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Summary

As a response to the ageing population in the @mea and in many industrial
economies, the 2008 System of National Accountssaitimproving transparency and
comparability of pension data across countriess Tgaper describes the internationally
agreed methodology on recording of household eniiints under government pension
schemes. The paper provides an overview of houdgleision entitlements and estimates
of general government’s pension obligations ineheo area. In addition, the alternatives
for assessing sustainability of pension entitlem@né explored.
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I ntroduction

1. The approach to measure and record accruediedidasehold pension entitlements
under government schemes and also the correspogdirmgnment obligations for the euro
area follows national accounts principles. It Hasorigins in research work carried out by
international organisations, including those of t&orld Bank, the Organisation for
Economic Co-operation and Development (OECD) ardltiternational Monetary Fund
(IMF). According to a survey article by the Worlduk such studies date back to the mid-
1990s and find implicit government pension liak#kt of between 200 per cent and 350 per
cent of Gross domestic product (GDP) for individelato area countriés.

2. In the context of updating the The System ofidfeti Accounts, 2008 (2008 SNA)
this approach has been further developEdtimates based on the refined approach (net
present value of current entitlements) provide ltesin line with the original studies.
However, measuring accrued-to-date pension enttesndoes not suffice in itself to allow
an assessment of the sustainability of public foean This would require the inclusion of
projections on future entitlements. However, timeries on accrued-to-date pension
entitlements and their changes provide useful médion on how they change in response
to economic, financial and demographic developmants also to reforms of government
pension schemes.

3. The paper describes, in its Section II, the dwidle agreed methodology on the
recording of household entitlements under governnmension schemes. Section Il
provides a comprehensive view on household pensitittements, while Section IV

presents the estimates of euro area general goeetnpension obligations. Section V
compares accrued-to-date pension entitlementssugtainability measures and Section VI
concludes.

Worldwide agreed methodology on therecording of
household entitlements under gover nment pension schemes

Current recording

4. The 1993 SNA and its European equivalent, tf85uropean System of Accounts
(1995 ESA) record pension schemes in “social inmeaaccording to their features. For
private funded social insurance scheniasurance technical reserves are recorded as
liabilittes and as household assets based on #itestimates. This is not the case for
unfunded (defined-benefit) social insurance scheopesated by employergor them, no

R.Holzmann, P. Palacios and A. Zviniene, “On tbenemics and scope of implicit pension debt: an
international perspective”, Empirica, No 28, 20pf, 97-129. See also R. Mink and P. Rother, The
statistical recording of implicit pension liabiés and its impact on household wealth and general
government obligations, Irving Fisher CommitteeQJFBulletin No 25, March 2007.

The System of National Accounts, 2008 (2008 SN&9 been prepared jointly under the auspices of
the Inter-Secretariate Working Group on Nationatdunts (ISWGNA) whose members are the
Statistical Office of the European Commission (Btat), the International Monetary Fund (IMF), the
Organisation for Economic Co-operation and Develepn(OECD), the United Nations Statistics
Division and regional commissions of the Unitedibias, Secretariat and the World Bank. The 2008
SNA is available at the website of the United Nagi&tatistics Division
(http://unstats.un.org/unsd/snal993/snarevl.asp).



ECE/CESGE.20/2010/12

reserves are recorded even if actuarial estimatelsi e carried out in principle. This also
applies tosocial security

5. This rather heterogeneous recording combineth Wit institutional differences
across countries with respect to pension schemes gerelatively large proportion of
private funded social insurance schemes in theedn&tates, the Netherlands and the
United Kingdom, as opposed to relatively large absecurity and government-managed
unfunded defined-benefit schemes in most euro amatries) result in significant
differences in the national accounts, making iragomal comparisons difficult. In
particular, household pension entitlements in coestwith mainly private funded social
insurance schemes are recorded as household aglsi¢srather small amounts of pension
entittements are recorded in countries in which spam schemes are predominantly
organised as government-managed unfunded schesiesGarmany, France and Italy.

6. Looking at the data currently reported in howdgfbalance sheets on life insurance
and pension assets, euro area countries with & lprgportion of defined-contribution
schemes show rather high ratios of household hfauiance and pension assets as a
percentage of household gross disposable incomé) (GBble 1). The opposite is the case
for euro area countries with social security pemsszchemes for the majority of the
population and also unfunded defined-benefit sclsemmenaged by general government.

