploding
The outline of the Finnish country study is as follows.
Section 12.2 describes the recent economic performance,
the ageing process and the current and future stance of
() Institut fir Finanzwissenschaft, Albert-Ludwigs-Universitat Freiburg. — fiscal policy in Finland. We continue with a brief data
(® Institut fur Finanzwissenschaft, Albert-Ludwigs-Universitat Freiburg. N .. R . K
( Academy of Finland and Government Institute for Economic Researcl€Scription and an outlining of the institutional settings of
,, Helsinkdi. o _ the Finnish public sector. Section 12.4 specifies the basic
(9) Central Pension Security Institute, Research Department, Finland. . . R K
(9 The figures quoted in this and the following section are to be found in EMRSSUMptions underlying the calculations and summarises
(1998), ETLA (1998), FMF (1998), Statistics Finland (1997b and 1998akha phaseline results, which are then subjected to an exten-

Unemployment figures follow the national definition; Eurostat definition fig- . . R .
ures, which are available only since 1995, may be slightly lower. sive sensitivity analysis. Section 12.5 reports both the
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isolated and combined effects of the three policy experiesulted initially in further devaluations. Exports began
ments while Section 12.6 summarises our findings.  to grow in 1992 while domestic demand was still declin-
ing and real GDP decreased by 7.1% in 1991 and by
3.6% in 1992.
12.2. Basic economic facts and outlook
Rising unemployment and shrinking tax bases caused
12.2.1. Economic performance huge central government deficits. This happened in spite

Real growth rate variability in Finland has undeniably the fact that large expenditure cuts and various mea-
been highest among the EU Member States during tRereéS aiming towards tax revenue increases were
last 10 years. In the very long run history the average rdagtalled basically every year in the period 1991 to 1994.

growth rate per capita has been quite high. From 1945Hgnce, the public budgets will not display surpluses in

1989 the average annual real growth rate per capita whe short run. The main direct reason for this stance in
3.7%. Since 1989, Finland has met a period of deep edigcal policy has been high, though declining, unemploy-

nomic recession and a period of rapid growth. The aveRent. Real economic growth since 1994 has been rapid
age annual real growth rate was — 3.5% per capita in tAgt it has been based on a high labour productivity

four-year period 1989 to 1993 and + 4.4% in the foufihcrease. On the demand side high growth rates have
year period 1993 to 1997. The living standard of 1988imed towards specific export goods.

was not achieved until 1997. The amplitude of the cycle

in the 1990s has been the largest in the western worlf. the short run, competitiveness of the economy has
This means that Finland has been an economic laboRgen maintained by low price and wage inflation rates. In

tory also in unemployment, public deficits and irfact, the combination of high unemployment and com-
Correcting the course of the economy. prehensive collective agreements in the Spil’it of Finnish

incomes policy tradition are reasons behind the low

Due to high price and wage inflation rates and a narroW@ge rises. Low wage rises compared to labour produc-
target zone exchange rate policy, the competitivenesstbfity development have led to remarkable changes in the
the Finnish economy was poor in 1990. The currefginctional income distribution.
account was in deficit, and real interest rates were high.
In the late 1980s, high domestic demand had bed&h spite of the high GDP growth rate, the fixed invest-
financed by credit expansion. Years of rapid growth ari@ent rate has remained below 20% of GDP, though the
low unemployment had raised unrealistically optimisti¢evel used to be 25% during the past decades. In contrast
expectations. At the same time both western and Sovietfixed investments, research and development invest-
export demand were declining. Positive, however, wagents have expanded rapidly. Finland is now one of the
that general government had been in surplus and tie&ding economies when it comes to the R & D invest-
GDP share of central government gross debt amountégnt share of GDP. The Finnish economy has already
to only 10% approximately. gone through a rapid structural change in the 1990s, and
variations of investment strategies indicate further
In 1991 (and at the end of 1990) it turned out that a largdanges. A remarkable fact combined with the continu-
share of past investments could not meet the high retung structural change is that the difference of average
requirements. Private investment collapsed in 199&ducation levels between the youngest and oldest age
exports were still declining and unemployment as well groups of the workforce is — within the OECD region
public finances deteriorated rapidly. Firms and house- the largest in Finland. Of course, this also explains the
holds were obliged to sell their assets in order to servicelatively high unemployment and retirement rates
their debts, which accelerated the decline of asset valuasiong the elderlies. The competitiveness of the econo-
Lenders observed declining collateral values, and ttmay is still high and economic key agents are confident
debt deflation process was further accelerated (ofith respect to the overall future standing. Free labour
Kiander and Vartia (1998)). Later this led to a bank criresources are available, though due to the rapid structur-
sis, to government guarantees, and to other bankiag change there is already excess demand for certain
industry support measures in order to stop the processskill-types of workforce.
November 1991 the Finnish markka was devalued by
12%, that is, the target zone was shifted, and iDuring the course of the 1990s every macroeconomic
September 1992 the markka was allowed to float, whidhdicator has either constantly or at least temporarily dis-
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played ‘bad figures’. At the beginning of the decade th8candinavian approach to capital income taxation was
current balance, the inflation rate, the interest and GOjassed and the so-called dual-income taxation came into
growth rate were far from being on ‘healthy’ levels. Irforce. Both capital income and firms’ profits were first
the middle of the decade, unemployment and centr@xed with a low flat rate of 25% of taxable income.
government deficit showed alarming developmentd.ater, in 1996, the tax rate was raised to 28 %.

However, at the end of the decade all indicators will

most likely be in a range sufficient to meet even thindirect taxes have also shown a U-shaped pattern in the
tough convergence and stability criteria of the Maastricl11990s. Their bottom was reached in 1995. In early 1995,
Treaty. On the other hand, there are endangered carfinland joined the European Union. As a consequence,
dates like the unemployment rate, tax rates and the gémport duties and some special excise taxes had to be
eral government gross debt which are among the firgimoved. Ever since 1995 there has been a steady rise in

candidates likely to display insufficient figures. the share of indirect taxes to GDP. This was mainly due
_ _ to a significantly increased petrol tax as well as a rev-
12.2.2. Fiscal policy enue-increasing push in the demand for vehicles.

Finland is a typical Nordic welfare state, although until ) o .
the recession in the early 1990s the GDP share of ger@?— compa.red .to direct and |nd|re.ct taxes, S,OC'al insur-
al government expenditure was well below the Nordig"c€ contr|,but|ons show an opposite pattern in the 19905,'
average. While until the 1990s the overall tax load wasTPloyers’ as well as employees’ and insured persons
at the average EU level, it rose during the recession toEHUtory social insurance contribution rates topped in
percentage points above the EU average. In spite of ragia?3-95. In this particular period, they were approxi-
economic growth following the recession and large scalg@tely 3 percentage points higher than in 1990 and
expenditure cuts, both tax rates and debt ratios have oRlyPercentage points higher than they are at the time
slightly decreased from their historically top values oP€iNg. In 1993, structural changes took place which
48.1% in 1996 (overall tax rate) and 59.6% in 199mtro_duced wage-related contrlbutl_ons of the private and
(GDP share of general government gross financial deppblic sector's employees to pension schemes as well as
unemployment insurance. Also in 1993, employees’ con-
The development of the tax load in the 1990s is a resiifoutions to the pre-existing unemployment benefit
of both poor average growth rates and discretely risi,ﬁg:hemes were introduced at an initial rate which was as
statutory tax rates deemed to be necessary in orderl@¥ as 0.3% of payroll.
control the deficit and debt ratios. In what follows, we
divide the tax revenue aggregate into three subc&2n the general government expenditure side all the main
egories: income (direct) taxes, indirect taxes and socigms show a hump-shaped GDP ratio pattern in the
insurance contributions. Each aggregate shows a spedi290s. This is due to common effects of both GDP
ic pattern during the 1990s. Automatic stabiliser effec@rowth rates and expenditure cuts. The main pension
have been the driving forces underlying the U-shap&f}nefit amendments were passed into law in 1993 and in
pattern of the income tax-to-GDP ratio during the 19904996. In addition to recent reform measures it might be
The bottom value of average direct tax rates was realise@rth noting that the private sector statutory earnings-
in 1993. The 1997 amendments concerning major t4flated pension schemes are not yet fully mature. In fact
scheme adjustments stopped the rise. The majority ibfwill take decades until the last pensioners who do not
direct tax revenues are raised via labour income taxigve full accrued pension rights will have passed away.
through both the central government and local jurisdic-
tions. Central government taxes display a progressive take 1993 pension reform was basically a cut of pension
schedule while local taxes are indirectly progressive, i.benefits within the public sector’s earnings-related pen-
tax deductions imply constant marginal but rising avesion schemes. In the long run, these changes are expect-
age tax rates with rising income. ed to lower the share of pension expenditures to GDP by
approximately 1 percentage point, ceteris paribus. After
In line with increasing economic growth patterns, théhis study’s base-year 1995, there has been one addition-
GDP share of capital income taxes and corporate tax@smajor pension reform. In 1996, both the private sec-
has risen significantly. This was triggered by twdor's mandatory and earnings-related pension schemes as
reforms of capital income taxation which have beewell as the national pension scheme were subjected to
passed into law in the early 1990s. In 1993 the typicahrious changes (cf. Franco and Munzi (1996)). Overall,
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the long-run effects of the expenditure cuts implied bgpproximately 7 years lower (Statistics Finland (1997a)).
all four measures are forecasted to encompass about 2%he same time, total fertility rates of 1.7 are below the
of GDP. reproduction level and net immigration is basically nil.

In various years during the 1990s, expenditure cuts hake1995, average individuals retired at age 58 while only
also been targeted at a range of other social in-cash dfid of the eligible persons retired at the normal retire-
in-kind transfers. Note that these reforms have not beerent age of 65. The decrease in the average retirement
phased in but have been made fully effective from thege was not stopped until as late as 1996 when the min-
very beginning of the respective changes. Also publimum age of the early retirement schemes was raised to
services have been cut in the 1990s. For instance, #ge 58. The effective retirement age has increased slight-
main part of age-related services, for example, comprg-ever since. A range of considered reform measures are
hensive schools and hospitals, are run by local goveraiming towards a continuation of the policy of further
ments with, however, a high central government subsidiaising the average retirement age. This policy is under-
sation. These subsidies have been cut and hence, pirened by a continuously decreasing mortality which
financial load was shifted to local governmentsserves as a proper argument in this context. The above-
Nevertheless, the shrinking of local governments’ tasnentioned facts are underlying our policy experiments
revenues in the early 1990s has made it impossible dbraising the effective retirement age as a consequence
avoid overall cutbacks in these expenditure items. of both likely changes in the incentives and likely
changes in the legal settings.
The aggregate net lending of the general government is
projected to be slightly positive in 1998. In the base-yedihe role of public services is bigger in Finland than in
of our calculations (1995), there was a significant deficinany other EU countries. The only way to seek balance
of 4.7% of GDP. The top deficit was reached already this part of the public economy is to assume higher
two years before, when it was 8% of GDP. Consolidatqatices for the public services or by privatising them in
public gross debt was close to 60% of GDP at the end sme way. Without taking any explicit stance on the par-
1995. On the other hand, there was also a stock of pulzular way to carry out this policy, we will discuss that
licly held financial assets. The combined figure of théssue below in the context of an experiment, in which the
assets of private sector employees’ pension funds, theagnitude of public services, or to be more accurate,
shares owned by the State, cash funds and gross lendimgjr long-run GDP share under a constant population,
of the public organisations turn the sign of the generalill be decreased.
government’s net financial debt in equation (1)
negative ¥). Overall, the net financial wealth figure
amounted to FIM 46 billion or 8.4% of GDP (Statisticsl2.3. Data description and institutional
Finland (1997c)). settings

12.2.3. Ageing and future fiscal policy 12.3.1. Macro-data

As in most European countries, there is a double ageifige base-year for the generational accounts in the

process to be expected in the not-so-distant future. Finnish country study is 1995. We use national income

fact, elderlies will make ever-higher proportions of th@nd product accounts (NIPA) provided by Statistics

population and among the elderlies, the share of the oléinland as the basis for aggregates of public revenues

est-old will increase. The latter fact is due to continuousind expenditures. A decomposition of current public rev-

ly decreasing mortality rates. For example, life expectaenues and expenditures is presented in Table 73.

cy at birth of females (males) was 80.2 (72.8) years in

1995 while in 1965 the respective figures were biXet capital income is captured in the net financial wealth
variable of the intertemporal budget constraint of the
overall public sector presented as equation (1) in Chapter
2 of this volume. Interest expenditures in 1995 exceeded
materialised cash returns on public financial assets by

(%) Cf. Section 2.2 in Chapter 2 of this volume. Note that many of the compani€:.5 % of GDP. As we stated earlier, public net financial

are only partly owned by the State, and their stocks are quoted on the SI%alth was positive, that is, 8.4% of GDP. Negatlve net

exchange. A large part of the pension fund assets is invested in governm X i R X
bonds— a fact for which we will adjust in the subsequent calculations.  returns are mainly due to soft loans included in the finan-
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Table 73
Public receipts and expenditures in Finland, 1995
(billion ECU)
Receipts Expenditures
Earnings income taxes 13.7 Pensions 12.8
Capital income taxes 3.1 Public health care 4.5
VAT 7.2 Social services and welfare 3.3
Excise taxes 45 Sickness insurance 14
Other indirect taxes 2.3 Education expenditure 6.4
Social insurance contributions Unemployment benefits 3.8
Paid by insured persons 4.5 Transfers related to children 2.9
Paid by employers 10.1 Other social transfers 14
Other receipts 2.0 Subsidies 3.2
Deficit 3.7 Net investment 13
Net interest payments 11
Non-age-specific expenditure 10.1
Total 51.0 Total 51.0

SourcesStatistics Finland (1997b, 1998b), FMF (1997), VATT (1998), SIl (1996a).

cial assets. It is very likely though that the sign of the nealue added taxes, other indirect taxes, social insurance
returns will change in the next few years, because tleentributions paid by employees and insured persons as
pension funds are increasing the share of stocks in theiell as social insurance contributions paid by employers.
portfolios. These revenue items covered 97.3% of the total public
receipts in the primary balance. Since 1993 the Finnish
The primary balance of general government displayediacome taxation system has been of the dual type.
deficit amounting to 4.1% of GDP in 1995. According tdEarnings and transfer incomes are still taxed by a pro-
projections of the Ministry of Finance, it is likely that itgressive tax schedule. Capital incomes and profits
will show a surplus of 2.8% of GDP as of 1998. For theetained by firms are taxed by a constant rate, 25% in
generational accounting calculations, the aggregates pt&95.
sented in Table 73 were distributed according to the age
and gender profiles as far as the respective micro-ddtarnings income includes wages, other labour incomes

were available. and almost all transfers. Taxes on them consist of central
and local government taxes. We first formed a consistent
12.3.2. Age and gender profiles earnings income profile on one-year-age basis for both

_ _ ~genders, and then used statistics on average earnings
The ideal data would have been published statistiggcome tax rates in 10-year-age-groups (Statistics

diversified by gender and cohorts, that is one-year-agemland (1998b)). Wages in some profiles were formed
groups ranging from 0 to 100 for 1995 to be used &g ysing 10-year-age-group statistics and dividing these
explained in equations (3) and (4) in Chapter 2 of thigggregates into one-year figures by a formula presented
volume. Wherever published statistics of these typgg Lappetelainen (1994). The total share of all taxes on
were not available or if the age grouping was not denggoperty is only 2.3% of all tax revenues and 1.1% of
enough with respect to variability by age, we usedDP. Property taxes were included in the earnings
unpublished statistics with a more suitable age groupingicome tax aggregate.
If this kind of data was not available, either, we used our
own estimates, typically drawn from micro-simulatiorwe assumed that capital income and profit taxes are
models as described in Riihela and Sullstrom (1998prne by the owners of the assets and firms. Age and
1994) and Salomé&ki (1996). gender profiles for capital income were drawn from indi-
vidual income and property statistics (Statistics Finland
On the revenue side of Table 73, age profiles were ava(l998b)). We assumed that interest income source taxes
able for earnings income taxes, capital income taxeshow the same profiles as other individual capital
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incomes. Profit taxes paid by firms were assumed to latistics on contributions to national pension and health
paid by shareholders. The profiles could be drawn fromsurance schemes for those at the age of 54 and below
the published distribution of dividend income by agas well as contributions to self-employed persons
(Statistics Finland (1998b)). schemes (CPSI (1998)).

A pure value added tax system has been in force Wor general government expenditure, age profiles were
Finland since mid-1994. The general tax rate was 22 %available for the items pensions; public health care,
1995, but tax rates of 17, 12 and 6 % were applied to cencial services and welfare; sickness insurance; educa-
tain commodity groups. As to other indirect taxes, excig®n expenditure; unemployment benefits; transfers relat-
taxes on tobacco, alcohol, cars and many other commaadt to children; other social transfers; and subsidies.
ity-specific taxes, for example, with environmental goal§hese variables covered 79.7 % of the total expenditures
were among the most important. There are no age-profitethe primary 1995 balance of the Finnish general gov-
statistics available on indirect taxes. We used househadthment.
expenditure survey sample data of Statistics Finland and
a micro-simulation model (cf. Riihela and SullstroniThe age and gender profiles of total pension benefits are
(1993, 1994), and Suoniemi and Sullstrom (1995)) tpublished by the Central Pension Security Institute and
calculate the profiles. the Social Insurance Institution. We needed statistics by
narrower age brackets, and we used unpublished statis-
In order to derive tax contents of different consumptiotics (CPSI and SlI (1998)). Public health care and social
patterns, input-output statistics data were used. The mgstvice age and gender profiles are based on running
recent year for both the household expenditure survegsts and age-specific service demand data collected by
and input-output data to be available was 1990. We ustite Ministry of Social Affairs and Health (1997). Age
these patterns and simulated legislation of the year 19pfofiles show a U-shaped pattern, because day-care ser-
with the model. The consumption data of the sample waikes dominate at the early age and health-care costs at
on a household basis. This was converted into an indie old age. Health insurance as well as the student ben-
vidual basis by assuming weight 1 for every adult anefit system are run by the Sll. The age and gender pro-
weight 0.5 for every child in a household. Sample dafides for health insurance are published in Sl (1996b)
yield non-smoothed results. We smoothed the age praad age profiles for student benefits in Sl (1997). In
files by a local polynomial regression of a third degreeTable 73, student benefits are included in the education
expenditure item. Education service age profiles were
Employers’ and employees’ social insurance contribuaken from Méki et al. (1996) (also in Franco and Munzi
tions are sums of contributions to various schemes. (©997)). The profiles are based on the running costs and
every scheme there are both employers’ and employeagje-specific service demand for different types of
contributions. In every scheme earnings income is tlsehools and universities in 1993.
basis for employers’ contributions. The same holds also
for employees’ contributions, except for the nationalhere are three types of unemployment benefits. The
pension and health insurance schemes where the basim&n system is earnings-related and run by tens of unem-
earnings income plus taxable transfer income. In addgioyment funds. The two other systems are run by the
tion to the employees’ and employers’ contributions, ta®ll. The age and gender profile statistics were collected
finance is needed in every other scheme, except for pbiy the Ministry of Social Affairs and Health (1998). We
vate sector employment pension schemes, which are, gneferred to allocate the so-called family policy transfers
the contrary, cumulating funds. to children. The age profile was last investigated with
1993 data by Maki et al. (1996) (also in Franco and
Employer contributions were assumed to be paid bBMunzi (1997)). Other social transfers include housing
wage-earners. Contribution rates of private employmeatlowances, income support benefits, disability
pension schemes are age-dependent because of highllewances, Military Injuries Act benefits and a few
disability risk at the end of the working career (Divisiorminor transfers. Housing allowances form one third of
for Actuarial Basis of the Statutory Earnings Relatethe aggregate. We used unpublished age and gender pro-
Pensions Schemes (1998)). The contribution rates by ddes of housing allowances produced by the Sl (1998),
were calculated from the income and tax statisticand assumed all the other transfers in this category to be
(Statistics Finland (1998b)). We used, however, diredistributed by a flat profile along the age axis.
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Subsidies are divided into two aggregates, consumptictosely, the population projection used in the genera-
subsidies and other subsidies. The age profile for thienal accounting calculations draws the same picture as
first-mentioned subsidy type was calculated by using thie official one, resulting in a serious increase in the old-
data and method described above in the context of indige dependency ratio (number of people over 64
rect taxes. Thus, the age profile for consumption subsiears/number of people aged 18-64). Old-age dependen-
dies is based on consumption patterns and subsidy ceg-will rise from 22 % in 1995 to 37 % in 2020 and over
tents of different commodities. Other subsidies are pa# % in 2030, while total population will shrink by about
to farmers and other entrepreneurs. We used the age @uarter in the long run, that is, until 2100.
file reported in Maki et al. (1996). This profile is from
1993, and calculated by a micro-simulation model of thghe absolute 1995 values of receipts and expenditures of
Government Institute for Economic Research (TUJAthe total public sector are reported in Table 73. Receipts
model; about the model, see Salomaki (1996)). The prencompass revenue from taxes on labour earnings and
file is based on the age-dependency of incomes of seffpital, VAT, excise, and other indirect taxes, as well as
employed persons. social insurance contributions by insured persons
(including the self-employed) and by employers. The
payment of these items can be attributed to the Finnish

