\"4
el ACTA VSFS
Volume 4
Economic Studies and Analyses
Ekonomicke studie a analyzy

Social Europe - Problems and Perspectives
Socialni Evropa - problémy a perspektivy

® Katefina PAVLOKOVA:
Intergenerational Solidarity of the Public Health Care Systems
in Europe
Mezigeneracni solidarita v systémech verejného zdravotnictvi
v Evropé

® Nicholas BARR:
Reforming Pensions: Principles and Policy Choices
Reforma dlichodového systému - zasady a politicka rozhodnuti

® Jiii RUSNOK | Juraj DLHOPOLCEK:
End to Age of Naivety: Pension Reforms in Post-Transition
Countries
Konec obdobi naivity: dlichodové reformy v post-tranzitivnich
zemich

® Jaroslav VOSTATEK:
Development Trends in Social Security with an Emphasis
on Europe and Czechia
Vlyvojové tendence sociadlniho zabezpeceni se zamérenim
na Evropu a Cesko

University of Finance and Administration
Vysoka skola financni a spravni




ACTA VéFS reviewed scientific journal

védecky recenzovany ¢asopis

PUBLISHER (VYDAVATEL):

Vysoka skola financni a spravni, o. p. s., (University of Finance and Administration), EUPRESS,
Estonska 500, 101 00 Praha 10

1C: 26138077

EDITORIAL SCIENTIFIC BOARD (REDAKCNI VEDECKA RADA):

Bohuslava Senkyfova - Editor in Chief / $éfredaktorka (bohuslava.senkyrova@vsfs.cz)
Vladimir Cechak - Responsible Editor / odborny editor (vladimir.cechak@vsfs.cz)
Mojmir Helisek - Vice-president / mistopfedseda (mojmir.helisek@vsfs.cz)

Milan Kasik - Secretary / sekretaf (milan.kasik@vsfs.cz)

Bojka Hamernikova - Bankovni institut vysoka skola (bhamernikova@bivs.cz)

John R. Anchor - University of Huddersfield (j.r.anchor@hud.ac.uk)

Zuzana Brixiova - African Development Bank (z.brixiova@afdb.com)

Juraj Nemec - Univerzita Mateja Bela Banska Bystrica (juraj.nemec@umb.sk)

Katarina Ott - Institute of Public Finance Zagreb (kott@ijf.hr)

Stanka Setnikar-Cankar - Univerza v Ljubljani (stanka.setnikar-cankar@fu.uni-lj.si)

Menbere Workie Tiruneh - Institute of Economics, Slovak Academy of Sciences (mworkie@cutn.sk)
Hirofumi Shibata - Osaka University (shibatah@kyi.biglobe.ne.jp)

EDITORIAL STAFF (REDAKCE):
Helena Sykorova - tel.: +420 210 088 816 (helena.sykorova@vsfs.cz)

EXECUTIVE EDITOR (NAKLADATELSKY EDITOR):
Jana Siroka - tel.: +420 210 088 847 (jana.siroka@vsfs.cz)

Taking over materials is permitted only with demonstrable author's and scientific editorial board agreement.
Prebirdni materiald je povoleno s prokazatelnym souhlasem autora a redakéni védecké rady.

Prepress: Daniel Hamernik (e-mail: daniel.hamernik@vsfs.cz)
Print: PrintActive s.r.o.

Evidence number: MK CR-E 17745

ISSN: ISSN 1802-792X

ISSN of the electronic version: ISSN 1802-7946 (www.vsfs.cz/acta)

Periodicity: 3 -4issues per year

Distribution: Vysoka $kola finan¢ni a spravni, o. p. s.

Deadline: 25.3.2010

ACTA VSFS are included in the list of non-impact reviewed journals published in the Czech Republic (after the update of
2009), approved by the Research and Development Council, expert and advisory body of the Government of the Czech
Republic at 242. meeting held on April 10, 2009.

ACTA VSFS jsou zafazena na Seznam recenzovanych neimpaktovanych periodik vydavanych v Ceské republice (po

aktualizaci roku 2009), schvaleny Radou pro vyzkum, vyvoj a inovace, odbornym a poradnim orgéanem vlady CR,
na 242. zasedani konaném 10. 4. 2009.

© Vysoka skola finan¢ni a spravni, o.p.s., Praha, 2010



ACTA VSFS

Ekonomicke studie a analyzy
Economic Studies and Analyses

BOJKA HAMERNIKOVA: | 004 |
A Look Back at the Conference Social Europe - Problems and Perspectives
Ohlédnuti za konferenci Socialni Evropa - problémy a perspektivy

BOHUSLAVA SENKYROVA: | 008 |
Welcome Speech of the Rector
Uvodni slovo rektorky

KATERINA PAVLOKOVA: |012|
Intergenerational Solidarity of the Public Health Care Systems in Europe
Mezigeneracni solidarita v systémech vefejného zdravotnictvi v Evropé

NICHOLAS BARR: | 047 |
Reforming Pensions: Principles and Policy Choices
Reforma dlichodového systému - zasady a politickad rozhodnuti