Table 1
Household lifeinsurance and pension assets
(percentages of household GDI, at the end of the)ye

Country area 1999 2007 2008
Euroarea 64.4 84.C 79.7
Of which
Germany 64.2 82.¢ 84.4
France 69.€ 96.7 94.5
Italy 33.€ 54.1 51.2
Netherlands 296.0 324.¢ 268.7
United Kingdom 261.5 247.¢ 201.8
United States 138.4 129.2 98.C
Japan 103.: 119t

SourcesEuropean Central Bank (ECB), European Commisitamostat), United Kingdom K
Office for National Statistics, United States Fedé&eserve Board, United States Bureau of
Economic Analysis, Bank of Japan, Economic and&@desearch Institute, and the Cabinet Office
of the Government of Japan.

Notes End-of-year figures. Data include life insuramee pension assets; they refer
predominantly to defined-contribution schemes.

7. In the euro area, defined-contribution pensiotittements (including life insurance

products) totalled €4.9 trillion in 2007 and €4iflion in 2008, covering 84 per cent and 80
per cent of household GDI or 11 per cent of houkehssets, held predominantly with
pension fund$.In the United States, life insurance and pensksets amounted to $10.4
trillion in 2008, which corresponds to 98 per cehhousehold GDI or some 16 per cent of
household assets.

See Table 3.3 of the ECB Monthly Bulletin undes Buro area accounts sub-section of the Euro area
statistics section.
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B.

Recommended recording in the 2008 SNA

8. Thus there is a potentially inconsistent treainoé pension schemes across sectors
and countries depending on the administrative pebiithese schemes. Preparing the
update of the 1993 SNA this was identified as aaaf concern and there was an IMF-led
Electronic Discussion Group in the period from 20@2 2004, which culminated in
discussions at the SNA Advisory Expert Group (ARGthe period from 2004 to 2007.

9. In its meeting in Frankfurt in February 2006e tAEG concluded, that: (a) in
principle pension entitlements/obligations (astatslities) should be recorded on an
actuarial basis for all employer schemes (whethedéd or unfunded); but (b) recording of
social security remains unchanged.

10. It quickly became apparent that the first afsén conclusions raised some important
issues in Europe, notably in the difficulty to digiuish unfunded government employer
schemes from social security. Questions arose whetlh or only part of them should be
covered within the asset and liability boundarye3én questions were closely linked to the
issue to what extent the national accounts recgrdin pension entittlements should be
harmonised while the underlying institutional reatiiffers significantly among countries.

11.  The following discussions led to a worldwidengyomise, which would allow for
some flexibility in the recording of unfunded gomerent employer schemes under clearly
defined conditions. In essence, consensus had bebieved in the 2008 SNA on
distinguishing between those pension schemes mednhgegeneral government which
should be recorded in the core national accouikts ome defined benefit schemes for
government employees), from those schemes whogéermnts should be recorded only
in a supplementary table on pensions (like soeealisty pension schemes).

The European Commission (Eur ostat)/ECB Task Force on Pensions

12.  To refine this outcome the Committee on Mongt&inancial and Balance of
Payments Statistics (CMFB) established a Europeammnission (Eurostat)/ECB Task
Force on Pensions (Task Force on Pensions) in 200807, the work of the Task Force
on Pensions concentrated on the design of the eongpitary table. The overall logic of the
table is to present, in its rows, the opening dodig stocks of pension entitlements for all
pension schemes in social insurance (includingas@scurity), and the transactions and
other economic flows during the period that accdanthe difference between the opening
and the closing positions. The columns of the tablew the types of pension schemes,
with “non-core” schemes clearly distinguished ipamate columns.

13.  In designing the table economic flows needeletalearly identified. In general the
approach taken was to define what is in the “oteeonomic flows” and in many
transactions lines, with the “residual” left as ugd employer social contributions (i.e. the
remaining part to be met by the employer). Othesnemic flows obviously include
modelling effects which are split between revalussi (due to changes of the discount rate)
and other changes in volume (due to changes in gexpbic developments).