12.4. Baseline results and sensitivity population according to the micro-profiles discussed in

analysis Section 12.3.2. Those taxes that have not been distrib-
_ _ uted by age are summarised under other receipts. The
12.4.1. Basic assumptions expenditure side begins with pension payments as the

This section outlines the specific assumptions used in ti¥gest item, followed by health, social services and wel-
calculations of generational accounts and intergenef@'®, and health insurance.

tional redistribution in Finland. First, the long-run gen- _ . . _ .
der-specific population projection will be discussed'.f_ducat'on expenditure consists of public education ser-
After that, the aggregate public budget that has alrea¥iFes as We_II as transfers .to students. Further transfers
been addressed in the previous section will be presen@f§ found in the categories unemployment benefits,
in standard form. Finally, the magnitude of exogem,ﬁansfers related to children which encompasses child,

parameters like productivity growth rate and real intere¥euth, and maternity benefits, and other social transfers.
rate will be determined. Subsidies can be classified into mainly agricultural and

consumption subsidies, and are distributed by age
The population projection underlying the generationg@iccording to the respective profiles. Non-age-specific
accounting calculations closely follows the official one§Xxpenditure as reported in Table 73 is calculated by sub-
done regularly by Statistics Finland. The total fertilitytracting from total government expenditure all age-
rate of 1.75 used in our projection corresponds to the offipecifically distributed expenditure on transfers, public
cial forecast. While in the 1990s the average total fertilservices, and subsidies, as well as net investment and net
ty rate has been over 1.8 (Statistics Finland (1997a)), tifgerest payments.
official forecast relies on the average of the last 15 years.
Life-expectancy for women and men is assumed to cohor the calculation of future net payments, the age-spe-
tinuously increase by one year per decade until 2010fic per capita payments of the 1995 base-year, as well
This implies life-expectancies of 82.0 and 74.5 years f&s net investment and government consumption, are
female and male newborns in 2010, respectively. assumed to increase with the productivity growth rate. In
the baseline scenario an annual productivity growth rate
Net immigration is assumed to remain constant at itsf 1.5% is assumed, which corresponds to the long-term
1995 level of 3 265 and its 1995 age structure. WhileEgU average. For the calculation of present values for
vast emigration wave to Sweden that occurred in tHeture receipts and expenditures a long-term real interest
1960s and 1970s reduced the baby-boom generations liate of 5% is used as discount rate. Of course these val-
ing in Finland, they still (at the ages around 50) are thees will be subject to sensitivity analysis in Section
largest age groups. In spite of that, their children (at tHe.4.3.
ages around 25) form the smallest age groups of the cur-
rent population. Finland has met modest net immigratiohll calculations and concepts of illustrating the intergen-
since 1981. By following the official assumptions scerational redistribution in Finland follow the standard-
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ised concept presented in Chapter 2 of this volumby. negative: the present value of future public services
Furthermore, in order to adhere to standardisation rulesd transfers received from the public sector exceeds the
the exceptionally high unemployment in the base-year gesent value of taxes and contributions by ECU 83 200.
treated, in the baseline calculations, as if it persisted foFhis is remarkable since the net present value of benefits
ever. It should be kept in mind, however, that a purderived from non-age-specific expenditure and subsidies
1995 projection marks a worst case scenario in what camounts to only ECU 67 800 for the average Finnish
cerns unemployment and its effects on the public budge95 newborn, implying that even without taking
In fact, unemployment has been significantly decreasirgtcount of this large benefit category, current newborns
until 1998 and is expected to decrease further. To tal@uld still receive a net transfer from the public coffers
account of this, additional calculations have been carrigger their life cycle.
through which might be regarded as a sensitivity analy-
sis with respect to the development of unemployment. During childhood and youth, net payments to the public
sector remain strictly negative, but the accounts turn pos-
12.4.2. Baseline findings itive at age 13 due to lower discounting of future tax and

Table 74 shows the age-specific net payments of all [igontribution payments. For older cohorts, the discounted
ing cohorts aged 0 to 100 years in the 1995 base-ydt payments steadily increase until a peak is reached
under baseline parameters. While the second and thitéfh net payments amounting to ECU 87 400 at the age
column report the accounts of male and female represéii-25. For the average Finn aged 25 to 43, the genera-

tatives of the living cohorts, the first column shows avefional accounts are positive but falling, which is due to
age accounts. the lower discounting of future old-age benefits. Already

at age 44, the accounts turn negative as the present value
The first result that deserves to be pointed out is that thérest-of-life benefits and transfers exceeds the present
generational account of a current newborn is significantalue of rest-of life tax and contribution payments. The

Table 74

Generational accounts for Finland
(1 000 ECU) (*)

Generation’s age in 1995 Average Male Female
0 -83.2 -60.3 -107.0
5 -42.4 -15.3 -70.9
10 -16.8 15.7 -50.6
15 25.5 64.1 -14.3
20 63.7 108.7 17.2
25 87.4 137.1 35.2
30 80.5 130.3 28.2
35 63.2 111.4 13.1
40 29.2 72.9 -15.2
45 -115 27.1 -52.0
50 -67.3 -36.3 -98.9
55 -127.3 -104.7 —-148.9
60 -159.4 -142.1 -175.4
65 -163.8 -149.3 -175.6
70 -148.6 -1335 -159.0
75 -133.3 -117.9 -141.8
80 -114.7 -1014 -120.8
85 -101.8 -91.3 -105.7
90 -833 -73.6 -86.1
95 -64.9 -55.7 -67.4
100 -245 -223 -2438
Increase in all taxes, future (%) 91.5
Future generational account 71.6 113.6 28.2
Absolute difference 154.8 173.8 135.2
IPL (% of GDP) 253.2

(*) Baseline (r = 0.05, g = 0.015).
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maximum present value of net transfers, occurring at age better understand this rather extreme redistribution
64, amounts to ECU 164 500. This remarkably higbetween the two sexes, it is helpful to take a look at
value explains why the second break-even takes placeTables 75 and 76, which decompose the generational
early in Finland. accounts according to the separate payment categories.
The first five categories show the present values of
With further increasing age in the base-year, the absoldteure payments to the public sector, while the remaining
value of the average generational accounts decreases@smns display the present values of benefits and trans-
less and less years of receiving net transfers remain. fers received from the public sector. Excise and other
indirect taxes are summarised in the category ‘Other
From the second and third columns in Table 74 furthémndirect taxes’. ‘Social insurance contributions’ com-
information can be derived about the above-describguise payments both from the insured persons and from
average generational accounts. As these columns dispéayployers. Sickness insurance is included in the ‘Health
gender-specific net payments to the public sector, tlad welfare’ category, while ‘Non-age-specific net ben-
high degree of redistribution from male to femalesfits (NASNB) and Subsidies’ is calculated by adding up
cohorts becomes visible. While male current newborrnthe non-age-specific expenditure in Table 73 with subsi-
receive a net transfer of only ECU 60 300, female curredtes and net investment, and subtracting non-age-specif-
newborns’ net transfer amounts to ECU 107 000, thus government receipts.
exceeding the male accounts by 77%. The maximum
generational account of female cohorts, occurring at age comparison of Tables 75 and 76 shows that while
25 like the one for males, falls short of the latter by 74 %axes, especially labour income taxes, and contributions
The maximum net transfer, occurring at age 65 for bothre significantly higher for male cohorts, benefits are
is by 18% higher for female cohorts. roughly equal for the two sexes, which explains why the

Table 75

Composition of male accounts for Finland
(1 000 ECU) (*)

Tax payments Transfer receipts
Generation’s  Labour Capital VAT Other Social Pensions Health Unemployment Child Education NASNB and
age income taxes indirect  insurance and benefit and subsidies
in 1995 taxes  contribution welfare youth
0 51.7 13.1 33.9 31.6 59.7 27.7 46.3 15.3 39.0 55.5 66.4
5 61.3 15.4 35.9 33.6 707 32.6 33.9 18.1 13.7 65.9 68.0
10 72.7 18.1 38.2 36.0 83.7 38.3 32.4 215 8.6 62.4 69.8
15 86.2 21.3 40.6 38.7 99.2 45.1 29.7 255 2.7 47.1 71.8
20 101.7 24.8 41.6 39.8 116.0 52.8 29.6 29.2 0.0 29.9 73.6
25 113.1 28.1 39.8 37.7 126.3 62.4 31.4 28.0 0.0 12.6 73.5
30 112.5 30.4 37.2 35.1 125.1 73.6 33.6 25.7 0.0 5.7 71.4
35 112.0 33.1 34.7 32.8 116.0 86.6 36.1 233 0.0 33 68.1
40 103.1 325 31.9 30.0 1015 101.7 38.3 20.7 0.0 18 63.5
45 93.0 31.9 28.3 26.4 84.1 119.3 40.9 17.8 0.0 1.0 57.6
50 7.7 26.8 23.9 219 61.2 139.2 42.6 14.8 0.0 0.4 50.7
55 59.6 20.8 19.5 17.1 35.1 158.5 43.4 11.8 0.0 0.2 42.8
60 47.5 17.0 15.4 12.6 17.2 170.5 43.1 2.7 0.0 0.1 354
65 gels 12.7 11.9 8.8 8.3 151.3 445 0.0 0.0 0.0 28.7
70 27.7 10.5 9.3 6.2 6.8 125.1 46.1 0.0 0.0 0.0 22.9
75 221 8.5 7.1 4.3 5.5 99.8 47.4 0.0 0.0 0.0 18.0
80 17.2 6.6 5.2 2.7 4.2 77.5 45.8 0.0 0.0 0.0 14.1
85 13.2 5.1 3.8 1.7 3.2 59.5 48.2 0.0 0.0 0.0 10.6
90 9.3 3.8 2.7 1.2 2.3 42.0 43.2 0.0 0.0 0.0 7.7
95 6.0 2.7 18 0.9 15 26.7 36.4 0.0 0.0 0.0 5.5
100 2.4 11 0.7 0.4 0.6 10.7 14.6 0.0 0.0 0.0 2.1

(*) 1995 value; baseline (r = 0.05, g = 0.015).
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Table 76

Composition of female accounts for Finland
(1000 ECU) (*)

Tax payments Transfer receipts
Generation’s  Labour Capital VAT Other Social Pensions Health Unemployment Child Education NASNB and
age income taxes indirect  insurance and benefit and subsidies
in 1995 taxes  contribution welfare youth
0 354 5.3 34.8 32.3 39.9 25.6 51.4 13.8 39.0 55.6 69.2
5 42.0 6.1 36.9 345 47.2 30.1 40.0 16.3 13.7 66.0 71.4
10 49.8 7.1 39.4 37.1 55.9 35.3 40.1 19.4 8.6 62.6 73.8
15 59.0 8.2 42.1 39.9 66.2 41.5 38.7 23.0 2.7 47.3 76.6
20 69.4 9.3 43.3 41.1 77.1 485 39.3 26.1 0.0 30.1 79.0
25 76.3 10.2 41.6 39.2 83.3 57.2 41.1 255 0.0 12.6 79.0
30 75.4 10.7 39.1 36.6 83.1 67.2 43.2 23.6 0.0 5.7 77.0
35 74.4 11.4 36.8 34.4 78.9 78.9 45.8 21.1 0.0 B85 73.7
40 67.8 11.3 34.2 318 70.3 92.3 48.7 18.5 0.0 18 69.1
45 60.0 11.2 30.7 28.2 57.7 107.5 52.1 15.9 0.0 1.0 63.3
50 49.0 10.1 26.4 23.7 41.5 124.2 55.1 13.4 0.0 0.4 56.6
E5 36.0 8.8 22.0 18.9 235 140.9 57.4 10.6 0.0 0.2 49.0
60 27.8 7.5 17.9 14.2 10.4 150.2 58.8 2.5 0.0 0.1 41.6
65 18.2 5.9 14.2 10.2 5.3 132.9 62.0 0.0 0.0 0.0 345
70 14.9 5.0 113 7.3 4.3 108.9 64.9 0.0 0.0 0.0 27.9
75 11.7 4.0 8.5 5.0 3.4 85.4 67.1 0.0 0.0 0.0 22.0
80 8.7 3.0 6.2 31 25 63.7 64.0 0.0 0.0 0.0 16.7
85 6.3 2.2 43 2.0 1.8 46.0 64.2 0.0 0.0 0.0 121
90 4.3 1.6 3.0 14 1.2 311 57.9 0.0 0.0 0.0 8.6
95 2.6 1.2 2.0 1.0 0.8 18.8 50.1 0.0 0.0 0.0 6.0
100 1.0 0.4 0.7 0.4 0.3 6.9 18.4 0.0 0.0 0.0 2.1

(*) 1995 value; baseline (r = 0.05, g = 0.015).

generational accounts are generally higher for mapmssesses an officially reported net financial wealth of
cohorts. The cause of this strong gender-specific redistnore than 86 of GDP, generational accounting exposes
bution is obviously found in a combination of weakethe fact that the true perspectives are not so rosy at all.
female labour market participation (although it is very
high in international comparison), lower female wagé&inancing the intertemporal debt by future generations’
level and higher female life-expectancy. tax payments — while keeping taxes paid by currently
living generations constant — requires that for them, all
The distribution of net tax burdens between current aridxes are increased by 92 %, which results in future new-
future generations is documented in the last part of Taldberns’ generational accounts of ECU 71 600. So while
74. The generational accounts given for future cohorts atarrent newborns receive a net transfer over their
based on a hypothetical change in all taxes for future gaemaining life cycle, the picture completely changes for
erations which would ensure the financing of thdéuture generations. The absolute difference between
intertemporal public liabilities (IPL, cf. equation (6) infuture and current newborns’ generational accounts
Chapter 2 of this volume). These liabilities are calculategimounts to ECU 154 800.
as the present value of the gap opening in the public
intertemporal budget constraint if future generations werdternatively, the extent of the liabilities passed over to
attributed the same tax and transfer structure as currdutiure generations might be illustrated by two scenarios
newborns. In Finland, the intertemporal public liabilitiesnvolving both living and future generations in the
in the baseline scenario amount to 268f GDP, thus financing of the intertemporal debt. In the first scenario,
marking a sharp contrast to the explicit net financial delail generations’ tax and contributions payments are
of the total general government sector including socislypothetically adjusted so that the intertemporal public
insurance, which is in fact negative. So while Finlandabilities will be covered. This requires an increase in all
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tax categories of 19%, which raises the tax quota tare usually analysed. The first assumes financial net debt
almost 9 percentage points to over 55% of GDP. Currettt equal zero in order to assess the contribution of out-
as well as future newborns could then receive a net trarssanding public debt to the total degree of intergenera-
fer of ECU 51 000 over their life cycle, which implies aional imbalance. However, this hypothetical scenario is
loss of ECU 32 200 for average current newbornsot appropriate to use in the case of Finland since net
Looking beyond this average value shows that while tHsancial wealth, albeit small, is positive. But further
net life-cycle transfer to female current newborns shrinkeformation can be gained from the second standard
by only 26 %, the net transfer to male current newborranalysis, assuming a hypothetically stationary popula-
decreases by 60%, thus even reinforcing the alreatgn structure which rules out any effects of demograph-
strong redistribution between the two sexes. ic change. Table 77a shows that in this scenario, the
absolute difference between generational accounts is
The second scenario finances the intertemporal debt loyver by ECU 95 700, or 62 %.
lowering all benefit categories by 16 %, thereby decreas-
ing the transfer quota by almost 8 percentage points Kigration, on the other hand, does not play a compara-
43% of GDP. The present value of net payments frobile role in Finland. The calculations for a hypothetical
the public sector for both current and future newborrscenario assuming zero net migration in 1995 and all
would then amount to ECU 43 100. As transfers and befuture years result in an absolute difference in genera-
efits are more evenly distributed between the two sexdmnal accounts of ECU 162 000, deviating from the
male and female current newborns would be affected baseline result by only ECU 7 200 or 5%. The main les-
rather the same extent. This is reflected by the absolgen to learn from this demographic sensitivity analysis is
differences to their baseline generational accounts whittmat while even a population stationary at the 1995 struc-
are ECU 39 800 and ECU 40 500, respectively. ture cannot fully ensure intergenerational balance, the
largest part of intergenerational redistribution can be
For a better understanding of the sources of intergeneelained by population ageing and its impact on the
tional imbalance in Finland, two hypothetical scenariopublic budget.

Table 77a
Sensitivity analysis — Population
(1 000 ECU)

Assumption on Baseline Baseline, Constant
population population without population

projection migration structure
Absolute difference 154.8 162.0 59.1
Table 77b

Sensitivity analysis — Productivity growth and discount rate
(%)

Productivity growth 1.0
Discount rate 3.0 5.0 7.0
Absolute difference 176.5 148.4 127.9
Productivity growth 15
Discount rate 3.0 5.0 7.0
Absolute difference 184.2 154.8 132.7
Productivity growth 2.0
Discount rate 3.0 5.0 7.0
Absolute difference 191.4 161.7 137.9
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Table 77c
Sensitivity analysis — Unemployment
(1 000 ECU)
Assumption on Baseline: Decrease Decrease
unemployment 1995 value until 1998 until 2005
Absolute difference 154.8 1455 127.4

Productivity growth rates and real interest (discount) rates in percent. Absolute differences between current and fuioresggeeeaational accounts in thousands
of ECU.