JIRIT RUSNOK | JURAJ DLHOPOLCEK: | 059 |
End to Age of Naivety: Pension Reforms in Post-Transition Countries
Konec obdobi naivity: ddchodové reformy v post-tranzitivnich zemich

JAROSLAV VOSTATEK: | 071 |

Development Trends in Social Security with an Emphasis on Europe and Czechia
Vyvojové tendence sociélniho zabezpeceni se zaméfenim na Evropu a Cesko

ACTA VSFS, 1/2010, vol. 4 (0]0)]




A Look Back at the Conference Social Europe -
Problems and Perspectives
Ohlédnuti za konferenci Socialni Evropa -
problémy a perspektivy

BOJKA HAMERNIKOVA

At the beginning the 2009 year, the rector of the University of Finance and Administra-
tion, Bohuslava Senkyfova, announced the 2nd Competition for the Prize of Professor
Frantisek Vencovsky for young researchers up to 35 years old with the topic of Social
Europe - Problems and Perspectives. This competition, which takes place every two
years, reflects the intention of univesity management to strengthen and support over
the long-term the school’s scientific research activities and especially to support young
talented researchers.

The evaluation of the competition and announcement of the winners took place, with
an unusually high number of participants, at the scientific conference on November 27,
2009 at the Congress Center of the Czech National Bank. Jan Frait (CNB) analyzed in detail
the difficult topic that was selected this year and also explained the reasons that lead the
nominating scientific committee to not grant this year’s main prize of professor Frantisek
Vencovsky. A special prize (50 000 CZK) was received by Katefina Pavlokova (Ministry of
Health of the Czech Republic), attending doctorate level studies at IES FSV UK) for her
work, which received the most points.

The conference was organized under the auspices of CNB Governor Zderiek Tdma, who
personally participated in the conference. The conference’s VIP guests also included the
widow of the late prof. F. Vencovsky, Mrs. Véra Vencovska. In addition to domestic experts
headed by Minister of Finance E. Janota, J. Rusnok (President of ING PF) and J. Vostatek
(Head of Department of the University of Finance and Administration), there was also
a presentation by the renowned British economist and expert on public finances, Nicholas
Barr from the London School of Economics. Similarly to Jiti Rusnok, he also spoke about
the importance and principles of reforms of pension systems with a focus on selected
countries of the world. Professor Vostatek presented an interesting lecture about the de-
veloping tendencies of social security, where he focused mainly on Europe and the Czech
Republic. The experts’lectures are printed in this special issue.

The afternoon schedule promised a no less interesting program, since bringing together
our best experts on public finances, demographics, pension systems, social security, in-
surance and economic analyses in the panel discussion at the same time and in the same
place was a truly superhuman act. And we succeeded. Invitations to participate in the
panel discussion entitled Social security, population aging and sustainability of public
finances were accepted by: Jiii Kral — Head Director of the Ministry of Labour and Social
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Affairs of the Czech Repubic, Drahomira Vaskova - Director of the European Union Depart-
ment at the Ministry of Finance of the Czech Republic, Vladimir Bezdék - General Manager
of AEGON PF, David Marek - Chief Economist at Patria Finance, Jitka Rychtafikova - Head
of the Department of Demographics and Geodemographics - Faculty of Natural Sciences,
Charles University, Pavel Dvorak — Professor at the University of Economics and researcher
at the Centre for Economic Studies and Analyses of the University of Finance and Admin-
istration, and Ladislav PrGsa - Director of the Research Institute of Labor and Social Affairs
and researcher at Centre for Economic Studies and Analyses of the University of Finance
and Administration. The panel discussion was moderated by Bojka Hamernikov4, Vice-
rector for Research and Development at the University of Finance and Administration.
The answer to the final question of what role is played by experts in reform processes and
what is the fate of expert recommendations in the hands of politicians sounded more like
a sigh over the fact that political decisions, especially those regarding public finances, are
in the end consensuses of the ruling political parties that were difficult to reach, miles
apart from the expert analyses, forecasts and expert recommendations.

The program also included a special profile dedicated to Professor Vencovsky, which was
recorded by the Unviersity Multimedia Center team under the guidance of art supervisor
P. Cirtek.

A look back at the successful 2nd competition and international scientific conference
makes it possible to express great interest by young economists, academic institutions as
well as by the professional public. The name of Professor Vencovsky — a renowned Czech
economist and exceptional university professor by itself assumed a high level of prepar-
edness by the conference organizers. The conference was ruled by a spirit of professional
enthusiasm, inspired thinking and supporting ideas. The participation of young experts
and students was the best evidence of this.

The second competition for the Prize of Professor F. Vencovsky is already behind us and
let us believe that the traditional competition for young researchers up to 35 years old for
the Prize of Professor F. Vencovsky, in its bi-annual form, will continue to find its fans also
for future and that high-quality and inspiring papers on a new topic will once again meet
at the next competition.
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Zacatkem roku 2009 vyhlasila rektorka Vysoké $koly a finanéni a spravni Bohuslava Sen-
kyfova bienale soutéze o Cenu prof. Frantiska Vencovského 2009 pro mladé vyzkumniky
do 35 let s tématem Socialni Evropa - problémy a perspektivy. Tato soutéz s dvouletou
periodicitou odrazi zamér vedeni VSFS posilit a dlouhodobé podporovat védeckovyzkum-
nou ¢innost Skoly a hlavné podporovat mladé talentované vyzkumniky.