14.  Extensive discussion at the Task Force on Besgjenerated the treatment of future
wage increases. Future benefits in a defined-besefieme depend on the final or the
average salary, and the usual career path of atogegpinvolves periodic wage rises due
to promotion. There are two ways in which futuregeancreases could be taken into
account: either by (a) including them as they octue accrued benefit obligation (ABO)

approach); or (b) projecting them in model (the jgeted benefit obligation (PBO)

approach). The 2008 SNA describes the issue inl detiadoes not recommend one or the
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other approach, leaving the decision to the modeNéo would need to consult carefully
the applicable rules for each specific pension sehe

15. Some other important points were raised inTtagk Force and clarified also in the

context of drafting the 2008 SNA like (a) to meastine output for all schemes; (b) to

distinguish between the pension scheme managenmi{avbich determines the conditions

of a defined benefit scheme and possibly has d mgaen to meet shortfalls in pension

scheme) and the pension scheme administrator ¢azsdtliabilities are to be recorded in

the national accounts to reflect the relationshggwieen the manager and the unit
administering the scheme); (c) to record transbesveen pension schemes as financial
transactions, with a pension liability being re@ador government if government assumes
responsibility for future pension payments; andt¢jreat the reform of a pension scheme
as a transaction or as an other economic flow dipgron whether or not the reform is

negotiated between the employer and employeestréagment of “actuarial gains/losses”

(if model assumptions do not turn out to be cojrecstill a source of debate, since they
could be viewed either as transactions or as @benomic flows.

16. In parallel to the methodological work the T&skce carried out first estimates of
accrued-to-date pension entitlements based onn@tinodels and on a benchmark model.
The benchmark model was developed by the ReseanatreCfor Generational Contracts of
the Freiburg University. In this context, it wagatly indicated in the January 2008 CMFB
Report of the Task Force and also presented tcEtmmomic and Financial Committee
(EFC) that pension entitlements as measured foremovent-managed pay-as-you-go
schemes are not fiscal sustainability meastirdestead, accrued-to-date pension
entitlements display the cost of terminating sugieasion scheme at the reference date of
the accounts.

The new SNA and ESA chapters on pension schemes

17.  Following these discussions, the 2008 SNA Ghap? (part 2 deals specifically
with pensions) was adopted by the UN Statistican@dssion in August 2008, subject to
some specific follow-up issues, notably the concefph pension scheme manager, the
criteria for the core/non-core accounts treatmérgemsion obligations, and the recording
of actuarial gains/losses. The 2008 SNA Chapteingllides the new mandatory table on
pension schemes in social insurance. For the heofefisers of the accounts, all countries
will be expected to produce the new table. By systécally showing pension obligations
for all schemes, the table increases the transpamhousehold and general government
finance, allows a better comparison of pension data@ss countries and economic areas,
and is particularly relevant in view of the far-ching implications of population ageing in
the euro area and many industrial economies.

18.  Eurostat is developing the revised ESA; a difadpter on pensions has already been
made available. The key principles of the revis&d\Ere fully in line with 2008 SNA. It is
suggested that the new table on pension schensxial insurance should be compulsory
for all EU countries through the new ESA regulatidh means that data have to be
transmitted according to the new ESA transmissiagm@mme. In addition, the new ESA
will contain some stricter criteria on the core/ramre recording of pension entitlements to
ensure consistency across the European Union.méés that entitlements of government
managed unfunded employment related pension scherilesnly be recorded in the
supplementary table. More guidance will also beegien key modelling issues, such as the

See CMFB, Final Report of the Eurostat/ECB TaskcE&mn the statistical measurement of the assets
and liabilities of pension schemes in general gowvent to the CMFB, 31 March 2008.
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use of the ABO approach versus the PBO approatte&d future wage increases and the
choice of the appropriate discount rate. Therehésittention to draw up a compilation
guide, which will contain further information ongmtical issues and assumptidns.

A comprehensive view on household pension entitlements
under gover nment schemes

Actuarial estimates of pension entitlements

19. All pension entittements of households are sses® as part of the extended
household balance sheet in the national accoumtsv{ag assets and contingent assets) at a
certain point in time, usually at the year-end. Hension entitlements under unfunded
social insurance are recorded in gross terms, mgahat no accrued-to-date obligations of
households reflecting future social contributionsfinance the pension entitlements are
taken into account; instead only the accrued-te-geension entitlements for current and
future pension benefits are covered, i.e. the pengntitlements accrued by current
workers (including deferred pension entitlements) she remaining pension entitlements
of existing pensioners. As for all national acceudéta, the data are measured ex post, as
they include only the current values of the entidats that arise from already accrued
pension rights. The method is based on observadse gvents and transactions, such as
membership of the pension scheme and contributigeid. However, these ex post
measures also rely on some assumptions in the fmgd@rocess. The probability that
current contributors may die or become disable@reefeaching pensionable age needs to
be estimated. The approach also covers future esatgthe (defined) pension benefits
owing to any legislation enacted prior to the yéar which pension entitlements are
calculated. Finally, the method requires assumptiabout future developments, notably
the development of the discount rate for futuresp@mdisbursements.