12.4.3. Sensitivity analysis ment can be halved until 2005. In this case, the absolute

. X 0 ) i )
Table 77b also shows the results of sensitivity analysqéﬁerence Is by 18% lower than in the baseline scenario.

with respect to the key economic variables. The absoILWhile the development of unemployment underlying

fj|fferlenlcet |3';he zalfcour:.ts of cudrrert{t ind fuw{ﬁ niwborgis scenario may well be plausible, it should be kept in
IS calculated for alternalive productivity growtn rates ang,  wayjt is an optimistic projection. Therefore, a com-

: ) o .
real interest rates: 1.0, .1'5 aqd 2.0 /° for productivit romise scenario has been tested that assumes the same
growth have been combined with real interest rates of

ath of unemployment spending but stops at 1998 as this

5 and 7%, a_nd _applied to the Finnish_ case. While 1€ the last year for which observations are available that
central combination of a 1.5% productivity growth rat%%

. i n confirm the downward trend in unemployment
and a 5% discount rate represents the baseline, the o énding For this scenario the absolute difference

values show how baseline results would change if alt§fayeen generational accounts amounts to ECU 145 500.
native combinations had been chosen.

The absolute difference between current newborns’ gen2 5. Policy experiments and generational
erational accounts and future newborns’ tax increase- balance

adjusted generational accounts, amounting to ECU

154 800 in the baseline case, rises with increasing pfe;om the baseline generational accounts and their
ductivity growth rates and with sinking real interest rate&ecomposition, the main sources of intergenerational
used for discounting. The most favourable scenarignpalance have become obvious. First, the ageing
using r = 7% and g = 1%, results in an absolute diffefrocess in the Finnish population, combined with a very
ence of ECU 127 900, which is 17 % lower than the basgy,, average retirement age of 58, renders the pension
line result. The most unfavourable scenario, on the othgjstem unsustainable when constant contribution rates
hand, using r = 3% and g = 2%, results in an absoluige assumed. The existence of some partly funded sub-
difference of ECU 191 400 which is 24 % higher than thgystems does not significantly change this. Therefore,
baseline outcome. With a mean value of ECU 157 30@ne of the main aims of the reforms in the last decade has
the nine observations show a mean deviation of ECkken to raise the average retirement age. Apart from this,
21 600, which corresponds to 14 % of the mean value the outspoken public policy in handling the upcoming
problem of financing the pension system is to steadily
Roughly the same span as between baseline and the miggtease the contribution rates to the public pension
favourable productivity growth and interest rate combischemes by 0.2 to 0.3 percentage points of wages annu-
nation results from alternative assumptions on the devellly. Calculations by other authors have shown that if
opment of unemployment. Table 77c¢ shows the absolutsis policy was sustained until a total contribution rate to
differences in generational accounts for three unemploghe public employment pension system of 30% was
ment scenarios. While the highest value for the absoluteached in 2035, this policy would suffice to ensure sus-
difference results from the baseline scenario, which cotainability in this subsystem of the public sector.
siders the 1995 situation only and thus projects the
extremely high 1995 unemployment level of about 17 9%ut the intergenerational imbalance in Finland that has
into all future years, the other extreme case is marked bgen ascertained in the previous chapter does not stem
the assumption that the public expenditure on unemplofrom the pension system alone. Population ageing will
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lead to corresponding increases in public expenditure absolute difference between generational accounts of
health, welfare and other age-related public serviceBCU 121 700 compared to ECU 154 800 in the baseline
This second source of future burdens might be partbase. While this measure is apt to substantially decrease
offset by the privatisation of various public servicesthe degree of intergenerational imbalance, it is by far not
either by completely selling them to the private sectaufficient to achieve balance. In fact, if generational bal-
or, alternatively, by levying charges on the use of publiance should be achieved by solely increasing the average
services. retirement age, the necessary shift to be performed until
2015 would be 16 to 17 years, implying an effective
To capture the main effects on intergenerational redistrietirement age as high as 75.
bution of the policy measures underway, three policy
experiments have been designed. The first consists Pfen if the higher average retirement age of 63 could be
increasing the average retirement age; the second impigtained within five years, implying a rather implausible
ments the outlined path of contribution rates to the pubnnual shift of a full year, the absolute difference
lic pension schemes; and the third reflects the partial pietween generational accounts would still amount to
vatisation of public services. In the following, theseeCU 113 900. While in the retirement age scenario
experiments will first be analysed separately so that the#ported in the second column of Table 78 an instant and
isolated effects on intergenerational redistribution can %rmanent cut in all pension expenditures, for current as
shown. Apart from assessing the degree to which thege|| as for future generations, of almost 43% would be
measures help to restore generational balance, the expficessary to ensure intergenerational balance, the same
iments show the extent of the measures necessary if ggRjft in retirement age achieved in the shorter period
erational balance should be attained by them. Finallyould still demand a cut in all pension benefits of 40%.
combinations of the three policies will be tested anfigwever, compared to the baseline case that reports
evaluated in their potential to achieve intergenerationgl o5 for this additional indicator, the retirement age
balance. experiment proves an important factor for Finland's way
to intergenerational balance.

12.5.1. Isolated effects of policy reforms and

intergenerational balance The second policy experiment proves to be as effective

Table 78 reports the isolated effects on intergeneratiorigireducing future generations’ burden. The third column
redistribution for the three policy experiments. The firsih Table 78 reports the results of gradually increasing the
experiment illustrates the effect of the latest reforms arf@ntribution rates to public employment pension
incentives on the average retirement age. As an approgf¢hemes by 0.235 percentage points annually for 40
mation, the average retirement age is steadily increas¢gprs. Starting at the 1995 total contribution rate of
by three months per year, until, in 2015, the total shift iR0.6 %, this increase leads to 30% in 2035. While this
retirement age amounts to five years. The average retifgenario does not affect 1995 pensioners at all, younger
ment age will thus increase from the 1995 value of 58horts pay a considerably larger amount of contribu-
years to a new value of 63 years in 2015. Of courséQns over their remaining lifetime.
increasing the average retirement age does not only
imply later retiring, but also a longer stay in the laboufhe net transfer to 1995 newborns is reduced from ECU
force (employed or unemployed). This is reflected i83 200 in the baseline scenario to ECU 71 800. This
higher income tax payments and social insurance conti¢aves future generations with generational accounts
butions, but also in higher unemployment benefit@mounting to ECU 49 600 and thus results in an absolute
However, the positive effect prevails. From the publigifference between generational accounts of ECU
budget perspective, this combination of both reducet2l 400, which is almost 22% lower than the baseline
spending and increased revenue is therefore an effectiglue. To restore intergenerational balance by increasing
measure to relieve, to some degree, the public buddbe contribution rate to the public employment pension
from the impact of the dreary demographic developmerachemes, the necessary 2035 rate would be almost 65 %.
Of course, this hypothetical scenario of financing the
The five-year shift in average retirement age lowers thetal public sector’'s sustainability gap by contributions
tax change for all future generations needed to close tteeone pension subsystem is thoroughly implausible. It
public intertemporal budget constraint from 91.5% imay, however, serve to give an assessment of this exper-
the baseline scenario to 70.9%. This results in ament’s relative contribution to restoring intergenera-
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Table 78
The generational impact of policy experiments
(1 000 ECU)
Generation’s Baseline Expenditure 1: Expenditure 2: Expenditure 3:
age in 1995 retirement age contributions public services
0 -83.2 -79.1 -71.8 -63.5
5 -424 -375 -30.2 - 246
10 -16.8 -11.0 -4.1 -1.7
15 255 324 38.0 38.3
20 63.7 71.9 75.4 75.1
25 87.4 97.1 97.6 98.1
30 80.5 92.0 88.9 90.9
35 63.2 77.0 69.7 73.5
40 29.2 45.2 33.7 39.4
45 -115 5.4 -8.7 -1.4
50 -67.3 -52.3 -66.0 -57.3
55 -127.3 -116.4 -126.8 -1175
60 -159.4 —154.0 -159.4 —-150.0
65 -163.8 —-162.8 -163.8 -154.9
70 —-148.6 —148.8 —-148.6 -140.7
75 —-133.3 -1335 -133.3 -126.8
80 -114.7 -115.0 -114.7 -109.9
85 -101.8 -102.1 -101.8 -98.6
90 -83.3 -83.6 -83.3 -814
95 -64.9 -65.1 -64.9 -63.9
100 -245 -245 -245 -245
Increase in all taxes, future (%) 91.5 70.9 67.1 55.2
Future generational account 71.6 42.6 49.6 30.8
Absolute difference 154.8 121.7 121.4 94.3
IPL (% of GDP) 253.2 199.2 199.81 52.7

Average generational accounts, baseline (r = 0.05, g = 0.015).

tional balance. Indeed the degree to which the long-tef@CU 71 600), which results in an absolute difference in
increase in contribution rates reduces intergeneratiorggnerational accounts of ECU 94 300. This implies a
redistribution is fully comparable to the effect of increas39 % change compared to the baseline, which shows that
ing the average retirement age by five years. among the three policy experiments that have been
analysed, the third is the most effective in terms of
The third experiment consists of a gradual cut in all puieducing the intergenerational imbalance caused by the
lic services by 20% until 2010. This affects public healtBurrent fiscal policy in Finland. If the policy of cutting
services, welfare and social services, public services @wn public services was implemented, an increase in
education, as well as a wide range of public services lilverage retirement age by 11 years until 2015 would in
pub"c order and Safety, defence, housing and Commuﬁﬁ.ct be sufficient to eliminate intergenerational redistrib-
ty amenities, recreation and culture services, transp&{on.
and communication and others, that have been included ] )
in the ‘NASNB and subsidies’ category. As the fourtht2-5-2. Combined effects of policy reforms and
column in Table 78 shows, this measure significantly intergenerational balance
increases the generational accounts of all living genengthile the isolated effects of the planned measures on
tions. intergenerational redistribution are considerable, neither
of them suffices by itself to restore intergenerational bal-
The net transfer to current newborns is reduced froance. Table 79a therefore reports the absolute difference
ECU 83 200 in the baseline to ECU 63 500. Future neMsetween generational accounts resulting from various
borns’ generational accounts amount to a net lifetim@mbinations of those measures. If only two of the mea-
payment to the public sector of ECU 30 800 (baselinsures were to be combined, the recommendation from
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the generational accounting perspective would certainiy all taxes for future generations. An equalisation of cur-
be to combine the 20% cut in all public services untilent and future newborns’ generational accounts could
2015 with either the retirement age increase or the cdme achieved by increasing for both current and future
tribution rate increase. This policy combination wouldjenerations, instantly and permanently, all taxes by 3%,
reduce the intergenerational imbalance by 60 %vhich reflects a tax quota increase of only 1.4 percent-
Combining the cut in public services with the long-ternage points. Alternatively, a further cut in all benefits for
increase in pension contributions renders an eight yeal generations by less than 3% would be sufficient to
increase in average retirement age until 2015, sufficierdgstore intergenerational balance.
for intergenerational balance.

If the decrease in unemployment that has been observed
To appreciate this result from the reversed perspectivatil 1998 is taken into account, the results are even
all three policy experiments have been combined to amore favourable: in this case, the absolute difference
ambitious total project. This implies that average retirdsetween generational accounts amounts only to ECU
ment age is effectively increased by five years until5 000, based on an 8% increase in all taxes for future
2015, while at the same time the contribution rate to tlgenerations. The increase in the tax quota, or, alterna-
employment pension schemes is increased by annudilyely, the decrease in the transfer quota, for all genera-
0.235 percentage points until a total of 30% is reachedftions sufficient to restore intergenerational balance
2035, and the expenditure on public services is cut dowvould be less than 1 percentage point either way.
by 20% until 2010.

The optimistic scenario assuming unemployment to fur-
Table 79b reports the results of the all-experiments corfrer decrease until 2005 at the same rate as observed
bination for three macroeconomic scenarios differing ibetween 1995 and 1998 even overshoots intergenera-
the underlying assumption on the development of unertienal balance, so that the generational accounts for
ployment. For the baseline scenario treating the highture newborns, resulting from a 3% cut in all taxes,
1995 unemployment as a constant long-run value, thiuld exceed the current newborns’ accounts by ECU
results in an absolute difference between generatiorb00. In the light of these results, the planned reforms
accounts of ECU 26 600 which reflects a 14% increag®ove to be suitable as well as sufficient to restore inter-

Table 79a
Combined effects of policy experiments — The generational impact of combined policy experiments
(1 000 ECU)

Experiment Expenditure 1: Expenditure 2: Expenditure 3:
combined with retirement age contributions public services

Expenditure 1: retirement age 121.7 86.7 61.2

Expenditure 2: contributions 121.4 61.4

Expenditure 3: public services 94.3

Absolute difference in generational accounts, combined policies. Baseline: ECU 154 800.

Table 79b
Combined effects of policy experiments — Unemployment and generational impact of all experiments
(1 000 ECU)
Expenditure 1+2+3 Expenditure 1 +2 +3 Expenditure 1 +2 +3
assumption on unemployment baseline decrease until 1998 decrease until 2005
Current newborns’ account -47.6 -45.1 -39.6
Increase in all taxes (%) 13.9 7.8 -33
Future generational account -21.0 -30.1 -46.1
Absolute difference 26.6 15.0 -6.5
IPL (% of GDP) 42.0 23.7 -10.1
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generational balance, if unemployment stays on iesssuming status quo conditions with respect to the
downward path and if these measures are taken seriomscroeconomic performance, the intertemporal liabili-

ly. It should be recapitulated that, for example, th&es of the entire public sector make up 253% of GDP.
assumed increase in the employment pension scheiifee absolute difference in the net tax load between cur-
contribution rate is a very long-run instrument that mightent and future generations amounts to a figure of ECU
lose public support before the total rate of 30% 854 800, indicating a tremendous redistribution to the
reached in 2035. disadvantage of future generations.

This imbalance cannot be cured through minor align-
12.6. Summary ments of current fiscal policy. This is shown by specific
policy experiments with 1) a realistic increase of effec-
The Finnish economy has shown negative as well @ge retirement age, or 2) an increase of social insurance
record-high real growth rates in the course of the 199Qgntributions alone, or 3) a decrease of public consump-
Recently, the economic performance seems to be stabibn expenditures. The absolute difference in net tax bur-
ising, but as in most EU Member States, high unemplogens of current and future generations would thus shrink
ment rates and public deficits are rather persistent phg-approximately ECU 121 700 and ECU 121 400 in the
nomena. It is in the form of these imbalances that thgo first experiments and ECU 94 300 in the latter.
deep recession following the restructuring of traditional
trade patterns with eastern Europe seems to be still pgg; analysing different combinations of the three policy
sent in today’s Finland. experiments, we found that in order to design an inter-
generationally balanced and sustainable fiscal policy all
In the last decades, the total fertility rate in Finland h&ﬁree measures are needed. Without a|tering the
been below reproduction level. Since continuouslyinfavourable labour market assumptions, the combined
decreasing mortality rates fuel the double-ageingsult of all three experiments would imply an absolute
process, too, the historically exceptionally favourablgifference of ECU 26 600 to the disadvantage of future
age structure of the present population will turn into thgenerations instead of ECU 154 800 in the baseline.
opposite during the next two decades. Thus, somgsuming that future unemployment stays constant at
breathing room for potential reforms of the paygothe more favourable 1998 level further reduces the
financed pension systems is still present but running oibalance to an absolute difference between genera-
soon. tional accounts amounting to ECU 15 000. Hence, if
future labour markets continue to recover from structur-
These two stylised facts expose the main causes fogjaunemployment, and if the measures analysed in the
severe intergenerational imbalance which is only partiaholicy experiments are effectively carried through, the
ly recorded as public deficits. Applying an advancegtinnish fiscal policy will be sustainable or — in the case
method of generational accounting to the 1995 Finnishhere the 1995 unemployment rate can be halved until

fiscal policy reveals that the liabilities hidden in generappos — will even slightly overshoot, to the advantage of
tional contracts are enormous. In the baseline scenafigiure generations.
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13. Sweden: the Swedish welfare
state on trial

Petter Lundvik §), Erik Luth @) and Bernd Raffelhiisched) (

13.1. Introduction level. The Swedish government, therefore wants to keep
the possibility of a depreciation of the Swedish krona as
The Swedish economy has performed rather poorly sinaepotential cushion in the fight against unemployment
the 1970s. In 1970 Sweden was one of the richest cowgven though it has committed itself to low inflation by
tries in the world with moderate inflation and very lowgranting the central bank the task of solely conducting
unemployment: GDP per capita was 114 % of the OECDonetary policy in order to obtain price stability.
mean, the inflation rate 6.7%, and the unemploymehtowever, the ambition is that Sweden shall join the
rate 1.5%. The growth of the Swedish economy afté&tMU after substantial labour market reforms.
1970, however, was significantly lower than in other
OECD countries. This led to a per capita GDP that wasdependent of whether or not the country eventually
only 96% of the OECD average in 1995. Inflatiorjoins the EMU, the government has promised tough fis-
increased to over 10% around 1990, decreasing sharphl discipline. In fact, an official target of an average
thereafter resulting in 2.5% in 1995. The unemploymetudget surplus of 2% of GDP over the business cycle
rate stayed around 2% until 1990, when it rose signifivas announced in 1997 (cf. SCB (1997a), p. 150). The
cantly in connection with the fight against inflation. Itwelfare state is, however, subject to several challenges
became 8% in 1995. that could prevent the government from reaching its
ambitious goal for the budget while sustaining the wel-
There were several reasons behind the determined figate state at its present level. It may, for instance, be hard
against inflation in the early 1990s. Many economist® motivate labour market insiders to support outsiders,
and politicians claimed that the high inflation wasspecially if the fraction of unemployed is persistently
responsible for the bad growth performance of thiarge. Moreover, it may very well be equally difficult to
Swedish economy since in an environment with high andotivate employed agents to support the large group of
increasing inflation, firms were more inclined to increaseetired elderly. A tax revolt is one possible result, anoth-
prices than to lower costs through productivity growther is that the increased mobility within Europe may
Another important argument for the low inflation policyinduce young and mobile individuals to emigrate to
was the wish to coordinate monetary policy with the resbuntries with less ambitious welfare schemes, thereby
of Europe. eroding the tax base of the welfare programmes.

Although Sweden does not fully participate in the finaAnother challenge for the welfare state is the double-
stage of EMU the country commits to the principles ofgeing phenomenon. Higher life expectancy in combina-
nominal convergence and fiscal discipline. The main reéien with low birth rates, creates an increase of the share
son why Sweden does not participate is the inflexiblef retired individuals who do not work. The effect is

Swedish labour market. There is a fear that, for instanaeinforced by the tendency towards early retirement that
a wage shock would increase unemployment from ame observe in Sweden. The pension reform of 1998 is,
already high level and that the inflexible labour markdtowever, a counter-acting force that makes the retire-
would prevent unemployment from returning to a normahent age more flexible and encourages individuals to

postpone their retirement.

A generous welfare state of the Scandinavian type is, of

() Research Institute of Industrial Economics, Stockholm. H in i e i
(® Institut fur Finanzwissenschaft, Albert-Ludwigs-Universitat Freiburg. course, much easier to sustain if almost everybOdy 1SN

() Institut fir Finanzwissenschaft, Albert-Ludwigs-Universitét Freiburg. the work-force and contributes to it. The Swedish popu-
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lation has in the past been very homogenous and almtsb during this period, this has not been sufficient to
everybody has been working. No groups of the populaempletely balance the budget. As a consequence of the
tion can ex ante be identified as less productive.deficits, the government debt-to-GDP ratio increased
Immigrants, at least until the 1990s, have relatively sustowly from 1970 to 1990, and then doubled between
cessfully been integrated into Swedish society. THE990 and 1995 in connection with a severe crisis. In
vision of a generous welfare state, therefore, goes vel995 government debt made up 80% of GDP. Of course,
much in hand with the vision of a population wher¢he increase in government debt has also affected net
everybody has jobs, pays taxes, and where no sevéerterest payments that increased significantly especially
problems with free riders exist. between 1990 and 1995.