Zhodnoceni soutéze a vyhlaseni vysledkd probéhlo za nebyvale vysokého poctu ucast-
nikd na védecké konferenci dne 27. listopadu 2009 v Kongresovém centru Ceské narodni
banky. Jan Frait z CNB podrobné rozebral ndro¢nost zvoleného tématu a vysvétlil i dGvody,
které vedly nominacni védecky vybor k tomu, Ze leto$ni hlavni cena soutéZe nebyla udéle-
na. Zvlastni cenu (50 000 K¢) za praci, ktera ziskala nejvice bod(, obdrZela PhDr. Katefina
Pavlokova (MZ CR, studujici doktorské studium na IES FSV UK).

Konference byla pofadana pod zastitou guvernéra CNB Zdenka Téimy, ktery se osobné
konference zucastnil. Mezi vyznamné hosty konference patfila také pani Véra Vencovska,
vdova po zesnulém prof. F. Vencovském. Kromé domacich odbornikl v cele s ministrem
financi E. Janotou, J. Rusnokem (prezident ING PF) a J. Vostatkem (vedouci KRPMVS VSFS)
vystoupil vyznamny britsky ekonom, odbornik na verejné finance, Nicholas Barr zLondon
School of Economics. Podobné jako Jifi Rusnok hovofil o vyznamu a principech reforem
dlchodovych systému se zamérenim na vybrané zemé svéta. Profesor Vostatek prednesl|
zajimavou prednasku o vyvojovych tendencich socidlniho zabezpeceni, kde se zaméfil
pfedeviim na Evropu a Ceskou republiku. Prednasky vyse uvedenych odborniki jsou otis-
tény v tomto mimoradném Ccisle.

Odpoledni program sliboval neméné zajimavou podivanou, nebot zapojit do panelové
diskuse nase nejlepsi odborniky na verejné finance, demografii, dlichodové systémy, soci-
alni zabezpeceni, pojisténi ¢i ekonomické analyzy ve stejném case a na stejném misté byl
pocin véru nadlidsky. A podafilo se. Na panelovou diskusi s ndzvem Socialni zabezpece-
ni, starnuti obyvatelstva a udrzitelnost veiejnych financi pozvani ptijali: Jifi Kral - vrch-
ni feditel MPSV CR, Drahomira Vaskova - feditelka odboru Evropska unie MF CR, Vladimir
Bezdék - generdlni feditel AEGON PF, David Marek - hlavni ekonom Patria Finance, Jitka
Rychtarikova - vedouci katedry demografie a geodemografie — PiF Univerzita Karlova,
Pavel Dvotak — profesor VSE a vyzkumny pracovnik CESTA VSFS a Ladislav Priisa - feditel
Vyzkumného Ustavu prace a socialnich véci a vyzkumny pracovnik CESTA VSFS. Panelovou
diskusi moderovala Bojka Hamernikové, prorektorka pro vyzkum a vyvoj VSFS. Odpovéd
na zavérecnou otazku, jakou roli zaujimaji odbornici v reformnich procesech a jaky je
osud odbornych doporuceni v ,rukou” politikd, zaznéla spise jako povzdech nad tim, ze
politicka rozhodovani, zvlasté pak o vefejnych financich, jsou ve svych disledcich tézce
dosazené konsenzy vladnoucich politickych stran, na mile vzdalené expertnim analyzam,
prognézam a odbornym doporuéenim.

9

Zvlastnim bodem programu byl medailonek vénovany profesoru Vencovskému, ktery na-
tocil tym Multimedialniho centra VSFS pod vedenim uméleckého vedouciho P. Cirtka.
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Ohlédnuti za probéhlou soutézi a mezinarodni védeckou konferenci umoznuje konsta-
tovat velky zajem ze strany mladych ekonomd, akademickych instituci a téz odborné
vefejnosti o zvolené téma. Jméno prof. Vencovského - vyznamného ceského ekonoma
a vyjimec¢ného vysokoskolského ucitele samo o sobé predpoklddalo vysokou uroven pfi-
pravenosti organizatord konference. Konferenci vliadl duch odborné zaujatosti, inspirativ-
nich myslenek a nosnych napadd. U¢ast mladych odbornikl a studentd byla tim nejlepsim
dikazem.

Cena prof. F. Vencovského 2009 je jiz Gspésné za nami a véime, ze tradice soutéze pro
mladé vyzkumniky do 35 let o Cenu prof. F. Vencovského formou biendle bude nachazet
své zdjemce i do budoucna a ze se na nové vypsané téma soutéze opét sejdou kvalitni
a inspirativni prace.