20. As with all other assets, the pension entitl#eare entered into the extended
household balance sheet at their value on the talalneet date. Since actuarial values for
pension entitlements related to unfunded socialrarsce in the euro area are typically not
made available by the manager of the scheme, cerapdf national accounts have to

estimate the actuarial value.

21.  The real discount rate applied has a relatileige impact on the overall amount

estimated. Sensitivity analyses using several miffe discount rates (or discount rate
differentials) are strongly recommended. Three @®imay be considered for a discount
rate to be applied to government-managed penstoenses: (i) a discount rate based on the
yield on (central) government bonds; (ii) a disdotate based on the yield on high-quality
corporate bonds; and (iii) a risk-free rate reflegthe time value of money. The preferred
discount rate is the yield on central governmemdso(or, exceptionally, high-quality

corporate bonds). These should, ideally, have iduasmaturity of the same order as the
pension entitlements (e.g. 30 years, which cormredpdo the average length of pension
entittement payments). Another important aspe¢hésassumption made about real wage
growth used in the calculations of entitlements arndefined-benefit pension schemes,

The timetable for the revised ESA envisages: (&) November 2009: drafting of chapters and
comments of Member States; (b) December 2009 t@ R010: finalisation of the new ESA

regulation and adoption of the Commission propd&l2012: adoption of the ESA regulation by the
Council and the European Parliament; and (d) 2@hplementation of new ESA and transmission
programme (back series will be needed, includimgémsions).
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where the level of pensions is determined by appglya formula to the member’s salary
(ABO versus PBO).

M easuring household pension entitlements

22.  As recommended in the 2008 SNA, pension emtélgs of households under
government schemes can be recorded either as hassets in the national accounts or as
contingent assefs.Those treated as financial assets constitute dinhrclaims that
beneficiaries have vis-a-vis either their emplogea manager designated by the employer
to pay pension benefits earned as part of a comafiensagreement between the employer
and the employee. Those treated as contingentsasseally represent “conditional claims”
on unfunded pension schemes managed by generaingoset, including social security
schemes. For general government, they are recasledntingent liabilities.

23. To obtain a complete picture of the pensioiitlentents of households in the euro
area data on transactions and other economic flowthe course of 2007, as well as
outstanding positions, in contingent pension etignts were estimated under government
schemes for end 2006 (the opening amounts) andni®r2007 (the closing amounts) with
the assistance of the Task Force on Pengions.

24. Table 2 provides an overview of these benchmaltulations, covering about 54
per cent of the government-managed unfunded defieedfit schemes and 73 per cent of
the social security schemes in 2007. Accordinghtes¢ estimates, pension entitlements
under government-managed unfunded defined-berdférses accounted for about 79 per
cent and pension entitlements under social secseitgmes for 415 per cent of household
GDI at the end of 2007. These results are broadline with the findings in the literature
on estimating the size of accrued-to-date pensimitiements. Differences relate mainly to
the reference year, the proportion of pension seseincluded in the estimates, the
denominator (household GDI in this case, but GDPother studies), as well as
methodological specifications that follow the newternational standards, and
macroeconomic assumptions. Moreover, the appropgltied in this paper provides a
coherent set of stock and flow data, as outlineBahble 2.

As contingent assets and liabilities do not giise rto unconditional obligations either to make
payments or to provide other objects of value, theynot recorded as financial assets and liagsliti

in the national accounts. For details, see par&g2a2P of the 2008 SNA.