In the following analysis, we employ the method of genThe expansion of government expenditures relative to
erational accounting outlined in Chapter 2 in order t6DP is primarily due to increases in transfer payments,
analyse the generational impacts of both today’s fiscHle GDP share of which has more than doubled between
policy and future policies that are of special interest. WE970 and 1995, from 11 to 25%. Government consump-
start to compute the intergenerational distribution of taffon, including health and education costs, has increased
burdens in a baseline simulation where fiscal policy as §pmewhat relative to GDP, while governmental invest-

1995 is assumed to remain unchanged for living gener®@ent has decreased.

tions. Then, we compute the intergenerational distrib _h di . f i .
tion for three other scenarios. In the first one, we deter- € corresponading expansion ot government revenues Is

mine future labour income taxes or future transfers in %pmanly due to increases in social security contribu-

way that the average government budget surpllﬁ'gns‘ Most of the social security contributions are pay-

amounts to 2% of GDP until the government debt tur Il taxes paid by employers,_ l.e. employees do not
zero. This is in line with the government’s so-called bu Iirectly observe these taxes since they are not part of

get target declaration. In the second simulation ctual and official wages. The social security contribu-

increase the effective retirement age by two years, ai 3r71 g ShgrigthG?P ha83tap1p£(3/x|n|1a(;_ely ??ubled tl)etween
ing at tempering the effects of population agein an , from S 10 0. Indirect taxes aiso con-

Finally, we investigate the consequences of an ann qute to me expa{w?n V‘;_rl"l_f glrect tax(ejs sharer:)ftGE_)tI;
emigration of 2% of all 25-year-old individuals. was roughly constant untit it decreased somewhat wi
the tax reform of 1990.

The outling of the Swedish cogntry S.tUdy, s as fOIIOWSAS mentioned above, Sweden underwent a severe crisis
We sta.rt with a survey of the.fls.cal situation in SWEdem the early 1990s which was triggered by a collapse of
|fn Section 1.3'2'. A br|efsdespr|pti%n30f t?ﬁ tasx an_d trig%"eal estate prices and resulted in substantial losses for
er system Is given in Section 13.3, while Section 13.8,, o yish commercial banks (cf. Lindbeck 1997). GDP, in

comments on the current debate on fiscal policy. The fWéaI terms, fell by 4.7% between 1990 and 1993 and

ther sections assess the_ degree of flscal balanc?uﬁ‘employmentincreased dramatically to nearly 8%. The
S_vveden from the perspective O.f generatlongl accountg?isis put a lot of pressure on government budgets. Tax
glrsta_whe d_ocumer:jt rather dbrtlef_ly ;het_u“"igdS sgts . evenues decreased, transfer payments and government
wedish micro- and macro-data in Section 13.5. Sec I(&'ESnsump'[ion increased, and government debt almost
13'6. reports the baseline resullts with rgspept to the 9%bubled. Two facts are worth mentioning in this context.
erational stance .Of current fiscal .pol|cy in SWEderlEirst, welfare programmes did manage to deliver assis-
Furthermore, the impact of the policy experiments Ofhnce to those who needed it. Second, however, this

generational dlstrllbutlon is evaluated. Section 13.7 sUMiggitance was very costly. In order to guarantee the sur-
marises our resuts. vival of the welfare state, it is therefore necessary to

operate with a large buffer in the form of financial assets.
13.2. Fiscal performance This insight is manifested in the government'’s target of
a 2% average budget surplus over the business-cycle.

The extent of government involvement in the Swedish

economy has increased significantly over the last 2b3 3 The tax and transfer system

years. The share of general government expenditures to

GDP increased, from 43% in 1970 to 65% in 1993ts ambitious welfare programmes have made Sweden
Although government revenues increased dramaticalilje archetype of a Scandinavian welfare state. All resi-
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dents are guaranteed a respectable living standard. &y transfers on a net-of-tax basis. In some European
government sector provides collective insurance agairgtuntries, household subsidies are given in the form of
temporary and permanent income losses, social servicdsductions from the tax base rather than through direct
education and health care. The production of servicdsansfer payments. These factors probably account for
education and health care is carried out almost entiredpme of the difference in gross tax rates between Sweden
by the government sector. As a result, none of theasad other European countries. Still it is clear that Sweden
activities is exposed to competition. is a country with very high taxes.

Recently, this monopolistic situation has been que& 1990, a remarkable tax reform was enacted in
tioned in public debates and there is increasing evidenSweden. Before 1990 marginal taxes — sometimes as
of potential gains from exposing the government prdiigh as 80% — as well as large tax wedges made the tax
duction to competition. The present aim for most politisystem fairly inefficient. The idea of the reform was to
cal parties is not, however, to entirely privatise the pralecrease deadweight losses without changing total tax
duction, but rather to allow private enterprises to haveravenues. The reform broadened the tax bases, intro-
share of around 20% of the market. The sole reason fiuced a flat tax rate of 30% on all capital incomes, made
the privatisation is to increase efficiency. Hence, theapital losses and interest payments deductible at the
government sector will continue to pay for the servicesame rate, and set the marginal tax on labour incomes to
even in the case where part of the production is priv&0% at a maximum. The new tax scheme was changed
tised. The ambitious welfare state is the reason for tiddmost immediately, however, after the severe economic
large government sector while government activity in therisis which occurred in the early 1990s.
business sector does not play a significant role.

As mentioned above, the share of retired individuals in
As mentioned above, transfer payments have more th&weden is increasing, and is expected to increase even
doubled between 1970 and 1995 as a result of a numieore in the not-so-distant future. The effective retire-
of very costly reforms. For instance, a maternity assisaent age is also considerably lower than the stipulated
tance programme was introduced to support and promatee due to factors such as generous early retirement pro-
fertility which, in fact, increased birth rates dramaticallygrammes for the unemployed. These features put signif-
Parents are together entitled to a paid parental leaveigdnt pressure on the pay-as-you-go (paygo) pension sys-
450 days. For 360 of these days, they receive 80% of tteen. The system was therefore reformed in 1998. The
labour income they had before the leave and for theain objectives were to design a system that is more
remaining 90 days they receive a relatively small amourtbust with respect to demographic changes and the per-
that is independent of their income and the same for &irmance of the Swedish economy, but also to encourage
recipients. individuals to postpone their retirement.

It is an intentional policy that many transfer payment$he new pension system is actuarially fair for most indi-
are offered without means testing or are related to pastiuals, with two exceptions. First, a minimum pension
contributions. Sweden has carried the welfare state fufor low income earners is guaranteed. Second, when cal-
ther than most other countries in Europe, both in terms ofilating the primary insurance amount, incomes over a
coverage and generosity. Safety nets are not only prertain ceiling are not taken into account, even though
vided for the less fortunate in the society, they are alsontributions are paid on these incomes. The pension
extended to the general population. This is a policy thahtittement one acquires during working years will be
most Swedes regard as both fair and necessary in ordenuitised according to, primarily, the average life
to get the support of the middle class. In fact, the middkxpectancy at the time of retirement. While pensions in
class is only willing to pay the high taxes necessary the new system are indexed by the average net income
sustain the welfare state if they get something in returgrowth, pensions that still stem from the old system are
indexed by the minimum pension.

The welfare state has led to a high level of taxation. The

level of total tax revenues including social security conFhe minimum pension is determined by the parliament
tributions to GDP in 1995 is 50%. This is one of theach year. The implicit rule is that the base amount
highest in Europe. However, it should be kept in mindhould be fixed in real terms, but since this is not regu-
that, unlike Sweden (and Denmark), most EU countridated by law, exceptions are made whenever the financial
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situation requires it. The new pension system is to a largaently utilised to significantly decrease the duration of
degree still a paygo system even though it is possiblettee unemployment status.
put a small fraction of the money in pension funds man-
aged, for instance, by banks or trade unions. The retumSweden there is also a strong tendency towards early
on the individual pension fund is of course not deteretirement, which further decreases the labour force.
mined by the average payroll growth. This tendency is explained by the existence of various
generous early retirement programmes. Many people
The redistributive capacity of the Swedish tax system {fow feel entitled to receive public retirement benefits
quite significant. The Swedish distribution of incomeyiready at the age of 60, regardless of their health status
before taxes and transfers is compressed much more tamther conditions. It is therefore difficult to scale back
that of most other European countries. The distributiofe demand on these types of benefits. The pension
of disposable incomes is therefore even more egalitarigéform of 1998, however, encourages individuals to
than in the rest of Europe. The redistributive effects gfostpone their retirement, although it does so with rather
taxes and transfers are further enhanced by specific pfgjg pressure. It is very likely that there will be more

visions of public services, such as education and sulerious attempts in the future to increase the effective
sidised childcare. retirement age.

Furthermore, as in all Scandinavian countries, there is an
ongoing debate in Sweden about a ‘green’ tax structure
At the centre of the Swedish fiscal policy debate is a difhere labour income taxes are swapped against taxes on
ficult and well-known question: How can the govem_emlssmns of carbon d_l0X|de, sulphurd|o>_<|des, and othgr
ment collect enough tax revenues to pay for the welfaps/Pstances that contribute to the pollution of the envi-
state without letting the combined effect of taxes angnment. Such a tax switch might induce a double-divi-
transfers destroy work incentives? The question may rfégd implying both an increase in employment and an
always be as clearly stated, but is always implicitly prdMProvement of the environment. But even if this works
sent. Those who claim that it is impossible to sustain tt@!t, it will probably not raise enough tax revenues to sus-
present welfare state and high taxes often refer to tHdn the welfare state in the long run (cf. Jensen and

increased mobility within Europe as the force that wilRaffelhischen (1998) for a generational accounting
erode the welfare state. experiment of a tax switch for income taxation to a green

tax in the case of Denmark). One of the most striking
At any rate, there is a strong public opinion that wants &guments is that high taxes on pollution will decrease
decrease tax pressure. Decreased taxes are especthyexternality and thereby erode the tax base for this
important to motivate entrepreneurs and owners of smé&ligouvian type of green tax. Hence, in calculating the
firms and are considered as an important key in fightingtergenerational effects of fiscal policy reforms, we
unemployment. However, all political parties agree uporefrain from considering double-dividend effects.
the principle that tax cuts must be fully funded. Stated
differently, for every tax cut there must be a correspond-
ing cut in expenditures. The political parties are reluct3.5. Method and data sources

tant, after all, to specify permanent reductions in the wel- _
fare schemes. In order to calculate generational accounts for Sweden

we use the methodology as described in Chapter 2 of this
There is a general concern that high unemployment Molume. The data comes from two main sources, Statis-
which has existed only since 1990 — will become petics Sweden (SCB) and the Ministry of Finance (MF).
manent. A labour market reform to increase flexibility is
therefore very high on the political agenda. Most politiSCB (1996a, 1 997b) provides the official demographic
cians and economists regard such a reform as the bdata and the majority of the macro-data. Other parts
way to reduce high structural unemployment. At thef the macro-data, e.g. on child and health care, stem
same time, there is also a growing concern that a sigrifom Statistics Sweden and the Swedish Association of
icant part of the long-term unemployed will never returthocal Authorities (cf. SCB/Svenska-Kommunférbundet
into the active labour force. Labour market programme4996)) while parts of education expenditures are taken
and education of unemployed are activities that are frelom the National Agency for Education (cf. Skolverket

13.4. Current debates on fiscal policy
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(1996)). The ecu exchange rate is the official 1995 avarrojecting the Swedish demographic development, sec-
age provided by the Swedish Central Bank. ondly, preparing the aggregate government budget of the
base-year 1995, and thirdly, estimating the government’s
Most individual age-sex-profiles were taken from thginancial net debt position in the base-year. Finally,
income distribution survey which is published in SCBassumptions are made concerning the rate of productivi-

(1996b). More detailed information was provided, upoly growth and the interest rate — both being exogenous
request, by the Ministry of Finance. Some profiles coulgh the calculations.

not be taken from this source. These exceptions concern

the following. (1) The child care profiles are fromour population projections start in 1995 and extend to
SCB/Svenska-Kommunférbundet (1996) and includgp20. They are based on fertility, mortality and net

day care centres, leisure time centres, pre-school groygfinigration assumptions taken from Statistics Sweden
and family day care units. (2) The health-care profileg&CB). In the baseline calculations, fertility rises from a

are approximated by the average days in hospital by py international standards already high — level of

average individuals. These data are from the Nationgl73 in 1995 to 1.83 in 2012. It stays constant thereafter.
Board of Health and Welfare (cf. Socialstyrelserryrthermore, in the period from 1995 to 2010 female

(1997)). (3) The education profiles stem from SCBmale) life expectancy is assumed to increase from 81.53
(1996c) and the National Agency for Education (cf(76.51) to 83.3 (78.5) years. Since our projections cover
Skoleverket (1996)). These profiles consist of compulse@r much longer period of time, we deviate from the offi-

ry school, upper secondary education and higher eduegal statistics by holding life expectancy at birth constant

tion. Included also are adult education and specigfter 2010. In correspondence with Statistics Sweden, we
schools for the physically and mentally disabled. finally assume a constant net immigration of 12 000 indi-

i ) viduals per year which amounts to 0.14% of the base-
All other profiles are retrieved from the so-called H'NKyear population.

micro-database provided by the Ministry of Finance.

They consist of taxes and transfers to and from all go¥ e 80 shows the overall government budget for 1995
ernment authorities. Taxes are divided into capitqlpich in combination with the age-profiles, determines

income tax, local and federal labour income tax, wealth, per capita payments for specific cohorts in the base-

tax, property tax, social security contributions, and ind'?ear. The budget covers the entire government sector,

rect taxes. Indirect taxes are distributed in accordanggnsisting of the central government, various local gov-
with disposable income. Transfers consist of housingments, and social insurance institutions. All intergov-
allowances, child allowances, social assistance, pefinmental transfers are cancelled out. The official
sions, sickness pay, labour market assistance, matermi{yeish figures are converted into ecu by the 1995 aver-

benefits and educational expenditures. The remaini%e exchange rate of ECU 0.108 per Swedish krona.
non-age-specific expenditures by the government sector

are distributed evenly over the life cycle. The tax receipts of the government sector comprise taxes

The agaregates in our calculation do not exactly corrd” capital and wealth, the central and local government
gareg y Fabour income tax, social security contributions, proper-

spond with the numbers in the national income and pro?taxes, VAT and other indirect taxes. Note that the cap-

uct accounts (NIPA) since they stem from differen . )
. : -y ital tax revenue is negative due to very generous oppor-
sources with different definitions and treatments of the .. . ,
. . . Unities of tax deductiont'), The government's transfers
raw data. We therefore multiply each micro profile by a

: ) . encompass pensions, housing allowances, social assis-
factor so that this profile after aggregation over age and P P 9

gender exactly corresponds with the NIPA-figures. tance, labour market assistance, _S|ckness pay, parent
allowances, health care and special care for the old,

childcare, general education and educational grants.
13.6. The baseline results and sensitivity =~ Corresponding with the methodology described in
analysis _Chapter 2,_ interest p_aid on govern_ment debt will be
ignored while calculating the generational accounts.
13.6.1. Basic assumptions

This paragraph specifies the basic assumptions under-___

i i i i i ) This is similar to all other Scandinavian countries. See, for example, Jensen
lymg the Swedish generatlonal accounjung calgula_t|0n§. and Raffelhuschen (1997, 1999) for the Danish or Steigum and Gjersem
Of course, the assumptions play a major role in firstly, (1999) for the Norwegian country study.
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Table 80

Government receipts and expenditure in Sweden, 1995
(billion ECU) (*)

Receipts Expenditure
Local and federal government tax 335 Pensions 21.7
Capital income taxes -0.6 Housing allowances 2.1
Wealth tax 55 Social assistance 3.7
Property tax 1.2 Labour market assistance 5.9
Other indirect taxes 245 Sickness pay 2.0
Social security contributions 26.3 Parent allowances 2.0
Government deficit 11.8 Child allowances 1.8
Childcare 3.7
Education grants 1.0
Education 10.8
Health and special care for the old 14.8
Non-age-specific expenditure 28.0
Interest Payments 4.7
Total 102.2 102.2

Source:Statistics Sweden, Svenska Kommunforbundet, and Skolverket.