MMMW’

doc. Ing. Bojka Hamernikova, CSc.
Expert Guarantee of the Conference
University of Finance and Administration
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Welcome Speech of the Rector
Uvodni slovo rektorky

BOHUSLAVA SENKYROVA

Dear colleagues, guests, ladies and gentlemen,

Please allow me to welcome you at today’s Social Europe - Problems and Perspectives sci-
entific conference organized by the University of Finance and Administration in partnership
with the Czech National Bank and under the auspices of the Governor, Mr. Zdenek Tama.

When more than two years ago we decided to declare a competition for young talented
economists for the Prize of Professor Frantisek Vencovsky, we had on our minds the sup-
port of the development of research in various fields of economic theory and practice. The
successful first year of this competition and the response to the first scientific conference
in 2007 confirmed the justification of our actions.

Professor Frantisek Vencovsky was not only an important Czech economist and university
professor, but he was also an expert who played in important role in maintaining conti-
nuity in Czech economic thinking. Thanks to Professor Vencovsky, the legacy and work of
his famous teacher, Karel Englis, became more accessible after 1989 and can thus once
again be an inspiration even for the current generation of economists and politicians.
As Professor Vencovsky noted, it wasn't "...just a matter of historical justice, but it was
mainly a matter of the need of a proper economic education so that the ice was broken
and so that Englis’s theory of national economics once again became an inspiring source
of knowledge for those that want to understand economic events and management from
perspectives other than those that had been usual up until now."!

Professor FrantisSek Vencovsky was not only a follower and populizer of the work of Karel
Englis, but he was also a renowned expert in the area of monetary economics and a highly
knowledgeable and kind teacher, lecturer and colleague.

We perceive this 2" Competition for the Prize of Professor Frantisek Vencovsky and to-
day’s scientific conference as the next small step in the building of a tradition that will
maintain continuity in the area of expert discussion and research.

The selection of the "Social Europe - problems and perspectives" topic is based on the
need for the creation of a platform for expert discussion on current issues of social policies
of contemporary Europe.

We would like to inspire — or at least contribute to the inspiration of — the development of
fact-based expert discussions on the key problems of the execution of social policy. The

1 See ENGLIS, K. Ndrodni hospoddfstvi [National Economy] (selected chapters), p. 18.
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European Union is attempting to handle the social dimension of the economic and finan-
cial crisis through increased efforts in the promotion of employment and social integration.
The instruments of this strategy are: mobilization of European Union subsidies, support of
employment, cooperation with social partners and cooperation with foreign partners.

In the conditions of the economic and financial crisis, especially in the context of improv-
ing working conditions and development of the labor market, the questions of an aging
population, sustainability of pension systems and efficiency of the social care system are
becoming more and more pressing and are being discussed more and more. Among the
important and frequently discussed topics are, for example, the removal of work mobility
barriers, battle against social exclusion and poverty, support of diversity, efforts for a bet-
ter balance between work and personal life, support of opportunities at all ages, support
of education and flexibility and other social phenomena.

The social consequences of the global economic and financial crisis and the possibilities
of how to make it an opportunity for the European Union are the current issues of today
to which we would like to contribute through our conference. One of the goals of to-
day’s meeting is to present not only opinions, but also the results of research in this area
and also to contribute to the identification of basic as well as current problems of social
policy, whether these concern the viability and rationality of the setting of its goals or the
search for the optimum ways of their implementation. If the current financial and global
crisis exacerbated some (maybe most) of the traditional problems that are the subject of
social policy and increased the degree of their urgency, at the same time it did not solve
anything, respectively it accentuated even more the need of handling them through quali-
fied solutions based on serious economic research. This applies mainly to the question of
the sustainability or optimization of public budgets (namely both the possible restructur-
alizations of their expenditure side, but mainly the possibility of the optimization of their
"income" side). Questions connected with the reform of the pension system and social
care system must also not be forgotten.

The University of Finance and Administration deals with the topic of company social re-
sponsibility, not only in the international European "Social Responsibility of Companies
- Opportunity or Necessity?" project, which we joined this year in April together with
partner schools in the Netherlands, Great Britain, France, Turkey and Slovenia. We are
implementing the principle of social responsibility at the economic, social and environ-
mental levels into the everyday life of the school.

Attoday’s conference we will present the opinions of leading domestic and foreign econo-
mists regarding the current problems of social policy in contemporary Europe and we will
attempt to map possible areas that economic research could tackle. I am firmly convinced
that the expert presentations and papers that will be presented during this conference
will be a valuable contribution to a purposeful and sensible orientation of research activi-
ties focused on the resolution of the mentioned problems.

In conclusion, please allow me to wish you a successful professional discussion.

Thank you for your attention

ACTA VSFS, 1/2010, vol. 4 m



Vazené kolegyné, kolegové, vazeni hosté, ddmy a panové,

dovolte, abych Vas privitala na dnesni védecké konferenci Socialni Evropa - problémy
a perspektivy poiddané VSFS ve spolupraci s CNB, pod zastitou guvernéra pana Zderka
Tamy.