See also European Central Bank, Entitlements aféloolds under government pension schemes in
the euro area — results on the basis of the newe®@ysf National Accounts, Monthly Bulletin
January 2010.
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Table 2

Pension entitlements under gover nment-managed pension schemesin theeuro area
(percentages of annual household GDI in 2007, P@®aach)

Position Governmentanage Social securit
unfunded definettenefi  pension schem
scheme

Pension entitlements (opening balance sheet) 77.4 406.0
Increase in pension entitlements due to sociakitnrions 4.1 29.7
Other (actuarial) change of pension entitlements -2.3
Reduction in pension entitlements due to payment of 3.C 14.4
pension benefits
Changes in pension entitlements due to social ibartions 11 13.1
and pension benefits
Changes in pension entitlements due to pensiommsfo 0.C -4.1
Pension entitlements (closing balance sheet) 78.t 415.0
Memo: Pension entitlements (closing balance sheet) 2,27( 17,404
in EUR billions

SourcesECB and Research Centre for Generational ContractgyUfgeUniversity.

25. In order to account for the uncertainty surdbog the actuarial estimates of

contingent pension entitlements of euro area haldshsensitivity analyses were carried
out. The calculations shown in Table 3 are basedasious model assumptions, with a
baseline scenario assuming a long-term real discate of 3 per cent and an annual real
wage growth of 1.5 per cent. To check the robustnek the results, the baseline

assumptions were changed as indicated in the gafalén the chart. For these calculations,
the PBO approach was applied.

26. The impact of a change in the real discouné ram the amount of pension
entittements is substantially higher than that dfirtges in real wage growth. The
calculations based on the PBO valuation lead tokst@f pension entittements that are
usually 10 per cent to 20 per cent higher thartlentents derived on the basis of the ABO
approach. Moreover, the sensitivities in the casapplying the PBO approach are more
pronounced than in that of used the ABO approactded realistic assumptions, accrued-
to-date pension entitlements related to governmeamaged pension schemes amounted to
between 430 per cent and 570 per cent of hous&ldn the euro area at the end of 2007
(calculated as the sum of column G and column H).

27.  Estimates of contingent pension entitlement® leso been provided for France and
Germany in recent years. The estimates for Framb&h were carried out by Insee, put
implicit social security pension entitlements a®2%r cent of GDP in 2003. The figure is
broadly in line with the results published in adstuby the Banque de France, in
cooperation with the US Bureau of Economic Analy#iscording to the calculations
undertaken for Germany by Destatis, social secységpsion entittements amounted to
about 230 per cent of GDP in 2005. The entitlemdstsved for social security schemes in
these country studies compare well with the eseématrovided for the euro area (278 per
cent of GDP in 2007). Estimates for pension scheestablished for civil servants have
also been carried out in some country studlies.

See D. Blanchet and S. Le Minez, “Assessing intppension liabilities for the French pension
system: a micro-founded approach”, a paper prepéwedhe 30th General Conference of the
International Association for Research in Incomd ®Wealth (IARIW), August 2008; D. Durant and
M. Reinsdorf, “Implicit social security and pensievealth in households’ assets in the US and
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Table 3

Sensitivity analyses of household entitlements under government pension schemes in
theeuroarea

(percentages of annual household GDI in 2007, PPoach)

Schemes G H G H G H

Real discount rate as a Real wage growth rate as a percentage

percentage 1 1.5 2
2.6 79.2 419.1 83.9 446.3 89.2 477.2
2.8 76.6 404.6 81.1 430.2 86.1 459.3
3.0 74.2 390.8 78.5 415.0 83.2 442.4
3.2 71.9 377.8 75.9 400.7 80.4 426.5
34 69.7 365.5 73.5 387.2 77.8 411.6

SourcesECB and Research Centre for Generational Contragyurg University.

Notes: Sensitivity analysis based on varying the realalist rate and real wage growth; baseline
scenario: a real discount rate of 3 per cent antlwage growth of 1.5 per cent G — Government-
managed unfunded defined benefit schemes; H — ISs@garity pension schemes.

28. Table 4 provides an overview of the resultsoreyal by Destatis, Insee and the
European Commission (Eurostat)/ECB Task Force arsiBes. The United States Bureau
of Economic Analysis has carried out similar adalaicalculations for private and
government-managed defined-benefit schemes andofdal security pension schemes in
the United State$Currently, both defined-benefit and defined-cdnition schemes play
important roles in financing retirement for houselsd® While government-managed
unfunded defined-benefit schemes are virtually eristent in the United States, pension
entitlements from private defined-benefit pensiohesnes add the equivalent of about 80%
of US household GDI to US household assets. Moredy& households have social
security pension entitlements of about 160% of bbokl GDI*

France”, a paper prepared for the 30th General é&€ente of the IARIW, August 2008; and A.
Braakmann, J. Gritz and T. Haug, “Das Renten- wri®nsvermogen in den Volkswirtschaftlichen
Gesamtrechnungen”, Statistisches Bundesamt, Watisahd Statistik 12/2007, pp. 1167-79.