In the intertemporal budget constraint of the Swedishmounts to ECU — 65.7 billion. Existing real wealth,
government we only take net financial wealth intsuch as infrastructure, will enter the calculation through
account. The figure is negative, i.e. it is a real debt, anke corresponding returns, unless it is provided free of

Table 81

Baseline generational accounts, Sweden
(1 000 ECU) (*)

Generation’s age in 1995 Average Male Female
0 -99.0 - 65.6 -133.8

5 -79.6 -40.2 -121.4
10 -29.5 17.3 -79.0
15 221 77.5 -36.0
20 78.5 141.3 12.9
25 104.9 171.7 35.2
30 111.4 176.2 433
35 105.2 163.2 43.9
40 84.5 134.4 325
45 49.1 91.0 6.3
50 0.4 35.4 -36.2
55 -61.2 -34.38 —-88.0
60 -119.0 -104.7 -132.8
65 -152.0 -144.5 -158.9
70 —-152.9 - 14538 —-158.9
75 -139.6 -130.0 -147.2
80 -122.3 -114.0 127.7
85 -100.1 -95.7 -102.5
90 -785 -79.0 -78.4
95 -58.4 -60.8 -57.6
100 -20.0 -22.7 -19.4
Increase in all taxes, future (%) 74.0 - -
Future generational account 36.1 89.9 -20.0
Absolute difference 135.1 155.5 113.9
IPL (% of GDP) 236.5 - -

(*) 1995 value; baseline (g = 0.015, r = 0.05).
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charge. The figure labelled non-age-specific expendituMet tax payments are negative for the very young cohorts
encompasses all non-age-specific transfers net of nand become positive around age 15. The scale of
age-specific taxes as well as government net investmergiceived net-transfers, for example ECU 99 000 for a
Accordingly, this figure constitutes a kind of transfer thapresent newborn is, on average, very high as compared
is evenly distributed over the entire base-year populgs other industrialised countries. This can be explained
tion. All the other tax and transfer aggregates are distripy the large transfers to the young in form of childcare,
uted over the base-year population by means of gendefild allowances, education, and education grants, while
specific age-profiles. their future tax payments, due to discounting, are of less-

. ) er importance.
To produce generational accounts, the per capita net tax

payments in the base-year have to be extrapolated Withe generational accounts stay positive until the age of
an exogenous growth rate and subsequently discountggl At the age of 55, future pension payments, health
by an exogenous real interest rate. In the baseline calgignefits etc. outweigh net tax contributions and in every
lations, we set the real interest rate to 5% and the anyipsequent year of the life cycle, generational accounts
al productivity growth rate to 1.5%. stay negative. Net tax payments peak around the age of
30 at a value of ECU 111 400 for average individuals.
Thus the maximum payment amounts to only 70 % of the
Table 81 displays the generational accounts of livinghaximum net transfers, which can be found around the
generations by age and gender. While the second amgk of 70 at a value of ECU 152 900.

third columns report results for males and females,

respectively, the first column shows the generalVhat is striking about the Swedish accounts at first sight
accounts. is the extent of transfers towards the young, which is

13.6.2. Baseline findings

Table 82

Composition of male generational accounts, Sweden
(1 000 ECU) (*)

Taxes Transfers
Generation’s  Local Capital VAT/Excise  Social Pensions Health  Unemployment General Youth and Education Non-age-
age in and federal  income taxes security welfare  maternity specific
1995 government tax contribution expexditure
tax

0 80.2 8.3 50.0 68.3 32.5 23.9 15.7 10.0 41.2 61.0 88.1
5 95.1 9.7 59.4 811 38.5 26.6 18.7 11.9 30.4 72.4 87.0
10 112.7 111 70.3 96.0 45.3 29.7 22.1 14.1 9.6 66.5 85.5
15 133.2 12.5 83.3 113.5 53.2 33.3 26.2 16.7 4.9 47.0 83.8
20 154.8 131 96.1 130.8 62.2 37.5 30.1 17.8 35 20.7 81.8
25 168.3 15.0 100.8 139.2 72.5 41.6 28.0 15.5 3.9 10.6 79.5
30 172.4 19.1 101.0 137.6 84.2 45.2 24.1 14.3 3.3 5.9 76.8
35 169.0 25.1 98.2 128.8 97.3 48.7 19.7 12.7 2.1 3.8 73.6
40 161.0 313 93.2 115.1 112.2 52.8 17.2 10.0 11 2.9 69.9
45 148.1 37.1 86.4 96.3 130.1 56.9 145 7.2 0.5 21 65.6
50 130.6 41.9 7.7 73.0 148.6 60.2 11.2 5.5 0.2 1.6 60.6
55 109.9 42.5 67.0 46.3 167.6 63.4 8.7 4.6 0.1 11 55.0
60 88.9 39.1 55.1 20.6 182.3 67.6 51 4.3 0.0 0.5 48.6
65 68.0 35.2 44.2 4.0 179.0 70.4 0.8 3.7 0.0 0.0 41.9
70 50.0 30.2 34.4 0.7 152.5 70.1 0.0 3.4 0.0 0.0 34.9
75 36.3 24.6 26.0 0.3 121.5 64.9 0.0 3.0 0.0 0.0 27.8
80 22.2 18.7 18.2 0.1 92.6 56.6 0.0 2.8 0.0 0.0 21.2
85 12.7 13.6 12.3 0.0 69.2 46.5 0.0 2.7 0.0 0.0 15.9
90 6.0 9.7 7.7 0.0 51.5 36.8 0.0 2.4 0.0 0.0 11.8
95 2.2 6.7 4.9 0.0 37.4 26.8 0.0 1.9 0.0 0.0 8.6
100 0.6 2.5 1.8 0.0 13.8 9.9 0.0 0.7 0.0 0.0 3.2

(*) 1995 value; baseline (g = 0.015, r = 0.05).
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very high by international standards. What is even moiecause the rate of unemployment is lower among
astonishing, however, is the degree of inter-gender redisomen than among men, namely 6.9 versus 8.5 %, these
tribution which can be found in a similar magnitude onlyncome differences can only partially be ascribed to a
in Denmark (cf. Jensen and Raffelhischen (1997)pwer female labour force participation rate which is
While, for instance, men are net contributors over a peff6.1% as opposed to 80.3% on the male part. Although
od of nearly 45 years, women’s accounts are positive fone of the highest female participation rates worldwide,
less than 30 years. In addition the peak of male accouitts natural that it falls short of the rate of males. What is
is four times higher than its female counterpart. Hence,rituch more significant in explaining gender-specific
is not surprising that the generational account of a femaleage differentials, however, is the share of part-time
newborn is twice as high in absolute terms as the mal@rkers, which is much higher among women as com-
newborn’s account. Specifically, females receive a npared to men. In fact, it is mostly due to this fact that
transfer of ECU 133 800 over their lifetime as opposeaverage female wages amount to only 88% of those of
to ECU 65 600 in the case of male newborns. the male counterparts.

In order to understand this gender-specific imbaland® second reason for the inter-gender redistribution can
take a closer look at Tables 82 and 83 which decompdse identified when inspecting the generational accounts
the male and female accounts with respect to specifi€ health expenditures. Due to child bearing and a longer
taxes and transfers. First, note that men, over their entlife expectancy, women’s health expenditures exceed
life cycle, pay more central and local government labothose of men over most of the life cycle. A third source

income tax than their female counterparts. Since womei imbalance are parent allowances, and diverse social
receive fewer pension payments than men, the imbalaregsistance payments the entitlement of which is predom-
must be attributed solely to gender-specific income difrantly claimed by women. This becomes obvious, when
ferentials. inspecting the accounts for youth and welfare.

Table 83

Composition of female generational accounts, Sweden
(1 000 ECU) (*)

Taxes Transfers
Generation’s  Local Capital VAT/Excise  Social Pensions Health  Unemployment General Youth and Education Non-age-
age in and federal  income taxes security welfare  maternity specific
1995 government tax contribution expexditure
tax
0 50.7 4.1 51.2 45.6 25.7 255 13.6 17.6 48.8 65.4 88.9
5 60.2 4.8 60.8 54.1 30.5 28.8 16.1 20.8 39.5 77.6 88.0
10 71.3 55 72.1 64.1 36.0 32.6 19.1 24.7 20.3 72.6 86.7
15 84.3 6.3 85.4 75.8 42.4 36.5 22.6 29.3 17.6 54.2 85.2
20 97.7 7.1 98.8 87.2 49.3 40.4 25.7 32.7 18.3 28.2 83.4
25 103.5 8.5 103.8 91.3 57.2 43.8 23.4 32.6 18.9 14.8 81.3
30 102.8 11.0 103.0 90.1 65.1 46.6 195 30.9 13.7 8.9 78.9
35 99.5 14.4 99.0 86.0 74.3 49.3 16.5 26.1 6.8 5.9 76.0
40 94.0 17.1 925 78.4 84.6 525 13.9 19.5 1.9 4.5 72.6
45 84.7 19.7 84.3 66.3 95.4 56.1 105 145 0.3 3.3 68.7
50 71.7 215 74.6 49.3 106.9 59.8 7.5 12.3 0.1 25 64.2
55 56.4 215 63.9 29.9 117.5 64.0 4.8 125 0.0 1.7 59.2
60 43.1 20.6 53.8 13.2 124.6 69.5 2.6 12.6 0.0 0.8 53.5
65 30.4 19.0 44.0 2.3 120.4 73.8 0.5 12.7 0.0 0.0 47.1
70 21.6 16.4 35.7 0.3 104.2 75.6 0.0 13.0 0.0 0.0 40.1
75 14.7 13.4 275 0.1 85.6 72.4 0.0 12.3 0.0 0.0 32.6
80 9.1 10.3 20.1 0.1 66.8 64.4 0.0 10.9 0.0 0.0 25.2
85 5.2 7.5 14.1 0.0 49.5 52.4 0.0 8.8 0.0 0.0 18.6
90 3.2 5.4 9.3 0.0 36.0 40.4 0.0 6.6 0.0 0.0 13.4
95 14 3.7 5.6 0.0 25.6 28.6 0.0 4.6 0.0 0.0 9.5
100 0.4 1.2 1.8 0.0 8.6 9.5 0.0 15 0.0 0.0 3.2

(*) 1995 value; baseline (g = 0.015, r = 0.05).
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Apart from marked transfers towards the young and difference of ECU 135 100. The imbalance displayed in
significant gender-specific redistribution, there is anotithese figures becomes even more pronounced when
er feature which is remarkable about the Swedish cafusing merely on male agents. The absolute difference
study. Inspecting the generational account for welfaf ECU 152 700 observed here reveals the fact that
benefits, one finds that the decrease with age is muftiiure male agents not only pay for presently living gen-
more pronounced than in other countries. This cannot beations, but also finance transfers to future females.
explained by shorter remaining life spans alone, but is
also partly due to the fact that, in Sweden, the elderlyhe last indicator to assess the distributive impact of fis-
receive few welfare benefits. Instead, they receive a sutal policy is the immediate tax increase or transfer reduc-
sistence pension, which makes any additional welfat®n necessary to equalise the generational accounts of
benefits superfluous. current and future newborns. In order to construct this
indicator, we first proceed in a manner similar to the cal-
In order to assess fiscal policy with respect to sustainulation of the intertemporal public liabilities. That is to
ability and intergenerational distribution we take a lookay, we extrapolate age-specific net taxes per capita
at the intertemporal or overall debt as reported in Tablehich are observed in the base-year into the future, weigh
81. This figure is obtained by multiplying the demothem with the future demographic structure, and discount
graphic structure of future years with the age-specific pére payments to the base-year. As per capita payments are
capita net tax payments of the base-year, while at theld constant — except for a growth adjustment — the
same time discounting and adjusting for GDP growth. rowth-adjusted generational accounts of current and
these payments add up to a negative figure, this gives fature newborns are of equal size. Subsequently, we
excess demands of all — current and future — generamploy a scaling constant to either (a) increase the tax
tions or the residual of the government’s intertemporg@ayments or (b) decrease the transfer payments per capi-
budget constraint (cf. equation (1) in Chapter 2). Stated for both living and future generations until true gov-
differently, this is the overall government debt, henceernment debt vanishes. What we derive are the immedi-
forth labelled intertemporal public liabilities (IPL, cf. ate tax increases or transfer reductions necessary to bring
equation (6) in Chapter 2), which indicates whether cufiscal policy back on a sustainable growth path and at the
rent fiscal policy is on an intergenerationally sustainabkame time restore intergenerational balance.
growth path. As can be seen, Sweden is far from pursu-
ing an intergenerationally sustainable fiscal policy, as ifBhe results of this experiment are displayed in Table 84
intertemporal public liabilities amount to 235.5% offor the baseline interest rate and growth rate of 5 and
GDP. Note, that explicit debt totals 36.7% of GDP and.5% respectively. The first line reports the percentage
therefore accounts for only one sixth of total debt. change needed immediately to finance the true liabilities
of the Swedish government sector. Moreover, the table
A second indicator reported in Table 81 is the percentageports the generational accounts of living and future
tax increase for future generations necessary to meet tfenerations that would prevail in face of the respective
government’s intertemporal budget constraint. Fapolicy.
Sweden to attain an intergenerationally sustainable
growth path it needs a tax increase of 74.0% for dfirst, consider the case where intergenerational balance
future generations. is achieved by adjusting all taxes. Such a policy requires
a once-and-for-all tax increase of 14.8%. As a conse-
While the preceding indicator addresses the question guience, the net transfer a current newborn receives over
sustainability, the following indicators aim at quantify-his lifetime would decline from the initial ECU 99 000 to
ing the distributive implications of a prevailing fiscalECU 72 100. Similarly, this transfer would now accrue
policy. Specifically, the third indicator is the absolutego future newborns who formerly had to pay a lifetime
difference between net tax burdens of living and futuneet tax of ECU 36 100. This relief of the burden on
generations, provided that future generations’ tax loddture generations does not come as a surprise when tak-
was increased in order to meet the governmentisg into account the fact that in the baseline case, their
intertemporal budget constraint. The 74% tax increasaxes were increased by 74.0% as compared to 20.3% in
results in a net tax burden of future newborns that totalse experiment at hand. Finally, as a result of this equal-
ECU 36 100. In contrast, current newborns receive a nising burden experiment the tax quota would increase by
transfer of ECU 99 000 which constitutes an absolufe6 % points to 58.9% of GDP.
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Table 84

Restoring intergenerational balance in Sweden
(1000 ECU) (*)

Baseline accounts All taxes All transfers
Percentage change - 14.8 -13.1
Generation’s age in 1995
0 -99.0 -721 -62.0
5 -79.6 -47.6 -40.7
10 -29.5 8.4 8.1
15 22.1 66.9 59.0
20 78.5 130.1 114.1
25 104.9 160.0 140.1
30 111.4 167.0 146.2
35 105.2 159.4 139.6
40 84.5 135.6 118.8
45 49.1 95.5 83.9
50 0.4 40.6 36.1
55 -61.2 -28.8 -24.4
60 -119.0 -94.4 -815
65 -152.0 -134.0 -116.0
70 -152.9 -139.1 -120.6
75 -139.6 -129.4 -112.2
80 -122.3 -115.3 -100.0
85 -100.1 -95.6 -82.9
90 -785 -75.7 -65.7
95 -58.4 -56.7 —49.2
100 -20.0 -195 -16.9
Future generations 36.1 -721 -62.0

(*) 1995 value; baseline (g = 0.015, r = 0.05).

Alternatively, consider the experiment where intergenefeast specify the primary effects of one or the other
ational balance is achieved by reducing all transfersqualising burden experiment. As is obvious from a first
which includes non-age-specific transfers, for both livinspection of Table 84, a policy that increases taxes
ing and future generations. This would require a reduplaces a heavier burden on generations in their working
tion of transfers by 13.1% or, stated differently, a declingears, while a transfer reduction policy predominantly
of the transfer quota from 55.2 to 48.0% of GDP. As hits pensioners and young persons.
result, the generational accounts of current and future
newborns would total ECU — 62 000. We find that thén order to identify the sources of intergenerational
two financing alternatives generate different generambalance, two thought experiments are conducted.
tional accounts for current and future newborns, namehjrst, the calculations are carried through while assuming
ECU - 62 000 by reducing transfers as opposed to EGUgovernment net debt of zero in 1995. Then, the simu-
— 72 100 by increasing all taxes. This can be explaindation is executed while keeping the demographic struc-
by the different extent to which living cohorts aged 1 téure of the base-year constant. The results of these exper-
100 are hit by the respective policy. iments are reported and contrasted to the corresponding
baseline findings in Table 85. With regard to the first
Equally important is the question of how the two financexperiment, one naturally finds that the intertemporal
ing alternatives affect the distribution within current genpublic liabilities are reduced from 236.5 to 199.8% of
erations. Note that we cannot take into account theBDP — the difference exactly corresponding to explicit
effect on macroeconomic variables unless employinggovernment debt. This implies that taxes for future gen-
large scale computable general equilibrium modeérations have to be increased by 62.5% instead of the
However, by comparing the generational accounts of lilvaseline 74.0%. Accordingly, generational imbalance,
ing cohorts before and after the experiment one can a measured by the absolute difference of the accounts of
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future and current newborns, is only slightly reduced,3.6.3. Sensitivity analysis

0,
namely by 15%. In the following paragraph our findings are tested with

Keeping the demographic structure of the base-year Corﬁ_s!oect to their sensiFiv_ity to yariations in the exogenous
stant leads to a true government debt of 154.5 % of GD%a_nables. Mqreover, |.t is putllned to.what extent alterna-
This indicates that unlike other countries, the unsustaifly® .p.opulatlon projections modnfy the. ou.tcomes.
ability of Swedish government finances is not primarilfpec'f'ca”y' we empl-oy.two aIternaUvg projections car-
driven by the combination of an ageing population and’3d through by Statistics Sweden with regard to the
paygo social security system. Rather, the problem isdgvelopment of future fertility.

structural imbalance prevailing already under today’s . o
circumstances. This view is enforced when eliminatin§@P!e 85 summarises the results of the sensitivity analy-
both explicit debt and demographic transition. In this's- In this table, we utilise the absolute difference of cur-
case still true liabilities of 117.7% of GDP remainfent and future newborns’ generational accounts as an
which would necessitate a tax increase of 50.2% fépdicator for fiscal balance or imbalance, respectively.
future generations_ Adm|tted|y, for those generationg-,he numerical value of this indicator is first reported for
the lifetime net tax burden of formerly ECU 36 100 turn¥arious combinations of interest rate and productivity
into a net tax transfer of ECU 21 600, but the differencarowth rate — the first set to 3, 5 and 7%, the latter to 1,
compared to the current newborn’s lifetime transfer ck.5 and 2%. Note, that there is neither a monotonic rela-
ECU 86 500 is still tremendous. Thus, this paragragion between indicator and interest rate nor between indi-
might be properly concluded by stating that explicit goveator and productivity growth. Consequently, it is not
ernment debt, demographic transition and structural re@aven possible to make qualitative judgements a priori of
sons account for respectively 15, 35 and 50% of fischbw fiscal imbalance is affected by different interest or
imbalance in Sweden. growth rates.

Table 85

Sensitivity analysis, Sweden
(1000 ECU) (*)

Productivity growth rate 1
Discount rate B 5 7
Difference in the accounts of future and current newborns 141.5 134.1 134.1
Productivity growth rate 15
Discount rate 3 5 7
Difference in the accounts of future and current newborns 144.8 135.1 133.5
Productivity growth rate 2
Discount rate 3 5 7
Difference in the accounts of future and current newborns 148.5 136.7 133.3
Population projection Main fertility Low fertility High fertility
assumption assumption assumption
Difference in the accounts of future and current newborns 135.1 137.3 132.6
Policy experiments to identify the sources of imbalance Baseline No No demographic
government debt change
IPL (% of GDP) 236.5 199.8 154.5
Increase in all taxes, future (%) 74.0 62.5 44.7
Difference in the accounts of future and current newborns 135.1 1141 85.1

(*) 1995 value.
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As can be seen, our findings are extremely robust tansfers are kept constant and no longer evolve endoge-
alternative parameter specifications. Namely, all alternaously.
tive outcomes lie between ECU 133 200 and ECU
148 300, which is within a range of about 10% of th&he results of the policy experiments are reported in
baseline value. It goes without saying that in this cas@able 86, which includes (1) the accounts of both living
too, the qualitative results of the Swedish baseline calcgenerations and future newborns, (2) the increase in
lations are unaffected by sensible parameter variationguture generations’ taxes necessary to serve government
liabilities, (3) the absolute difference of current and
We find a similar robustness when changing the fertilitfuture lifetime burdens, and, (4) the intertemporal
assumptions underlying the demographic projection. indebtedness. In order to allow for direct comparison,
choosing alternative fertility rates, we again stick tdrable 86 also reports the baseline accounts. Obviously,
Statistics Sweden which, in addition to its baseline cofhe tax-increase-policy as well as the transfer-reduction-
jecture, offers a low- and high-fertility-scenario. The latpolicy increase the generational accounts of living gen-
ter suggests an increase in fertility from 1.73 to 1.96, th&ations. This is not surprising, given that the policy is
former a decline to 1.72 — both in the period from 199mitiated in 1996. Furthermore, we find our previous
to 2017. Recall that for the baseline, we assumed @Bservation confirmed that tax increases favour pension-

increase from 1.73 to 1.83 until 2012. Upon inspection @frs and young people relative to workers, while for trans-
the last row in Table 85, it becomes clear that an increagg reductions the opposite holds.

in fertility is favourable for fiscal balance. However, the

effect remains small. However, the straightforward winners of the surplus pol-
icy are, of course, future generations. Their lifetime net

13.6.4. Generational impact of policy reforms and  tax payment of ECU 36 100 turns into a lifetime transfer
future challenges of ECU 64 300 (tax increases) or ECU 57 300 (transfer