Kdyz jsme se pred vice nez dvéma lety rozhodli vyhlasit soutéz pro mladé talentované
ekonomy o Cenu prof. Frantiska Vencovského, méli jsme na mysli podporu rozvoje vyzku-
mu v riznych oblastech ekonomické teorie a praxe. Uspéch této soutéze a ohlasy prvni
védecké konference v roce 2007 potvrdily opodstatnénost naseho konani.

Profesor Frantisek Vencovsky byl nejen vyznamnym ¢eskym ekonomem a vysokoskolskym
pedagogem, ale i odbornikem, ktery se zaslouzil o udrzeni kontinuity v ¢eském ekono-
mickém mysleni. Zasluhou prof. Vencovského se odkaz a dilo jeho slavného ucitele Karla
Englise stalo po roce 1989 dostupnéjsi, a mize tak znovu byt inspiraci i pro souc¢asnou
generaci ekonomu a politik{l. Jak profesor Vencovsky poznamenal, nebylo to,,...jen zélezi-
tosti historické spravedInosti, ale pfedevsim zalezitosti potreby néleZitého ekonomického
vzdélani, aby se i u nds prolomily ledy a aby se EngliSova narodohospodafiska teorie stala
opét inspirujicim pozndnim pro ty, ktefi chtéji porozumét ekonomickému déni a Fizeni
i z jinych pohled(, nez jaké jsou dosud obvyklé.” 2

Profesor Frantisek Vencovsky byl nejen nasledovnikem a popularizatorem dila Karla Eng-
lise, ale téz vyznamnym odbornikem v oblasti monetarni ekonomie a nesporné fundova-
nym a laskavym ucitelem, Skolitelem a kolegou.

Konani jiz druhé soutéze o Cenu profesora Frantiska Vencovského a dnesni védeckou
konferenci chapeme jako dalsi krlicek pfi budovani tradice udrzujici kontinuitu v oblasti
odborné diskuse a vyzkumu.

Volba tématu Socialni Evropa — problémy a perspektivy vychazi z potieby vytvorit platfor-
mu pro odbornou diskusi k aktudlnim problém{m socidlni politiky soucasné Evropy.

Chceme inspirovat ¢i aspon pfispét k inspiraci rozvoje vécnych odbornych diskusi ke kli-
¢ovym problémum realizace socialni politiky. Evropska unie se snazi resit socialni rozmér
ekonomické a financni krize zvysenym Usilim pfi propagaci zaméstnanosti a socialniho
zaclenéni. Nastroji této strategie jsou: mobilizace dotaci Evropské unie, podpora zamést-
nanosti, spoluprace se socialnimi partnery a spolupréace se zahrani¢nimi partnery.

V podminkach ekonomické a finan¢ni krize, zejména pak v kontextu zlepSovani pracov-
nich podminek a rozvoje pracovniho trhu, jsou otdzky starnuti populace, udrzitelnost
dlchodovych systémU a efektivnosti systému socialni péce stale naléhavéjsi a stale vice
diskutované. K dulezitym a casto diskutovanym tématlm patfi napf. také odstrariovani
bariér pracovni mobility, boj proti socidlnimu vylouceni a chudobé, podpora rozmanitosti,

2 VizENGLIS, K. Ndrodni hospoddfstvi (vybrané kapitoly), s. 18.
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snaha o lepsi rovnovdhu mezi praci a osobnim zivotem, podpora pfilezitosti v kazdém
véku, podpora skoleni a flexibility a dalsi socialni fenomény.

Socialni dlsledky globalni ekonomické a financni krize a moznosti, jak z ni ucinit prilezitost
pro Evropskou unii, jsou aktualni zaleZitosti soucasnosti, ke které chceme prispét dnesni
konferenci. Jednim z cild dnesniho setkani je prezentovat nejen nazory, nybrz i vysledky
badani v této oblasti a také prispét k identifikaci zakladnich i aktualnich problém( socidlni
politiky, at jiz jde o redlnost a racionalitu stanoveni jejich cild ¢i hledani optimalnich cest
jejich realizace. Jestlize soucasna finan¢ni a hospodaiska krize nékteré (mozna vétsinu)
z tradi¢nich problémd, které jsou predmétem socialni politiky, svym zptisobem vyostiila
a zvysila stupen jejich aktualnosti, sou¢asné nic nezménila, respektive jesté vice zdUraz-
nila nutnost jejich kvalifikovaného feseni opfeného o seriozni ekonomicky vyzkum. To se
tyka predevsim otazky udrzitelnosti ¢i optimalizace verejnych rozpoctl (a to jak moznych
restrukturalizaci jejich vydajové stranky, tak pfedevsim moznosti optimalizace ,pfijmové”
Casti). Nelze opomenout ani otazky spojené s reformou diichodového systému a systému
socidlni péce.

Vysoka skola financni a spravni se zabyva tématem spolecenské odpovédnosti firem, a to
nejenom v mezinarodnim evropském projektu Spolec¢enska odpovédnost firem, pfilezi-
tost nebo nutnost?, do kterého jsme se zapojili v dubnu 2009 spole¢né s partnerskymi
Skolami z Holandska, Velké Britanie, Francie, Turecka a Slovinska. Princip spolec¢enské od-
povédnosti v roviné ekonomické, socidlni a environmentélni zavadime do kazdodenniho
zivota Skoly.