See M. B. Reinsdorf and D. G. Lenze, “Defined bi¢pensions and household income and wealth”,
Survey of Current Business, August 2009, and Dabuand M. Reinsdorf, op. cit.

In the United States private sector, newly essaklil pension schemes are almost always defined-
contribution schemes. The number of private sed¢fined-benefit schemes is declining very slowly
but remains above 40,000. The population coveregésng rapidly, so that benefits are rising faster
than contributions. Moreover, the United States &las over 2,500 defined-benefit pension schemes
for employees of state and local governments, wthike federal government manages about 40
defined-benefit schemes for its employees.

Social security is covered in the estimates fer thnited States. It is a social insurance programme
not a social assistance programme. It is not véfgrdnt from social security in Europe, exceptttha
the benefits are generally lower relative to averagrnings because of the expectation that threeeti
will also have income from employer schemes or findividual insurance schemes.
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Table 4
Accrued-to-date pension entitlements as compiled by Destatis, Insee and the European
Commission (Eurostat)/ECB Task Force on Pe nsions

European Comission (Eurostat)/

Source Destatis Insee ECB Task Force on Pensions

Method Accrued-to-date  Accrued-to-date Accrued-to-date
liabilities (PBO) liabilities (PBO) liabilities (PBO)
Coverage Social security Social security Socialggc  Defined-benefit
schemes

End-year as % GDP 2005 2003 2007 2007
Germany 230 - 275 47
France - 259 295 60
Euro-area - - 278 52

Sources 1) A. Braakmann, J. Grutz and T. Haug, Das Rentem Pensionsvermégen in den
Volkswirtschaftlichen Gesamtrechnungen, StatisescBundesamt, Wirtschaft und Statistik 12/2007,
pp. 1167-1179. 2) D. Blanchet and S. Le Minez, ‘&ssng implicit pension liabilities for the French
pension system: a micro-founded approach”, papepgred for the 30th General Conference of the
International Association for Research in Income ¥realth (IARIW), August 2008.

Recording of household assets and contingent pension entitlements

29. The data provided in balance sheets for the emea and in these preliminary
compilations allow a more comprehensive picture hafusehold assets — including
household contingent pension assets — and ligsiliio be drawn. Household wealth is
broken down into non-financial assets (housing) famehcial assets.

30. Table 5 illustrates that household assets @& ehro area (excluding contingent
pension entitlements) were more than seven tingtgehithan annual household GDI at the
end of 2007; the same calculation for the Uniteate®t shows that household entitlements
were more than eight times higher than annual HmldeGDI. Contingent pension
entittements of households in the euro area agetahan those in the United States - at
approximately five times and two times annual hbosd GDI respectively. There are
practically no pension entittements recorded undaited States government-managed
unfunded defined-benefit schemes, but many undsalssecurity pension schemes.
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Table 5

Household assets, liabilities, net worth and contingent pension entitlementsin the euro
area and the United States

(multiples of household GDI, end-2007)

Iltem Euro area United State
Assets 7.3 8.3
Non-financial assets 4.4 2.€
Financial assets 3.0 5.5
Of which:
Life insurance and pension assets (agwtiyrreported) 0.8 1.2
Of which:

Pension entitlements under private definedefit schemé} . 0.€
Liabilities 0.9 14
Net worth (assets minus liabilities) 6.4 6.9
Memo items:

Contingent pension entitlements 4.9 1.€
Under government-managed defined-benefit scHgmes 0.8 0.0)
Under social security pension schemes 4.2 1,64)

Sources ECB, European Commission (Eurostat), Researchr€dor Generational Contracts,
Freiburg University, US Bureau of Economic Analysrsl US Federal Reserve Board.

1Y For the euro area, data are not yet availabletHferUnited States, data refer to end-2G)6.
Government-managed defined-benefit schemes arempiedntly unfunded in the euro area, but are
predominantly funded in the United Statéy. Government-managed unfunded defined-benefit
schemes are practically non-existent in the Un8&ates although the pre-1983 federal government
scheme was unfunded and still support many retidetlS households have contingent social
security pension entitlements.