In view of the pronounced fiscal imbalance reported iffductions) respectively. Hence, the gap between living
the previous sections, we now present potential fiscBNd future generations’ accounts is reduced to a mere
policy solutions for this severe problem. These solutiosCU 9 200 or ECU 5 800, respectively. Moreover gov-
are related to the public discussion in Sweden or hagément liabilities are reduced to 16.2 or 9.3% of GDP,
been proposed by well-known policymakers. First, weespectively. In order to properly understand the impacts
discuss the commitment of the government to attain % this policy experiment, note that explicit debt becomes
budget surplus of 2% over the business cycle. We th8f already in 2009 and thus taxes and transfers remain
turn to a rise in the retirement age. While the recent pe? their growth-adjusted 2009 level thereafter.
sion reform has increased the incentives to delay retire-
ment, a delay of two years as we have simulated seeMf§ Will now turn to the experiment in which we increase
rather unlikely. Therefore, consider our simulation as dhe effective retirement age. As already mentioned, the
upper-bound estimate of the reform’s positive fiscal998 pension reform increases incentives to postpone
impact. Another way of relieving the government sectdetirement. Since the pension reform alone is not suffi-
is through tax increases. However, the Swedish tax quagignt to postpone the retirement by two years, we assume
is already far above the European average, which adigt additional measures are taken so that in 2000 people
another constraint to the problem. In order to illustrat@elay their normal retirement age 65 for two years and
the dimension of this constraint, we finally simulate emiwork instead. This implies that their pension payments
gration of younger individuals who are trying to avoicare higher and are received later, which we modelled in
taxes. terms of a constant social security wealth. At the same
time, we also let other government receipts and expendi-
In our first simulation experiment, the surplus policytures be affected. Specifically, sickness pay, labour mar-
starts in 1996 and the goal of 2% surplus is achievédet assistance, local and federal government tax, other
either by increasing all taxes or by reducing all transfermdirect taxes and social security contributions are pro-
Recall that transfers include all non-age-specific govertenged at the growth adjusted pre-65 level.
ment expenditures. This policy cannot be pursued into
the indefinite future because the government’s interteriable 86 shows that the generational accounts of cohorts
poral budget constraint has to be met. Therefore, by thged 60 and older are not at all affected by the reform
time the explicit government debt becomes zero, taxesgince these people are already pensioners when the
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Table 86

Generational accounts for policy experiments and challenges, Sweden
(1000 ECU) (*)

Generation’s age in 1995 Baseline accounts Pension reform Surplus policy Youth emigration

Tax adjustment  Transfer adjustment

0 -99.0 -98.2 -735 -63.1 -99.0
&) -79.6 - 78.6 -49.4 -41.9 -79.6
10 -29.5 -28.2 6.2 6.5 -295
15 22.1 23.6 64.3 57.6 22.1
20 78.5 80.3 127.0 112.8 78.5
25 104.9 107.2 156.4 138.7 104.9
30 1114 114.2 163.1 144.8 111.4
35 105.2 108.6 155.5 138.1 105.2
40 84.5 88.4 131.7 117.4 84.5
45 49.1 53.3 91.9 82.5 49.1
50 0.4 4.6 37.3 34.6 0.4
55 -61.2 -58.8 -317 -25.8 -61.2
60 -119.0 -119.0 -96.8 -829 -119.0
65 -152.0 -152.0 —-135.8 -1175 -152.0
70 -152.9 -152.9 -140.5 -122.2 -152.9
75 -139.6 -139.6 -130.5 -113.7 -139.6
80 -122.3 -1223 -116.2 -101.5 -122.3
85 -100.1 -100.1 -96.3 -84.6 -100.1
90 - 785 - 785 -76.3 -67.6 - 785
95 -584 -58.4 -57.2 -514 -58.4
100 -20.0 -20.0 -20.0 -20.0 -20.0
Increase in all taxes, future (%) 74.0 70.4 4.4 2.9 76.8
Future generational account 36.1 30.7 -64.3 -57.3 41.2
Absolute difference 135.1 128.9 9.2 5.8 140.2
IPL (% of GDP) 236.5 225.6 16.2 9.3 2375

(*) 1995 value; baseline (g = 0.015, r = 0.05).

reform becomes effective. However, for youngegrows together and the Swedish population ages, it
cohorts, the fiscal net effect increases their payments bgcomes probable that young tax-paying cohorts will
slightly more than ECU 4 000 at a maximum and approxnove to regions with less generous welfare systems.
imately ECU 2 000 on average. Of course, if living
cohorts share a larger part of the overall fiscal burdelm the simulation reported under the heading ‘youth-emi-
future generations must necessarily profit. Their lifetimgration’ in Table 86, we make the ad hoc assumption that
burden declines from ECU 36 100 to ECU 30 700, theré&eginning in the base-year 1995, 2% of all 25-year-old
by reducing the difference as compared to present ne@wedish citizens emigrate, beginning in 1995. This will
borns by 4.6%. In spite of this minor effect, the pensiohave no effect on the lifetime burden of living genera-
reform is far from being able to restore fiscal balanc¢ions, as per capita taxes and transfers are exogenous in
This can easily be seen by the negligible reduction of tlralculating the generational accounts. However, 25-year-
intertemporal public liabilities from 236.5 to 225.6%. old individuals are not only strong net contributors to the
government’s resources but also more fertile than the
Finally, we will turn attention to a rather hypotheticalaverage. Due to both arguments, the emigration will
experiment which has a very controversial backgrounddversely affect future generations.
the experiment of specific youth emigration. As stated
above, there is a growing concern in Sweden that youiidis result is numerically illustrated in the last column of
people with solid education and high motivation mighTable 86. The first point which is immediately striking is
leave the country in order to avoid high tax burdens. Thikat the generational accounts of living generations have
fear is not groundless, given that Sweden displays thet changed relative to the baseline, whereas future gen-
highest tax quota in Europe. Consequently, as Europeations are worse off. Specifically, the lifetime tax bur-
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den of future generations has increased from ECBxplicit government debt accounts for 15% of the imbal-

36 100 to ECU 41 200, thus enlarging the gap betweamce and population ageing for 35%, while the remain-
future and current generations’ net burdens from ECldg 50% are due to structural imbalances. Sweden devi-
135 100 to ECU 140 200. Consequently, the intertempates also in the composition of the imbalance from other
ral debt figure increases, although only slightly, by just EU Member States where most of the imbalance is
percentage point. It seems, then, that taking into accowttcounted for by two predominant factors: explicit gov-

the level of fiscal liabilities from which the simulationernment debt and population ageing. The large structur-
departs, the fiscal impact of youth emigration can b&l imbalances may reflect that the government sector in
safely ignored. The reason for this is simply that througBweden is not designed to handle persistent high unem
the emigration of some 25-year-old citizens, society nployment. In fact, the unemployment rate was around
only loses net contributors, but also net recipients, nam2% until the crisis in the early 1990s when it increased
ly their children, who have a negative generationaramatically to nearly 8%. The generational accounting
account. Stated differently, in general, an offspring augxercise implicitly assumes that high unemployment will

ments the true liabilities by approximately the sampersist in the future. This may very well be true, but the
amount which some parents try to avoid by emigrationgovernment sector has not yet adapted to this changed

situation.

13.7. Conclusion Inspired by recent fiscal debates, we simulated three pol-

icy experiments and evaluated their effect on govern-
Being the archetype of a Scandinavian welfare statent’s finances. Our results suggest that an increase in
Sweden, more than most other countries, depends e factual retirement age (partly already induced by the
sound assessments of its fiscal policy’s long-run effect$998 Pension Reform Act) hardly improves the inter-
This paper describes the recent stance of fiscal policy generational stance, while a permanent commitment to a
Sweden and applies generational accounting in order 26 budget surplus over the business cycle does. The sur-
evaluate its intergenerational implications. plus policy turns lifetime net tax payment of future gen-

erations, amounting to ECU 36 100 in the baseline case,
In line with common intuition, but very much in contrasinto a lifetime net transfer of approximately ECU 60 000.
to Hageman and John (1997, 1999), we find an imbahence, the gap between living and future generations is
ance to the detriment of future generations in the magmeduced from ECU 135 100 to ECU 9 200 when taxes are
tude of 235.5% of GDP. The imbalance is outstandirgdjusted or to ECU 5 800 when transfers are adjusted
compared to other EU Member States. The explanatiamstead. Finally, the emigration of young Swedes would
for the deviation from previous studies is not that theardly affect the intergenerational stance at all since the
results are sensitive to the choice of base-year since 1995t of supporting 2% of the population for their first 25
was chosen in all hitherto known studies. years is low.
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14. UK: rolling back the UK welfare state?

Roberto Cardarellilj and James SeftoA)(

14.1. Introduction and in particular to evaluate the generational stance of
current fiscal policy. The questions we will try to answer
Once a welfare leader, with an impressive range of sochile: is there a problem of intergenerational sustainability
legislation produced in the immediate aftermath off the welfare state in the UK? What are the main
World War 1l, the United Kingdom remained welfaresources of pressure on welfare spending? Which are the
expansionist until the mid-1970s. The share of GDFReal policy options? To answer these questions we apply
devoted to welfare grew steadily over most of the centte the UK the method of generational accounting as an
ry until 1976. Hence, when the economic crises of thaternative to the more traditional analysis of the fiscal
mid-1970s forced the industrialised countries to changetting based on the concepts of deficit and debit.
their social policies, the UK needed to implement a more
radical adjustment than most. The tight monetary and fig3 this paper we follow the generational accounting
cal discipline imposed in the 1980s and 1990s, and thgproach outlined in Chapter 2, assuming that all future
shift toward the adoption of supply-side policies, havtaxes and transfers grow with productivit§). (This
drastically changed both the dimension and the structuresumption, shared by all country studies in this volume,
of the UK welfare state. The oil shock of the 1970s, howras the advantage of allowing sensible cross-country
ever, is not the only reason of this change of attitud®mparisons of the generational stance of current fiscal
toward social spending. For most of the 20th centurpplices. However, when applied to evaluate a specific
government expenditure on health, education, housieguntry’s fiscal framework, this assumption may lead us
and social security grew faster than the economy asa misleading conclusions. As far as the UK is con-
whole. It also grew as a percentage of governmeaerned, for example, from 1980 onwards social security
expenditure. Clearly, this could not continue foreveitransfers (and basic pensions among them) have been
When real consumer spending fell for the first time itinked to prices rather than earnings. Moreover, while
1974, it appeared that limits to the acceptable level tiie total welfare spending in 1995 absorbs the same
taxation to finance welfare expenditure had beeshare of GDP as in 1973, some types of expenditure have
reached. absorbed an increasing share of national wealth (such as
health) and other a decreasing share (education and
At the same time, the social and economic environmehousing).
has been changing substantially over the last two
decades. Family structure, the labour market and the dis} these considerations together suggest that incorpo-
tribution of income are all very different today fromrating more realistic assumptions on the future of taxes
those that inspired the foundations of the welfare state@md transfers in the UK could sensibly change the final
the UK, and its subsequent evolution. It is thus inevitablesults. For the sake of comparability with other
that most of the institutions across the welfare state hakzeiropean countries, this paper sticks to the productivity
came under scrutiny in recent years. growth rule. For a more specifically designed UK gener-
ational account experiment, we refer the reader to a study
The objective of this paper is to discuss the current stawé the National Institute of Economic and Social
and the future challenges of the welfare state in the UResearch that uses official projections for all taxes and

(3 As we will make clear below the only tax or transfer category that escapes
() National Institute of Economic and Social Research, London. this rule is the expenditure on the State earning related pension scheme, or
(3 National Institute of Economic and Social Research, London. SERPS.
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transfers. However, to give a flavour of the possibleubstantial deviations of out-turns from medium-term
difference between using the standard ‘productivitfiscal objectives. To improve the fiscal policy framework
growth rule’ and more realistic projections, we presera code for fiscal stability has been published in the 1998
the generational accounts for the case where the expbodget, with the intention of having fiscal objectives
diture on social security transfers remains constant, onderpinned by a statute.
where the earning indexation is restored at some point in
time. The search for sound government finances has been part
of a wider political agenda. Its principal aim has been to
After presenting the baseline generational accounts, a@duce the role of the State in the UK economy and to
attention will be focused on the generational impact sEmove policy-induced obstacles. A review of taxation
some major policy changes that have taken place in thelicy since the 1970s reveals a number of measures in
UK over the recent past. In particular we will considethis direction. The most important one is the reduction of
the impact of the decision to link social security transfeigscome and capital taxation. The standard and top rates
to prices rather than earnings from the start of the 198@4.income tax have been brought down from 33 and 83 %
Further, we will investigate the generational impact off 1978 to 23 and 40% in 1997, respectively. At the
some substantial reforms of the pensions system in th@me time taxation of both personal and company profits
UK. It is well known that, due to these reforms, the préias been profoundly lightened. The decline in income
sent pension system in the UK will not be able to guatax has been partly offset by an increase in national
antee an adequate minimum standard of income in dlurance contributions and an increase in indirect taxa-
age. In this study we will try to assess whether this is tii@n, most notably through successive rises of the value
necessary price to pay in order to maintain the goveradded tax rate.
ment finances on an intergenerationally sustainable long-
term path. After a rapid growth in the 1970s, government expendi-
ture has absorbed a relatively stable proportion of nation-
The layout of the chapter is as follows. Section 14.2 pre} wealth. This result has been mainly achieved through
sents a quick survey of the fiscal trends in the UKa consistent cut in government investments, as both cur-
Section 14.3 assesses the generational stance of currént expenditure on goods and services and transfer pay-
fiscal policy in the UK and in Section 14.4 we perform anents to the personal sector have risen significantly. In
sensitivity analysis of the results. Section 14.5 evaluatgégrticular, from 1990 to 1994, welfare spending as a pro-
the generational impact of the policy reforms that wgortion of GDP has risen from 21.6 to 26.6%, partly
have mentioned above. Section 14.6 concludes. because of the recession occurring in the first part of the
1990s (cf. Evans (1988)). This recent rapid growth has
spread fears that the welfare state could become ‘unsus-
14.2. Trends in fiscal policy tainable’ in the future. However, it turns out that in 1996
the share of wealth spent on welfare is slightly lower that
One of the main changes in the UK macroeconomic pahk 1976. Since then, the total has fluctuated with the busi-
icy over the last 25 years has been the downgrading iidss cycle, rather than presenting a medium-term upward
fiscal (and in particular taxation) policy as a macroecarend.
nomic instrument. Since the early 1980s fiscal policy in
the UK has been set within the framework of a mediuwhat has changed in the last two decades has rather been
term financial strategy (MTFS), rather than used to finghe compositiorof welfare spending. Social security has
tune the economy. The main objective of this stratedyeen playing an increasingly dominant role, taking more
has been to achieve and maintain ‘sound and sustainalsksSources than health and education together in 1995/96,
government finances over the medium term. This objewhereas the two services had considerably outweighed
tive has in turn been identified with respect to two basgocial security in 1973/74. While in 1973/74 social secu-
criteria: the stabilisation of the debt-to-GDP ratio and theéty spending amounted to 8.2% of GDP, by 1995/96 it
observance of the so-called ‘golden rule’, according tead reached 11.4%. At the same time, government
which the government should only borrow to investspending on education has fallen from 6.7 % of GDP to
While the first objective has been achieved, governmebi2 %. Government spending on health, on the contrary,
borrowing has been on average too high for the goldéras increased from 3.8% of GDP in 1973 to 5.7% in
rule to be satisfied. Overall the MTFS could not avoid995. The main policy changes in this field have been
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reforms of the National Health Service (NHS). The comFhe main policy response to the challenges coming from
mon theme of these reforms has been to introduce ethis changing environment has been to shift the focus
ments of competition into the centrally financed systenftom universal coverage to fiscal constraint, economic
The promotion of internal competition between publiéncentives and administrative efficiency. This implied a
providers is intended to bring efficiency gains and coshange in social policy’s address from social insurance
savings in the NHS. Indeed, these gains are more lortg-poverty relief and private provision. The social secu-
term ones, as the first effect of the reforms has beenrity budget has consequently devoted additional
actually increase the budget taken by the NHS. resources to means-tested benefits, like income support

and family credit, both introduced in the mid-1980s. In
As for the demographic changes, the UK population hd997, more than 10% of the population claimed income
been subjected to an ageing process similar to the aswport, and, including their partners and families, more
affecting most other industrialised countries. The oldhan 17 % was dependent on it.
age dependency ratio (i.e. the number of those over pen-
sion age over those in working age) will rise from 28 % major element that pushed many people into the sys-
in 1996 to 45% in 2066, with a drastic acceleration frortem of means-tested benefits has been the decision taken
2030. However, the UK went through the ageing process the start of the 1980s of indexing social security ben-
relatively earlier than other countries. OECD datefits to prices rather than earnings. Since then, the value
reveals that, compared to the other European Uniarf the flat rate basic retirement pensions has steadily
countries, the UK is predicted to have fewer older peopfallen relative to net average earnings. In 1983, the basic
and a below-average old-age dependency ratio in tpension for a single person was 32 % of net average male
next 50 years. earnings. Ten years later, it was 22%. By 2050, if aver-

age earnings grow in real terms at 1.5% per annum and
Of relatively more importance are therefore the chang#ise basic pension continues to be adjusted with prices, it
in the UK labour market and distribution of incomewill be about 7%. This policy will become indefensible
First, much higher unemployment has accompanied edo-the long term for future governments, unless they are
nomic growth in the last two decades. There were moready to openly abandon the idea of a State basic pension
than 2 million unemployed in 1995, against 600 000 isufficient to meet the minimum needs of elderly people.
1973. At the same time, women’s participation in the
labour force has risen, as has economic inactivity amofitne change in uprating policy was taken as a response to
working-age people. Deep changes have also affectid burden posed on pension expenditure by the introduc-
the family structure, and this too has produced dion of the State earning related pension scheme (SERPS)
increasing pressure on welfare expenditure. The propdn-1978. This second tier of the State pensions scheme,
tion of births outside marriage increased from 8 to 30 ¥elated to individual earning history, was introduced to
between 1970 and 1991, and the annual divorce ratesigoplement the basic retirement pension and to reduce the
almost five times larger in 1987 than in 1951. Thereforeumber of pensioners on means-tested assistance. One of
the number of lone-parent families has increased dradfie main objectives of the Thatcher government was the
cally. complete abolition of SERPS, accused of failitogtake