Na dnesni konferenci budeme prezentovat nazory prednich domacich a zahrani¢nich eko-
nomU na aktudlni problémy socialni politiky soucasné Evropy a pokusime se zmapovat
mozné oblasti, jimiz by se mohl ubirat ekonomicky vyzkum. Jsem pevné presvédcena, Ze
vystoupeni a referaty odbornik(, které v pribéhu této konference zazni, budou cennym
pfispévkem k tcelné a smysluplné orientaci vyzkumnych aktivit zamérenych na feseni
zminénych problém.

Zavérem mi dovolte, abych vdm popfala uspésnou odbornou diskusi.

Dékuji za pozornost

Contact address / Kontaktni adresa
Dr. Bohuslava Senkyiova
University of Finance and Administration, Rector
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Intergenerational Solidarity of the Public Health
Care Systems in Europe
Mezigeneracni solidarita v systémech veiejného
zdravotnictvi v Evropé*

KATERINA PAVLOKOVA

Abstract

Ageing of the population has become one of the important topics in developed countries
in recent times. Health care and pension systems based on solidarity are especially vul-
nerable to demographic changes associated with falling fertility rates and increasing life
expectancy. The main task of the paper is to answer and quantify the question who bears
the costs and who benefits from the public health care systems and reveal possible future
imbalances. We introduce a long-term projection technique enhanced by some elements
of generational accounting approach with intent to express the ageing problem in the
health care sector. We explore both the revenue side of the public health care systems as
well as the health care expenditures from the perspective of separate generations. Fol-
lowing countries have been selected as the representatives of the European health care
systems: the Czech Republic, Denmark, Estonia, France, Italy, the Netherlands, Switzer-
land and the United Kingdom. The model points to un-sustainability of the current public
health care systems if the effective tax rates did not increase. If the demand for health care
had to be satisfied, the health care systems financed through social contributions and
income-based taxes would be faced with increasing burden on working population.
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Abstrakt

Starnuti obyvatelstva se stalo v posledni dobé jednim z dllezZitych témat v mnoha roz-
vinutych zemich. Dlchodové systémy a systémy financovani zdravotnictvi zalozené na
solidarité jsou vyrazné citlivé na demografické zmény souvisejici s klesajici porodnosti
a rostouci stfedni délkou zivota. Cilem tohoto ¢lanku je ukazat a vycislit moznou bu-
douci nerovnovahu v systémech financovani verejného zdravotnictvi a prezentovat jej
i z pohledu jednotlivych generaci. Abychom Iépe vyjadfili problém starnuti obyvatelstva
v systémech financovani verejného zdravotnictvi, obohacujeme tak standardni pfistup
k dlouhodobym projekcim o prvky generacniho Ucetnictvi. Srovnani systému napfi¢ Ev-
ropou umoziiuje vybér reprezentativnich systému financovéni zdravotnictvi, a to Ceské

1 Award-winning essay of Prof. F. Vencovsky 2009 Prize.
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republiky, Danska, Estonska, Francie, Italie, Nizozemi, Svycarska a Velké Britanie. Vysledek
modelu ukazuje na neudrzitelnost soucasnych systéma financovani. Ma-li byt poptavka
po zdravotnich sluzbach uspokojena, budou systémy zaloZzené na vefejném zdravotnim
pojisténi nebo na danich z pfijmu klast rostouci naroky na pracujici populaci, a zvySovat
tak pnuti a pozadavky na dalsi redistribuci podminénou rostouci dafiovou zatézi, aby
nedoslo k omezovani zdravotnich sluzeb. Miru ohroZeni starsi populace omezenim posky-
tované zdravotni péce v jednotlivych letech a zemich vyjadfujeme indexem sobéstacnosti,
ktery ukazuje na néktera rizika vybranych systému.

Kli¢ova slova
financovani zdravotnictvi, udrzitelnost, generacni Ucty, starnuti obyvatelstva

Introduction

Ageing of the population has become an important topic in developed countries in recent
times. European health care and pension systems based on solidarity are especially vul-
nerable to demographic changes associated with falling fertility rates and increasing life
expectancy. Even though new approaches to the modelling of health care sector expendi-
tures predicting lower increases in ageing-related health care expenditure than previously
assumed have emerged, health care systems will be affected by population ageing.

Modifying a long-term projection approach with some fragments of the generational ac-
counting methodology, we explore the revenue side of public health care systems as well
as the health care expenditure side from the perspective of separate generations. Due to an
increasing dependency ratio, health care systems financed through social contributions and
income-based taxes will be faced with an increasing burden on the working population if
the demand for health care is to be satisfied. In the long term, however, health care expendi-
ture will always tend to equal the revenues of the health care system. In other words, if rev-
enues remain at current levels, some of the demand for health care will not be satisfied.