Recording of general gover nment pension obligations

31. From the figures shown in Table 5 informaticen cbe derived on government
pension obligations arising from government-manggautsion schemes at the end of 2007.
Table 6 provides an overview of gross governmebt dethe euro area and in the United
States as conventionally measured. It shows thatrgment debt was between 60 per cent
and 70 per cent of GDP. However, contingent pensiigations of general government in
the euro area were more than five times higher tirass government debt at the end of
2007. The associated increase in government oldigais less significant in the United
States'?

32.  The calculations presented above may haveautmtimplications for future rates
of benefits, taxes and social contributions. Reforof government-managed pension
schemes are on the agenda of most governments ieutio area as these schemes are far

It has to be kept in mind that a gross concepthen followed as future social contributions and
taxes paid by households are not taken into acc@wmihg so and also taking into account future
pension payments would lead to a sustainabilitycatdr as a balancing item by subtracting, in the
context of an open system, future social contrdngiand taxes from pension obligations. In general,
future social contributions and taxes do not hawveequal future pension payments if these are
calculated according to the rules of a schemeithabt sustainable or if the social security scheme
has already accumulated a large stock of assebe tased for future benefits. In any case, the
balancing item is usually much smaller than theegoment pension obligations as shown gross in
Table 5.

11
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more strongly affected by demographic changes thafined-contribution pension

schemes. A demographic change that reduces the emuaflzontributors relative to the

beneficiaries will require a reduction of averagagion benefits if contribution rates are to
remain constant. Alternatively, for constant penshkenefits, contribution rates (or tax
payments) would have to be increased. To avoid abalanced burden either on
beneficiaries or on contributors, different stragsgof pension reform are typically
considered.

Table 6

General government debt and contingent pension obligations in the euro area and in
theUS

Multiples of annual gross domestic product (GDP), end-2007

Item Euro area United State
Maastricht debt 0.7 0.6
Contingent pension obligations 3.3 11
Government-managed defined-benefit sch®mes 0.5 0.6)
Social security pension schemes 2.8 1.1)
Debt including contingent pension obligations 4.0 1.7

Sources:ECB, European Commission (Eurostat), Research €dotr Generational Contracts,
Freiburg University, US Bureau of Economic Analysisl Federal Reserve Board.

1) Currency and deposits, loans and debt securit@sried by general government (consolidated).
2) Government-managed defined-benefit schemes ad®mieantly unfunded in the euro area, but
are predominantly funded in the United Stat®sGovernment-managed unfunded defined-benefit
schemes are practically non-existent in the Uri@edes4) United States households have contingent
social security pension entitlements.

33. Reforms may take the form of adjusting the texgsscheme arrangements with
regard to the level of pension benefits and socw@itributions (parametric reforms).
Alternatively, fundamental changes may be madeh® gtructure of the financing of
pension benefits (systemic reforms). They may bdethout by setting up a new scheme
for new contributions or new contributors, whilegaly maintaining the current scheme for
accrued entitlements. Policy simulations based emsipn models are useful for broadly
assessing the impact of parametric pension refoymmaodifying parameters and input data
for existing schemes. In this context, several irtgra determining factors of the accrued
pension entitlements can be identified. The lewdlpension benefits actually paid are
regarded as quite important as they are a diretdrdénant of the stock of pension
entitlements. The retirement age is an additioméminining factor. Other factors are the
indexation of pension benefits, as well as reduostim future pension benefits on account
of pension reforms already enacted.

34.  According to policy simulations, the impactrefsing the effective retirement age

for the euro area by one year would lower pensidiilements by 2.7 per cent and by 5.2
per cent of GDP if it is increased by two yeardafiee to the baseline scenario shown in
Table 6). A further aspect to be considered wherdetiog such an increase in the

retirement age is that the outcome of the refornpedds also on the behavioural

assumptions regarding new beneficiaries with resfgechanges in the retirement age, the
penalty for early retirement and legislation orr,dgample, granting disability benefits.
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Accrued-to-date pension entitlements and sustainability
measur es

35. In April 2009 the Ecofin Council of the Europeldnion endorsed the 2009 Ageing
Report for the EU-27 Member States (2008-2060),ctvhhad been prepared by the
European Commission and the Economic Policy CoremitfEPC) on the basis of
commonly agreed demographic and macroeconomic ge&ms® The concept of implicit
pension liabilities, as applied in the Ageing Repdiffers from that of estimating accrued-
to-date entitlements in the national accounts gwrdjects total age-related government
expenditure including pensions over a long horizdccrued-to-date pension entitlements
are compiled ex post, i.e., on the basis of a nati@accounts concept, by taking into
consideration all “claims” accrued by current waskeand the remaining pension
entittements of existing pensioners. In this respdwey are only a sub-set of implicit
pension liabilities.