into account the very substantial financial debt being
In addition to these general economic and socidlanded down to future generationfDHSS (1985,
changes, the demand for social security has been greaty. 1.1)). Rather than being abolished, however, SERPS
affected by changes in the distribution of incomes. Botlvas amended first in 1986 and then in 1995, in order to
the gap between rich and poor and the number of peophake it less generous. Further, tax incentives have been
with low income have increased substantially during thietroduced to encourage individuals to contract out of the
1980s. The main cause must again be found in the lab@eheme and adopt occupational or private pensions. In
market. Not only have unemployment and economiBection 14.4 we will investigate the intergenerational
inactivity risen, but rewards differentials have alsémpact of these changes in pension policy.
become wider. The consequence has been a relevant
increase in the number of households with incoméko relieve the pressure on social spending coming from
below the average. In 1994, the number of those witligher unemployment and economic inactivity, changes
incomes below 50% of the average was almost thréave been introduced to a series of benefits, such as
times higher than in 1979. unemployment, incapacity and sickness benefits. Under
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the Major government (1990-96) unemployment bengaxes and transfers included in the government budget of
fits were made less generous and more difficult to gehe base-year (1995). We start from the national accounts
Their contributory part was reduced to the first sibsummary indication of the receipts and expenditures of
months, after which they are means-tested. Consequethie general government (central government and local
ly, only 20% of the unemployed were covered by sociauthorities) (Table 9.1 of the Blue Book). Once we dis-
insurance in the 1990s, against 40% in the 1970sggregate some of its components we have Table 87,
Incapacity benefits have also been made more difficult tshich shows the whole list of taxes and transfers con-
get, the earnings-related component has been deleted aitttred in this study. Each of these aggregates is then
they have been made taxable. allocated among the representative male and female
agents of each living generation with the help of per
A common theme of these changes has been the attemggita age- and gender-specific tax and transfer profiles.
to reduce the labour market disincentives related We then need projections for the future development of
social security, in particular to ensure that the benefiggregate taxes and transfers that reflect future fiscal
rates are not close to, or even greater than, in-wopklicies. In the absence of other projections, we assume
incomes. The fact that benefits have decreased relativettiat all taxes and transfers per capita classified by cohort
incomes certainly improves the incentives to work, anand sex increase at the rate of productivity grogth
helps to reduce the dependency on social securityidefinitely @). A baseline per capita rate of growth of
However, the greater reliance on means-tested benefébour productivity of 1.5% per annum is assumed in
goes in the opposite direction, and a side-effect diis study, and participation rates and number of hours
means-tested transfers is that benefits are reducedwawked are assumed to remain unchanged. By sticking to
income rises. This may produce high marginal tax ratethe original profiles we can calculate for every period in
discouraging people from trying to earn higher incomeshe future the taxes paid and transfers received.
This phenomenon is particularly important for women,
who are more unlikely to find jobs paying high enougifs we consider all aggregate taxes and transfers in real
to get clear of the trap. The first moves of the newalues, indexing them with productivity growth amounts
Labour government in the field of social policy havédo a nominal indexation to wages. This assumption,
been especially focused on the problem of the povenhich is quite standard in the generational accounting
trap. Not only has the one parent benefit been abolishditerature, does not reflect the current practice in the UK
but family credits and disability working allowances willof uprating benefits with prices. Clearly, if maintained in
be replaced by a system of tax allowances. The ultimatee indefinite future, this practice will make the social
objective is clearly to make it easier for those on meansecurity benefits a negligible fraction of earnings. In our
tested benefits to re-enter the labour market. This strateseline results we chose to stick to the productivity
gy has been given the name of ‘welfare to work’. growth assumption for the sake of comparability with the
other country studies. This procedure implicitly builds a
The overall picture of the UK welfare state describes fiscal policy change in the calculations which is not fully
system that, in quantitative terms, has managed to magonsistent with our general status quo perspective. By
tain intact its role even in a period characterised by doing so, calculations yield a pessimistic upper bound of
strong commitment against taxation and governmemthat might be the actual intertemporal public liabilities
expenditure. However, different economic and sociahduced by the continuation of current fiscal practice.
conditions, and new forms of pressure, have deeply
changed its face and raised issues on its future capaditye only exception to the productivity rule regards the
to meet rising expectations, rising demands and risirgxpenditure on earning related pensions. As we pointed
costs. The objective of the next three sections will be mut above, the SERP scheme was introduced in 1978 and
assess whether among the future challenges to the UK
welfare state there are also the ones related to its degree
of intergenerational redistribution.

(%) Deviations from this rule reflect recent legal amendments. We consider the
replacement of unemployment benefits with jobseeker’s allowance which is
assumed to reduce benefit expenditure by ECU 0.37 billion from 1997.
Further, we take into account the introduction of incapacity benefits which

Constructing generational accounts for the Iiving gener- replace invalidity benefits since April 1995. Following GAD estimates, this
measure is assumed to reduce expenditure on invalidity by about 20% in

ations requires two steps. First, we need to identify all 2000.

14.3. Baseline results
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Table 87

Public revenue and expenditure, United Kingdom, 1995

(billion ECU)

Revenue

Expenditure

Taxes on income

Social security

Income tax Retirement pensions 36.6
Employed 67.1 Widows’ benefits 1.2
Self-employed and others (net) 15.2 Unemployment benefit 1.4

Corporation tax 274 Incapacity benefits 10.0

Social security contributions Statutory sick pay 0.0
Employed 52.3 Maternity benefits 0.0
Self-employed and others 19 Statutory maternity pay 0.6

Council taxes 11.2 Social Fund benefits 0.4

Expenditure taxes War pensions 15

Cars, motorcycles and other vehicles 4.0 Family benefits

Alcohol 11.3 Family credit 15

Tobacco 11.0 Child benefit 8.2

Food 25 One-parent benefit 0.4

Energy 1.9 Income support 20.3

Petrol 10.6 Other social security benefits

Clothing 4.4 Disability living allowances 5.5

Vehicle excise duty 3.2 Disability working allowances 0.0

Other goods and services 19.0 Severe disablement benefits 1.2

Companies and public corporations 30.3 Industrial death benefits 1.2

Rents 6.9 Attendance allowances 3.2

Gross trading surplus 0.8 Invalid care allowance 0.9

Interest and dividends 6.4 Housing benefits 13.0

Taxes on capital Educational grants 4.5
Taxes on capital gains 15 Expenditure on goods
Inheritance tax 17 Education

Deficit 48.1 Maintained schools 26.2

Full-time higher education 4.2
Part-time higher education 2.8
Full-time further education 14
Part-time further education 3.3
Social security 175
Health
Hospital services 26.4
General medical, dental services 12.7
Pharmaceutical services 5.4
Community health services 4.4
Housing 5.1
Transport and communications 3.8
Subsidies
Agriculture 3.1
Transport 31
Housing 15
Other 1.6
Interest payments 31.6
Non-age-specific expenditure 72.6

Total 3385 Total 338.5
Source:National Accounts, Office for National Statistics.

was supposed to reach full maturity at 2027, whewould therefore seriously underestimate the develop-
almost all of the retired will have complete entitlementment of SERP expenditure in the transition phase. In
to this additional pension (subsequent reforms hawgder to take full account of the maturing effect we have
shifted this date ahead in time). Using the rate of préist used official projections by the Government
ductivity growth for the whole pension expenditureActuary’s Department (cf. GAD (1995)), which cover
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the period from 1994 to 2050. Second, we graduallyially to disaggregate taxes on expenditure. The General
extend the age- and gender-specific SERP transfer pHeusehold Survey, based on information on 15 000
files, as they do not reflect a matured system in the basmuseholds, contains information on the use of health-
year. Finally, while average lifetime labour earningsare facilities. To disaggregate health expenditure we
(and therefore per capita SERPS pensions) are assumésh used data provided by the Department of Health and
to grow at ratgg for each future cohort of pensioners,in particular by the NHS Executive. We use departmen-
SERP transfers remain constant over the entire rematal data also to attribute expenditure on education
ing lifetime of all retirees belonging to a given cohort. If{'Education statistics for the UK’) and revenues from the
Section 14.4 we will show how the generational accounisheritance tax (‘Inland revenue statistics’).
change, if we assume that the other social security bene-
fits are not increased with earnings, but are tied back #gmother step is represented by demographic projections,
earnings at different moments in the future. which in this study closely reflect the 1996-based nation-
al population projections of the Government Actuary’s
As for the per capita age-sex profiles, we make extensilbepartment. Starting from 1995, the initial year popula-
use of some of the official surveys on household behatien plus immigrants less the numbers of deaths gener-
iour in the UK. In particular, we relied on the Familyates the number in the population — one year older — at
Resource Survey 1995-96, based on a sample of arouihe start of the following year. As the newborn cohort,
26 000 households, to disaggregate social security bemee count survivors of those born during the year. In the
fits and most of the taxes among the population. We albaseline calculations the total fertility rate is equal to
used the Family Expenditure Survey, which surveys.75 children per woman in 1995, increases to 1.8 in
7 000 households and contains detailed information @905, and remains constant thereafter. Life expectancy at
households and personal expenditure. We used it espéth, which is 74.6 for men and 79.5 for women in 1995,

Table 88
Baseline generational accounts, United Kingdom, 1995
(1 000 ECU) (*)
Generation’s age in 1995 Average Male Female
0 -35.2 -10.5 -61.2
5 -25.2 4.7 -56.5
10 -59 30.9 -42.7
15 17.5 60.3 -275
20 36.5 86.5 -16.1
25 48.4 102.6 -8.7
30 48.4 102.8 -8.0
35 40.3 90.0 -10.9
40 25.4 67.2 -16.8
45 3.7 36.3 - 288
50 -22.2 0.5 -44.8
55 -50.4 -39.3 -61.3
60 -69.8 -71.9 -67.8
65 -771 -85.8 -69.2
70 -73.8 —-85.6 -64.0
75 —-63.6 -78.6 -52.9
80 -51.7 -68.3 -42.2
85 -41.6 -59.4 -33.9
90 -29.0 -46.9 -24.0
95 -13.0 -24.7 -10.6
100 53 -1.2 6.3
Increase all taxes, future (%) 74.0
Future generational accounts 29.8 69.6 -11.9
Absolute difference 65.1 80.1 49.3
IPL (% of GDP) 184.4

(*) 1995 value; baseline (g = 0.015, r = 0.05).
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rises to 76.1 for men and 80.1 for women by 2005 araf 10 and 15. Even if at that age net taxes are still nega-
does not change thereafter. Finally, annual net migratidine, the effect of the lower discounting of future net pay-
amounts to 53 000 people from 1995 onwards. ments is such that its present value turns out to be posi-

tive. With access to the labour force the accounts
In the intertemporal budget constraint, the notion of delicrease dramatically and net taxes reach their peak
considered is the net financial wealth of the public sectbetween the age of 25 and 30. Over most of the years of
(central government, local authorities and public corpactive participation to the labour force the accounts are
rations). Existing real wealth will be considered onlyositive but decreasing and the break-even is reached
insofar as it produces a return, as in the case of the petnobund the age of 50. With the age of retirement, net
resources that represent a source of tax revenues. Finalignsfers reach their maximum just when, on average,
the discount rateused to take all future taxes and transindividuals leave the labour force.
fers back to the base-year is set to 5%.

Curiously, at very old age the average accounts become
Table 88 reports generational accounts for cohorts ramgpsitive again. The first intuition would be to attribute
ing in age from 0 to 100 in the base-year 1995. The avéhis phenomenon to the payment of inheritance taxes,
age column shows net payments for males and fematest we assume to be borne by those who leave a bequest
combined, while the other two columns report the gerfrather than those who receive it). Tables 89 and 90,
der-specific accounts. We first notice that the account bbwever, show that this is true only for women as, when
a current newborn is negative. This means current nettiey are very old, men still receive a positive transfer
borns receive on average (in present 1995-value) a tfiem the government. Further inspection of these tables
transfer of ECU 35 200 (ECU 1 = GBP 0.82) over theireveals that men receive much larger net transfers than
entire lifetime. The average accounts remain negativeomen starting from the age of around 60. Before that
throughout childhood and turn positive between the agge the accounts are negative for women and positive for

Table 89

Composition of male generational accounts, United Kingdom
(1 000 ECU) (*)

Tax payments Transfer receipts

Generation’s Labour  Capital VAT/ Social Other Social Health Unem-  Welfare/  Youth/ Education Non-age-specific

agein 1995  income taxes excise  insurance revenue  welfare ployment housing maternity expenditure/
taxes contribution insurance subsidies

0 36.3 12.0 311 23.7 5.2 15.3 17.4 0.5 5.4 6.8 35.3 38.0
5 43.2 14.2 36.1 28.1 6.2 18.2 14.7 0.6 6.5 8.1 37.6 38.2
10 51.2 16.9 43.4 33.3 7.3 21.5 14.2 0.7 7.7 9.6 29.0 38.4
15 60.7 20.0 50.8 39.5 8.6 255 14.8 0.9 9.1 11.4 19.1 38.4
20 70.9 23.2 56.6 45.6 9.6 29.9 15.6 1.0 10.2 125 11.9 38.3
25 7.7 25.0 60.2 48.1 10.1 34.5 16.5 0.9 10.3 12.3 6.6 37.6
30 79.1 25.0 62.4 46.6 10.2 39.5 17.3 0.8 9.8 11.7 5.0 36.3
35 75.3 23.3 61.8 42.0 9.9 45.1 18.3 0.7 9.3 10.9 3.6 34.4
40 66.7 20.5 59.7 35.4 9.5 51.6 19.3 0.7 9.0 9.7 2.3 32.1
45 53.3 16.8 57.2 27.6 8.9 58.6 20.4 0.6 8.9 8.2 14 29.3
50 37.6 12.6 54.2 19.5 8.3 66.7 21.2 0.5 9.1 6.9 0.9 26.3
55 22.8 8.5 47.3 115 7.6 76.0 21.8 0.3 9.5 5.9 0.6 23.1
60 11.8 5.3 40.1 4.9 6.7 84.0 221 0.2 9.9 4.6 0.2 19.7
65 5.7 3.6 33.3 1.0 5.7 84.2 22.4 0.0 10.1 18 0.1 16.4
70 3.4 3.3 25.6 0.0 4.6 74.7 23.0 0.0 10.3 12 0.0 13.4
75 2.2 3.6 19.4 0.0 3.3 61.1 23.8 0.0 10.4 1.2 0.0 10.6
80 0.8 3.9 155 0.0 2.4 47.1 24.8 0.0 9.7 12 0.0 8.3
85 0.5 4.6 10.9 0.0 18 36.3 25.9 0.0 7.7 0.9 0.0 6.3
90 0.4 8.7 8.0 0.0 13 29.1 24.7 0.0 5.9 0.7 0.0 4.8
95 0.3 20.3 6.1 0.0 1.0 22.9 20.7 0.0 4.5 0.5 0.0 3.7
100 0.1 14.6 21 0.0 0.4 8.0 7.3 0.0 1.6 0.2 0.0 13

(*) 1995 value; baseline (r = 0.05. g = 0.015).
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men (with the only exception of the newborn generare higher than those to women for almost all the cohorts
tion). The UK generational accounts show a strong inteffrom around 20 years of age onward). In particular, pen-
gender redistribution. Taking into account the entire lifsions and invalidity benefits are mainly concentrated on
cycle, the government tax/transfer system strongly redistd-aged men, and the recent trend of reduced labour
tributes away from men towards women who at any agearket participation for the oldest segment of male pop-
exhibit negative generational accounts and therefotdation has certainly amplified the gender difference in
receive a significantly higher lifetime net transfer (ECUhese kinds of transfers. As far as health transfers are
61 200) than newborn males (ECU 10 500). concerned, women benefit more from this expenditure
only in the first 45 years of life, mainly because of child
The tables showing the composition of the generationbéaring. For older ages, however, present value health
accounts suggest some explanations for this result. Fitsgnsfers to men are significantly larger. This is due to
the gender imbalance can be mainly explained with thike poorer health of men in old age, which is reflected by
fact that men pay over their entire lifetime more taxetheir lower life expectancy as compared to women.
than women, whose position in the labour market is still
relatively more precarious, in terms of both wages arlde now turn to the implications of these accounts in
tenure. At the same time, however, social welfare aridrms of sustainability of the current fiscal stance, using
health transfers add another dimension to the pure at# set of fiscal sustainability indicators derived in
simple gender redistribution, as they cause much largéhapter 2. While the explicit debt in the UK is 51.2% of
net transfers to men than for women after the age of 6GDP, the intertemporal public liabilities (IPL, cf. equa-
tion (6) in Chapter 2 of this volume) amount to 184.4%
As for social welfare (pensions, sickness and disabilityf GDP. This term represents the entire set of liabilities
benefits, income support), present value transfers to mgaenerated by the current fiscal policy, which have to be

Table 90

Composition of female generational accounts, United Kingdom
(1 000 ECU) (*)

Tax payments Transfer receipts

Generation’s Labour  Capital VAT/ Social Other Social Health Unem-  Welfare/  Youth/ Education Non-age-specific

agein 1995  income taxes excise  insurance revenue  welfare ployment housing maternity expenditure/
taxes contribution insurance subsidies

0 15.5 7.2 25.2 12.8 5.8 15.5 21.3 0.2 5.5 15.2 33.1 37.0
5 18.4 8.6 29.9 15.2 6.9 18.4 20.25 0.2 6.5 18.0 35.2 37.1
10 21.9 10.2 35.2 18.0 8.1 21.8 21.2 0.3 7.7 21.4 36.8 37.0
15 25.9 12.1 41.1 21.4 9.6 25.8 22.8 0.3 9.1 25.3 17.3 36.8
20 29.8 13.7 45.3 24.1 10.7 30.0 23.6 0.4 10.2 28.2 11.0 36.4
25 30.8 14.0 47.6 23.8 11.2 33.7 23.2 0.4 10.1 27.3 6.0 35.5
30 29.1 13.2 48.6 21.6 11.0 37.2 22.1 0.3 9.5 23.8 4.4 34.2
35 24.9 12.2 48.5 18.9 10.6 41.1 21.1 0.2 8.9 18.4 3.6 32.6
40 211 10.8 46.1 15.7 10.0 45.3 20.7 0.2 8.4 12.1 2.9 30.8
45 16.2 8.7 42.5 11.6 9.3 50.1 20.8 0.2 8.1 7.3 2.0 28.6
50 11.4 6.4 39.5 7.2 8.7 56.7 20.9 0.2 8.2 4.8 13 26.2
55 6.9 4.4 35.7 3.4 7.8 62.5 20.9 0.1 8.3 3.7 0.6 23.6
60 3.2 3.0 31.6 0.8 6.8 60.1 20.7 0.0 8.3 3.0 0.3 20.8
65 1.6 2.4 27.4 0.0 55 57.0 20.5 0.0 8.0 2.7 0.1 17.9
70 1.0 2.4 23.7 0.0 4.1 49.8 20.0 0.0 7.5 2.7 0.0 15.1
75 0.6 2.7 20.8 0.0 2.8 38.8 19.2 0.0 6.7 2.7 0.0 12.3
80 0.5 2.8 16.2 0.0 1.7 28.0 17.9 0.0 5.3 2.4 0.0 9.7
85 0.1 3.2 12.1 0.0 11 20.9 16.1 0.0 4.0 1.8 0.0 7.4
90 0.1 5.0 8.9 0.0 0.7 15.3 135 0.0 3.0 13 0.0 5.6
95 0.1 105 6.4 0.0 0.5 10.8 10.1 0.0 2.2 0.9 0.0 4.0
100 0.0 13.0 2.0 0.0 0.2 3.4 3.2 0.0 0.7 0.3 0.0 13

(*) 1995 value; baseline (r = 0.05. g = 0.015).
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financed by future generations in order to balance the the one following the tax increase (ECU 6 300 against
government’s intertemporal budget constraint. It iECU 6500). On the other side, the net transfer to a
obtained by applying the age/gender tax and transfeewborn female individual decreases more with a cut in
profiles to future generations, and assuming that thésansfers (ECU — 43200) than after the tax increase
will face the same fiscal policy as those currently living(ECU — 50 700).
Under this assumption, the intertemporal debt is a more
realistic indicator of the actual burden left by currentn order to assess the sources of the generational imbal-
policies to future generations, as it includes liabilitie@nce in the UK we run two hypothetical experiments.
(SUCh as pensions) that are norma”y excluded from OffThe first one consists of assuming that the explicit debt
cial statistics of government debt. in 1995 is zero. The second one assumes that there is no
demographic change and the age structure of the popula-
Keeping everything else constant (taxes and transferstf remains the same. Our results show that, with zero
current generations and transfers to future generatiofggyplicit debt, the intertemporal public liabilities amount
the intertemporal public liabilities are eliminated througho 133.6% of GDP, and that the intergenerational bal-
a proportionate increase in all future tax payments I@nce is restored through a once-and-for-all increase in
74%. This 74% increase in taxes implies that futur@xes equal to 11.2% of current revenues. With no demo-
male generations will be burdened with a net (preseffaphic changes, the intertemporal public debt is 144.8%
value) tax payment of ECU 69 100, rather than receivin%f GDP, and the balance is restore_d with extra revenue
a net transfer of ECU 10 500 as the current newborn gdfm taxes equal to 12.6 %. Comparing these results with
eration. At the same time, future female generations stiffé baseline scenario, we conclude that a larger part of
receive a net lifetime transfer from the State that is hoP€ additional burden to future generations comes from
ever only 20% of the net lifetime transfer to their currerf® existence of the explicit debt, rather than from the
newborn counterpart (ECU 11 900 against ECU 61 zocgemographlc changes. This confirms what we observed
Meeting the government budget constraint thus implid@ Section 14.2, namely, that the pressure on the welfare
that future male agents will have to pay for the net tranStaté denv_mg from the ageing of the popula’uon does not
fers to current generations and future female generatiofgPresent in the UK the same threat as in other European
countries.
Clearly, the intergenerational imbalance could be
removed by an actlof ‘gener_ationql solidarity’, and theri4_4. Sensitivity analysis
by current generations sharing with the future ones the

burden of the higher taxation required to restore fiscgl s section, we test our results against different

sustainability. We thus calculate the once-and-for-allsg mntions on the main parameters used in the calcula-

proportional increase in all taxes that absorbs the fisGal\s and in particular on the interest rate and the growth
gap in the government’s intertemporal budget constraipt;.

and therefore equalises the generational accounts of pre-

sent and future newborn generations. In this case, glple 91 shows that, starting from the baseline values,
generations would be asked to pay 15.7% more in tax@$wer productivity growth rates and higher discount rates
something that would take the tax revenue share frojbrsen the intergenerational imbalance. The difference
38.31t0 44.3% Of GDP. Therefore, a current male ne% the accounts ranges from a minimum Of ECU 64 300
born will have to pay a lifetime net tax of ECU 6 500(h|gh growth and medium discount) to a maximum of

rather than receiving a net lifetime transfer. His (and afcu 69 900 (low growth and high discount), which is

other living net tax payers’) help in paying for the transyithin a range of less than 10% around the correspon-
fers to present and future net receivers would alloyent baseline value. The overall impression is therefore

future male generations to save more than ECU 63 0@t our baseline results are very robust to different
from their lifetime bill to the State. assumptions og andr.