In order to represent the differences between the various systems of health care financing
we have chosen eight representative countries from all over Europe. These countries are:
Denmark, Estonia, France, Italy, the Netherlands, Switzerland, the United Kingdom and
the Czech Republic.

The plan of this study is as follows. First of all, we briefly discuss economic implications
of the phenomena known as ageing, which reflects most of major changes the study
count with. Thereafter we continue with a detailed description of the long-term projection
technique developed for the study and give the descriptive statistics of the main vari-
ables. The third part then summarises results and conclusion discusses the implications
for policy-makers.

1 Ageing society and its basic economic implications
Ageing of the population may be characterised as a long-term process where the structure

of the population changes due to falling fertility rates or increasing life expectancy or
both, on condition that net migration does not contribute too extensively to reverse the
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process. In such a population the group of elderly, i.e. people usually older than 64 years
or even better those of retired from the economic point of view?, considerably enlarges
and becomes a significant social, economic and political unit.

The "graying" of the population in the developed part of the world is a result of three
factors. First, post-war "baby boom" generation, i.e. generation born between 1946 and
1964, comprising now 25% (Eurostat, 2009) of the European population is approach-
ing retirement age (Chamberlain and Prante, 2007), second, rising living standard and
female labour force participation supported by higher education cause that families
have decided to have fewer children which results in decline of the population growth
rate (Day and Dowrick, 2004).2 And last but not least, higher quality of health care, gen-
erous social systems guaranteeing substantial minimum living standard and environ-
ment without any serious war conflicts or environmental disasters, jointly contribute to
longevity.

Turner et al. (1998) provides a number of main channels the ageing affects the macr-
oeconomics through. First, changes in the labour force are supposed to be most directly
involved by ageing as labour force is expected to shrink and change its structure. Second,
increasing share of older workers could possibly have adverse effects on productivity since
they might be "less dynamic and innovative". On the other hand, the labour shortage
might work as an incentive to technological investments* and findings of new substitutes
to scarce labour. Third, the "life-cycle" hypothesis reflects the influence on private sav-
ing behaviour. However, the effect is ambiguous as it may stem from lower fertility or
greater life expectancy in the ageing process. "Under the life-cycle hypothesis, a rise in
life expectancy would lead individuals to save more during their working years in order to
maintain consumption over a longer retirement period, and so generate higher aggregate
private savings. By contrast, a decline in population growth due to lower fertility would
leave individual savings profiles unchanged, but lead to lower aggregate savings as the
proportion of the low-saving elderly in the population increased..." (Turner et al., 1998,
p. 12). Momentous changes in national savings might further influence flows of goods,
services and capital amongst economies and thus contribute to exchange rate and bal-
ance of payments adjustments. The final channel is a frequent topic in nowadays academic
and policy research studies - the pressure of ageing on public finance, the aspect we
deal with in this study from the public financed and provided health care point of view.
Higher pension and both acute health and long-term care® expenditures, possibly miti-
gated by lower educational costs, represent the main expenditure drivers, which, along
with uncertain revenues, are challenging task for many researchers and policy-makers at
the present time.

2 In demographic perspective, the end of reproduction period of women is taken into account (usually age of
50).
Simultaneous influence of the effects of falling fertility and increasing longevity relates to a "double ageing"
Cutler’s et al. (1990) evidence suggests that countries experience higher productivity growth if the labour
force develops slower.

5 The term health care refers to the acute health and long-term care further in the text.
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The gradually taking place ageing is likely to change demand for goods and services pro-
vided by both private and public sector (Denton and Spencer, 1998). The product and
service structure is probable to be modified, some of them may disappear and others
may have to be developed and introduced entirely new. And even if the effect of some of
them is to appear in one, two or maybe three decades, it would be quite desirable to start
preparing new capacities as soon as possible in order to be ready for different demand (in
product market) and supply (in labour market) in every area of our life.

Ageing has far-reaching consequences associated with each of us. Changes in health and
long-term care might represent only a small fraction, however a significant one.

2 Methodology

First of all we would like to point out that all calculations in the model are based on
demographic and economic projections which more or less predetermine the results. Es-
timates of the future path of variables such as participation and unemployment rates,
labour productivity growth, life expectancy and total fertility rates play an important role
in the correctly calibrated model and its output. One should bear in mind that the results
of such studies are not an accurate forecast of the future. Rather, they present the possible
path stemming from the trend evolution of the projected variables and their mutual rela-
tionships. Furthermore, they are based on a so-called "no-policy-change scenario", which
means that no future corrections and changes e.g. to tax bases, tax rates, transfer policies
or any other policy measures are taken into account.

The basic approach we have used for long-term projections of the economic variables
as well as the expenditures side of the public health care systems is the methodology of
the Ageing Working Group of the European Commission (2008b). However the model is
modified and augmented by the analysis of the revenues side of the healthcare systems
as well as by some features of the generational accounting method.

The projection model is further augmented by some elements of generational accounting,
a method originally developed by Auerbach et al. (1991) designed to evaluate and com-
pare the burdens of current and future generations stemming from recent government
policy. The method provides a very useful tool for public finance sustainability assessment
of the present arrangements. The calculations are thus made for every age and gender co-
hortinstead of approach per each year. Nevertheless, our technique allows us to calculate
the outcomes retrospectively in the other way as well.