36.  Generally speaking, future pension paymentseadivided into four groups: (a) for
each year, pensions have to be paid to people ke hlready retired today. Given the
mortality of pensioners, this group of paymentsexpected to progressively decline in
importance and will become zero upon the deatheldst people who have already retired
today; (b) pensions have to be paid in future topfe working today, in relation to the
entittements they have already acquired up to tkegmt moment. This share of payments
will increase for several years, as people curyamtirking will progressively retire; it will
then decrease in line with mortality; (c) pensitiase to be paid to people already in the
labour market, in relation to the entitlements thély accumulate from the present moment
until their retirement; and (d) pensions have tgbal in the distant future to people who
are not yet in the labour market, some of whomyateo be born.

37.  Accrued-to-date pension entitlements as meddoreational accounts, correspond
to (a) and (b) if account is taken of the necessapgdelling assumptions such as the
discount rate or wage growth. The concept thaelisvant for assessing sustainability, by
contrast, corresponds to (a) to (d), together it related government revenues. Both
concepts are linked to each other in the senseitmglicit pension liabilities are also
derived by making corresponding assumptions reldatedhe discount rate and other
parameters of pension models.

38.  Accrued-to-date pension entitlements are based backward-looking actuarial

estimation, even though the estimation requiregeptions on the future development of
interest rates, wages and the population. By cshtianplicit pension liabilities are a

forward-looking concept based on a broader seragptions, and they are set to be used
in the EU’'s new medium-term budgetary objectivesr Feasons of consistency, it is

appropriate to harmonise the data input for catmrda of accrued-to-date contingent
pension entitlements and also for projections efegoment pension expenditure.

39. In practice, there are cases in which the r®sldrived for accrued-to-date pension
entitlements and for implicit pension liabilitiepear to point in different directions. There
are countries that have large accrued-to-date rogemit pension entitlements, but their
implicit pension liabilities are not expected taig@ase in the future. These countries have
mature pension systems, so that large accruedttoedatingent pension entitlements have
been accumulated over time. On account of both desphic developments and the design
of the pension system, however, future pension rdipgres are not under strain. On the

European Commission (DG ECFIN) and the Economilicl?cCommittee, “2009 Ageing Report:
economic and budgetary projections for the EU-27mder States (2008-2060)”, European
Economy, No 2, 2009.
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VI.

VI.

other hand, there are also countries that havel ssnatued-to-date contingent pension
entittements, but their implicit pension liabilisieare expected to increase in the future.
These are typically countries that have a new pensystem, so that the accrued-to-date
contingent pension entitlements are still smalleSécountries will have obligations for the
future pensioners in the future, and these arecttl in their implicit pension liabilities.

Conclusions

40.  As described in the note, the 2008 SNA foresegmplementary data on pension
entittements of households under government persibemes, as will the ESA, which is
currently being revised. Following this approadie Task Force on Pensiortgs already
undertaken preparatory work to provide estimateghefe pension entitlements under
unfunded defined-benefit schemes managed by gowsrnrand under social security
schemes. In the absence of data from other sowrceagporting agents, the national
statistical institutes have carried out these et in cooperation with other national
agencies. This was a rather new and challengirlg taguiring extensive experience in
actuarial finance.

41.  The data compiled in accordance with the ndabally agreed and harmonised
methodology confirm that accrued-to-date conting@ension entitlements are very
significant in the euro area, even exceeding th#fgim of all financial assets or that of
non-financial assets owned by households. They tgpa@roximately 490 per cent of
household annual gross disposable income (or 330cpat of GDP). In terms of
government obligations, they are about five timighér than government debt. The results
are in line with those of earlier studies reviewsdthe World Bank for a wide range of
countries, including several euro area countries.
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