The same objective can be achieved by a once-and-f&ather than testing the sensitivity of our results with
all cut of transfers by 14.1%. This would imply to takeespect to the underlying demographic assumptions, we
the transfer proportion of GDP from 41.1 to 35.3%. Asow consider the implications of alternative hypotheses
in the case of a tax increase, the account of a newbawncerning the uprating criteria of social security trans-
male individual becomes positive, and it is almost equédrs. We already mentioned that the current practice in
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Table 91

Sensitivity analysis — discount rate and growth rate

Growth Interest IPL Present Future Absolute
rate rate new-borns new-borns difference
% % % of GDP (ECU 1 000) (ECU 1 000) (ECU 1 000)
3.0 312.7 -36.1 29.6 65.7
1.0 5.0 164.4 -35.5 30.5 66.0
7.0 117.8 -35.8 34.2 69.9
3.0 407.1 -38.1 27.4 65.5
1.5 5.0 184.8 -35.2 29.8 65.1
7.0 125.7 -35.9 32.3 68.2
3.0 586.3 -423 23.0 65.3
2.0 5.0 212.2 -35.0 29.3 64.3
7.0 127.6 -35.8 30.8 66.7
Table 92

Sensitivity analysis — year of return to productivity adjustment

All transfers (contributory and non contributory)

Year of switch 1997 1998 1999 2000 2005 2010 2015 2020 2030 never
Increase all taxes, future (%) 71.3 68.7 66.2 63.9 53.6 45.4 38.9 33.9 26.6 15.9
Absolute difference 62.7 60.4 58.2 56.1 47.1 39.9 34.2 29.8 235 141

Contributory transfers only

Year of switch 1997 1998 1999 2000 2005 2010 2015 2020 2030 never
Increase all taxes, future (%) 72.7 71.6 70.4 69.3 64.6 60.7 57.7 55.2 51.7 46.5
Absolute difference 64.0 62.9 61.9 61.0 56.8 53.4 50.7 48.5 455 40.9

the UK is to index social security transfers to priceslightly above 1% of GDP). These results, which are
rather than earnings. In the generational account franm@eser to generational accounting results previously
work, where all values are at 1995 prices, incorporatimgported by the National Institute of Economic and
this practice amounts to keeping the age- and gend&wcial Research and HM Treasury, should be interpreted
specific expenditure on social security transfers constaas a great caveat towards the conclusion that theugK

for the indefinite future. The last column of Table 9Zentfiscal policy suffers from a serious problem of long
shows what happens to our indicators of fiscal imbalanterm sustainability. Table 92 also reveals that abandon-
if we abandon the assumption of productivity growth foing the assumption of productivity growth only for con-
all transfers (with the only exception of SERPS). Theibutory transfers (basic pensions, incapacity benefits,
dimension of the imbalance is strongly reduced, with tHebseekers’s allowance) would not change our baseline
difference in current and future newborns now 71%esults to the same extent. This result could be interpret-
smaller than in the baseline case (from ECU 49 300 &ml as an indication of a much larger role played by non-
ECU 14 100). Consequently, the tax increase and tlentributory benefits (income support, family credit,
transfer cut necessary to restore the generational balahoeising benefits, disability benefits) in determining the
are much lighter than in the baseline case (they are baiK fiscal imbalance.
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These results, however, must in turn be interpreted wiglension was to be based on the best 20 years of revalued
some caution, as they imply a government that is onbarnings. The total revalued earnings were then multi-
concerned about maintaining citizens’ real consumptigsiied by an accrual factor to arrive at the additional pen-
possibilities. Even acknowledging that private pensiosion entitlement. In 1978 the accrual factor was 1.25 %,
provision is likely to permit reducing the State’s role irso that after staying into the scheme for 20 years or more
providing social security benefits in the future, politicah person would receive an annual pension of roughly
feasibility may require reintroduction of earnings uprat25 % of his or her earnings, in addition to the basic pen-
ing at some point of time, if price indexation actuallysions. A crucial part of the scheme was that the State
entails a continued reduction of the relative value oktained an important residual responsibility for the earn-
social security benefits. ing related pensions of those who would prefer to con-

tract out of the scheme. In particular, the contracted out
Table 92 shows how our indicators of the intergeneracheme had to satisfy some minimum conditions, for
tional fiscal imbalance are considerably affected by diexample, each member was to receive a guaranteed min-
ferent hypotheses on thiening of such a policy switch. imum pension (GMP), similar but not identical to
Clearly, the more distant in time is the return to their pri&ERPS.
ductivity indexing, the smaller is the fiscal imbalance.

The original SERP scheme was first changed by the

Social Security Act of 1986. The main changes included,
14.5. The generational impact of pension first, the abolition of the best 20 years rule, so that the

reform pension would be based over a person’s entire working

life. Second, a gradual reduction of the accrual rate to be
As we pointed out in Section 14.2, the search for ‘sourapplied on the revalued earnings from 1988 onwards
and sustainable’ government finances in the UK has pr(enly for those retiring after 1999). The reduction of the
duced several reforms of the pension system. Only thecrual rate was designed so that the maximum SERPS
reform of the National Health Service in the 1980s haa the new regime will eventually represent 20% of life-
revealed the same policy concern about the financial susne average earnings, taking a working lifetime of 49
tainability of the welfare state. In particular, the objecyears. However, as the average working life is likely to
tive of this section is to evaluate how and if the 198b6e considerably shorter, the actual SERPS pension is
Social Security Act and the 1995 Pension Act have suexpected to fall to about 16% of average lifetime
ceeded in reducing the size of the fiscal intergeneratiorintome.
imbalance with their cuts on pension expenditure.

Table 93 shows that these cuts almost halved the cost of
The 1986 Social Security Act contained a whole packa@ERPS pensions expected by 2043—-44, compared with
of economic measures, affecting many social securityhat it would have been. The contribution rate was
benefits in addition to pensions. However, as far as tlepected to rise over 18% up to 2031 and fall thereafter,
pensions system is concerned, the two reforms shared titgen the increase in the number of pensioners is more
same political motivation, namely, to relieve the pressutban compensated by the assumption that pensions
on pension expenditure coming from population ageingmain price-indexed, while contributions rise with earn-
and the introduction of the SERPS in 1978. Introduceddgs. The change in the SERPS formula smoothed out
by the Labour party under the slogan ‘half pay in retirethis profile, and replaced it with one of roughly constant
ment’, the SERPS pension was intended to be a propoopntribution rates until 2030. Moreover, the efficacy of
tion of the individual earnings between an upper an8ERPS was seriously hindered by the decision in 1980
lower limit of, in 1975, GBP 10 and GBP 70 per weelof tying basic pensions to an index of prices rather than
respectively. The lower limit was the amount of basiearnings. As both the lower and upper limits increase
pension, while the upper limit was about 1.5 times thaith the basic pensions, they will fall as a proportion of
average male earnings. average earnings to the point that most contributors will

have earnings above the upper limit and their contribu-
The intention was that these limits would rise annualliions and pensions will, in effect, cease to be earning
with earnings. At pension age, each year’s earnings oglated. With price indexation and a 2% growth of real
which he or she paid contributions were to be revalued @arnings per annum the upper limit will be less than 60 %
line with the rise in economy-wide earnings, and thef average male earnings by 2030, implying a maximum
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Table 93

Fiscal effects of Social Security Act 1986 and Pension Act 1995

(1 000 ECU)
Social Security Act Pension Act
SERPS Contributions SERPS Total pensions Contributions
Existing Proposed Existing Proposed Existing Proposed  Existing Proposed  Existing  Proposed
(billion ECU at (billion ECU at (billion ECU at (billion ECU at (% of earnings)
1995 prices) 1995 prices) 1995 prices) 1995 prices)
2003-04 7.3 7.1 14.3 14.1 2000-01 5.1 5.1 41.4 41.4 17.6 17.7
2023-24 28.7 175 16.8 14.4 2020-21 17.7 13.3 66.3 56.3 18.7 18.8
2043-44 43.3 224 16.5 12.2 2040-41 23.8 125 82.7 66.8 18.7 15.8
2053-54 54.9 24.8 1.5 10.8 2050-51 23.6 12.1 80.5 63.7 16.8 14.0

Source:Government Actuary’s Department.

SERPS pension of only 10% of average male earningéreal earnings of 1.5% per annum), falling to 16.8%
(cf. Dilnot et al. (1994)). Despite the cuts, the total coshereafter. As for the previous reform, the effect of the
of State pensions was expected to nearly double betwd@ension Act is to prevent even this temporary rise in con-
1993/94 and 2033/34. Moreover, demographic projetribution rates, as they are now expected to decrease
tions started to change for the worse, as the numberstéadily all over the period.
pensioners over the period up to 2030/31 was almost
twice as great as the one anticipated in 1986. This view of the figures in Table 93 it may be surprising
implied an upward pressure on contribution rates, whidhat further reductions in the cost of the State pensions
were again expected to rise steeply until 2030/31. were considered necessary. After all, the different
dynamics imposed to benefits and contributions by the
The strong commitment of the Conservative governmeatvitch to a price uprating of pensions seems to guarantee
to reduce both government expenditure and taxatidhe financial stability to the system (even more if we take
called for another reform that was implemented in 199%to account the comparatively mild ageing process
It contained three main elements. First, the pension agepected in the UK). However, over and beyond the
at which women qualify for a State pension has begoblem of financial soundness of the National Insurance
raised from 60 to 65, thus equalising pension ages fBund, the reforms were motivated also with the need to
men and women. This change is expected to be complptirsue a policy of generational fairness, by which no
ed in 10 years, from 2010 to 2020. Second, the arrangexcessive fiscal burden was to be left to future genera-
ments described above, by which the State scheme vi@ass. As Atkinson points outah atmosphere has been
to retain part of the liability for the pensions of contractereated in which pension provision is seen as a burden
ed out employees, has been eliminated. Third, the fan the economy and as a threat to our futfgkinson
mula has changed again, as the lower earning limit (1994, p. 1)). With the help of our indicators of fiscal
each financial year is now deducted from the relevairitergenerational imbalance, we thus try to answer the
earning before and not after revaluation to retiremenuestion: did these reforms really succeed in reducing
age. the burden imposed by the pension system to future gen-
erations?
The implementation of the Pension Act will make the
expenditure on SERPS in 2050-51 almost 49% lowd&able 94 shows the impact of the 1986 and 1995 reforms
than what it would have been without the changes, whit the intertemporal public liabilities, the difference in
the total expenditure on retirement pensions (basic atite accounts of current and future newborn generations,
SERPS) will be 20% lower (cf. Table 93). Without theand the tax increase that future generations must sustain
reform, the contribution rates would have risen fronm order to remove the gap in the government’s intertem-
17.6 to 20% between 2000 and 2030 (assuming a growgbral budget constraint. As for the 1986 Social Security
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Table 94

Intergenerational impact of 1986 Social Security Act and 1995 Pension Act

Social Security Act Pension Act 1995

1986 global 0] (@] A
Increase all taxes future (%) 77.2 65.5 68.3 66.8 67.0
Absolute difference 67.9 57.9 60.3 59.0 59.1
Intertemporal debt (% of GDP) 192.7 164.3 171.4 167.7 168.0

(Y Equalisation of retirement age.
(3 Equalisation of retirement age and changes in contracting out clause.
(3 Equalisation of retirement age and change in SERPS formula.

Act we proceed in the following way: we assume thétonal imbalance would be as large as the global impact
from our base-year (1995) onward the formula to calcwf the actual reform.
late SERPS returns to its original version, so that all
cohorts retiring from 1988 conserve a replacement ratithe overall impression is that both reforms have helped
of 25% of their earnings. We believe that this hypothetn reducing the burden left to future generations, espe-
ical experiment, even if does not replicate exactly theally the 1995 Pension Act. However, even after these
conditions in 1986, can give us an idea of the relativehanges, the fiscal imbalance remains on a significant
generational importance of the changes in the SERRSel. We conclude this section with two further experi-
formula. Table 94 shows that without these changes theents. We have stressed that both the basic and the
intertemporal public liabilities would have been almost &arning related pensions do not guarantee a minimum
percentage points higher (as compared to the basellegel of pension in old age. The general feeling on the
case), while the difference between the accounts woulature of the State pension system in the UK is that, if
have been ECU 2 800 larger. this is to play any role at all in the next century, either
SERPS will be abolished, as is suggested by the Green
As for the 1995 Pension Act we report its global impad®aper on pension reform published in 1998, or the basic
on our indicators, and also disaggregate it in its thrgmnsion will be linked again to earnings. We have
main components. Looking at the global impact of thialready shown the effect on generational accounts of a
reform it appears that it has been more effective in redueturn to the earning uprating of the basic pension. Table
ing the intergenerational imbalance than the 1986 chang® shows what would happen to the fiscal imbalance if
in the SERPS formula. The intertemporal public liabiliSERPS were abolished altogether (given the female
ties are more than 20 percentage points lower than in tfegirement age remains at 60). The intertemporal public
baseline case, the accounts differ for more than EQldbilities as a percentage of GDP would decrease by
7 000, and the fiscal burden imposed on future generd4.2 percentage points. At the same time, the extra net
tions in order to absorb the gap is almost 9 percentagx payment for future generations would be around
points smaller. ECU 12 000 less than in the baseline case. Hence if the
current pension system is assumed to present a problem
The disaggregation of the global effects shows that mast ‘generational fairness’, it would be worthwhile to get
of these improvements come from the equalisation ofd of the SERPS rather than trying to make it less gen-
pension age between men and women, rather than fremous with reforms such as the ones implemented in
the changes in the contracting out rules, or the changeli®86 and 1995.
the SERPS formula. Table 94 shows that the effect of the
equalisation of pension age would be even larger if thid¢evertheless, even if the elimination of SERPS managed
transitional period was anticipated before 2010. In pate correct the fiscal imbalance, at the same time it would
ticular, if the increase of women pension age wasorsen the problem represented by the increasingly
phased-in starting from 1998, its impact on the genergradequate living standard of those in retirement. To
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Table 95

Intergenerational impact of pension reform measures

Anticipating the Eliminating Minimum
age equalisation SERPS pension
from 1998 2000 2005
Increase all taxes future (%) 65.7 66.2 67.3 55.3 48.0
Absolute difference 58.1 58.5 59.5 48.9 42.2
Intertemporal debt (% of GDP) 164.9 166.1 169.0 138.8 120.0

solve this problem some authors have advancedl@d.6. Conclusions
proposal based on the idea of a minimum pension guar-
antee (cf. Atkinson (1994)). This minimum could beThe main conclusion of this study is that, in the event of
identified with the definition of the poverty thresholda return to earning indexation of social security transfers,
adopted by the European Union, i.e. 50 % of the averagiee current fiscal policies in the UK do present a problem
income. of long term sustainability. If this uprating rule was
restored immediately, the intergenerational redistribu-
Here is an example of the proposal. Assume that by 2086n implied by current policies would be expressed by
basic pensions will be 7.5% of average gross male eaintertemporal public liabilities that are 184% of GDP, a
ings, as it has been estimated. Since male earnings figare that is above the European average. On the other
approximately twice the average income, the total Staleand, keeping to the current practice of price indexation,
pension has to be some 25% of average male earningsnirparticular of State pensions, appears as an important
order to place the pensioners above the poverty line. Thigans to alleviate (if not eliminate) fiscal burdens on
in turn implies that SERPS should cover the remainingiture generations. A growing share of private pension
17.5%, something that would be possible only if a regrovision in the future might render strategies which,
resentative individual earned 95 % of average male eamaintaining real transfers, reduce the relative level of
ings. As this is clearly unrealistic, the State should steftate benefits compared to average income, politically
in and provide the difference. feasible.

Table 95 shows the result of a slightly different experithe fiscal imbalance is obtained despite the rigid fiscal
ment, based on the assumption that from 1999 onwadlitcipline followed since the 1980s and the relatively
the State guarantees all future retirees a pension equagénly start of the ageing process in the UK. We showed
50% of average earnings, rather than bringing the totélat one of the reasons behind the imbalance is likely to
pension (public plus private) up to that level. The effedie the extra burden imposed by the State earning related
of this policy on the fiscal imbalance is by far the mogbension scheme (SERPS). However, the reforms to the
dramatic of the whole lot of policy changes that we havgension system that have tried to reduce the scale of this
examined. All three indicators show considerablexpenditure have also failed to produce a sufficient inter-
improvements. It is possible that this result is driven byenerational impact. More serious measures, including
our assumption of a straightforward introduction of théhe abolition of SERPS as suggested by the Green Paper
minimum pension to all pensioners. As the averagsn pension reform, might be in order. In addition, the
(SERPS plus flat rate) pension that those retiring frommain policy suggestion is that other types of expenditure
1999 are entitled to receive is larger than 50% of aveshould be the objective of a policy of control and
age earnings, our experiment necessarily implies a sigstraint if we believe that the burden left to future gen-
nificant redistribution from current to future generationserations should be reduced.
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