The main idea behind the concept of the generational accounting is the fact that every in-
dividual is both a taxpayer and, on the other hand, a transfer beneficiary during his life. In
the life cycle hypothesis®, the various burdens and transfers arising out of the government
sector are age and gender specific. For example, personal income taxes are, in a simplified
way, paid only when an individual is working. Moreover, the amount of tax collected dif-
fers according to the amount of the wage. Young and elderly people are assumed not to
pay these taxes. Alternatively, the higher life expectancy of women implies that old-age

6 Developed by Ando and Modigliani (1963) — see Dybczak (2006), p. 3.
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pensions will be paid to women for a longer time than to men. Nonetheless, the average
old-age pension paid to men is supposed to be higher due to the higher levels of their
previously earned wages. In the health care sector the situation is in many aspects similar.
The retirees paying only consumption taxes are at major risk to a range of illnesses and
health difficulties, whereas people at working age bear the most costs connected with
the health care.

Broadly speaking, "...generational accounts indicate, in present value, what the typical
member of each generation can expect to pay, now and in the future, in net taxes (taxes
paid net of transfers received)" (Auerbach et al., 1994, p. 75). Considering the age depend-
ency, generational accounting takes into account the age profile of an average person,
presenting "...whether the tax and transfer-policy of a selected base-year can be main-
tained into the indefinite future or whether sooner or later adjustments will be necessary
in order to meet the government’s intertemporal budget constraint" (European Commis-
sion, 1999, p. 1).

The following text describes how we have incorporated the generational aspect into the
projection technique, whereas six sections (modules) relating to the diverse projection
subjects are distinguished. The first one is devoted to the core element of all economic
projections — the demography development. The second module explains how to use
demographic projection to determine the future labour market development. Labour pro-
ductivity as well as gross domestic product are subjects of the third and fourth module
together with closer ruminating of constant factors of production shares. And last but
not least two final sections deal with health care expenditure and revenue estimates and
projections.

In this place, it is worth noting that the projection should not be affected by current
economic crisis as it is a long term projection. Values of selected variables will probably
differ from the observed ones also in a short time horizon but the aim of a long term pro-
jection is not to predict future but to point out to possible problems arising from current
trends.

2.1 Demography

The overall "exercise" starts with a demographic projection based on Eurostat’s EuroPop
2008 migration convergence scenario. The projection assumes that the socio-economic
and cultural differences between the EU Member States, Norway and Switzerland will
fade out in the very long run. This assumption implies convergence of demographic
values (see Table 1 for the Eurostat’s assumptions). The migration flows will converge
to zero net migration. The methodology consists essentially of setting the values of
the demographic indicators for the convergence year 2150, i.e. the year in which the
theoretical convergence would be achieved, and of appropriately interpolating from
the starting value for each country and each demographic component (fertility, mortal-
ity). The national values for the year of interest (target year, 2060) are thus derived (in
appendix | “Population pyramids - ‘trees and coffins’ of life” can be found a graphical
description).
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Table 1: Assumptions for the Eurostat’s EuroPop 2008 demographic projection

Country Total fertility rate Lifa Sxpectancy atBirth Migrati.on
Males Females assumptions
Czech Republic 1.52 83.2 87.8 13.0
Denmark 1.85 84.3 88.4 6.5
Estonia 1.66 80.8 87.5 -0.1
France 1.93 85.1 90.1 6.0
Italy 1.55 85.5 90.0 19.9
Netherlands 1.77 84.9 88.9 3.0
United Kingdom 1.84 85.0 88.9 10.1
Switzerland 1.59 85.8 89.9 19.1

Source: Eurostat (2008c).

Additionally in Table 1, it is worth noting that the fertility rates are below the natural
population replacement rates, which are required to maintain population.

Table 2 gives a simple data description where economig, i.e. young and old-age, depend-
ency ratios are displayed. The economic (or total) dependency ratio reflects the decreas-
ing share and ageing of the working-age population. From the current level, ranging be-
tween 40.8% in the Czech Republic to 53.7% in France, the dependency ratio is supposed
to change dramatically. High increases in the Czech Republic (by 47.5 p.p. to 88.4%), Estonia
(by 35.8 p.p. to 82.8%) and Italy (by 33.0 p.p. to 84.9%) anticipate a rising ageing problem
that will have to be faced in the not-too-distant future. All the other countries considered
are confronted with a similar problem, even if some of them rather less so than the others.

Table 2: Economic dependency ratios (in %, p.p., 2008 - 2060)

Country 2oc5|<‘>a-n§:os
Czech Republic 40.8 42.1 53.8 57.0 64.8 79.9 88.4 47.5
Denmark 52.0 53.2 59.3 68.0 74.8 72.4 741 22.1
Estonia 47.0 47.3 56.3 60.1 63.9 75.0 82.8 35.8
France 53.7 54.5 63.2 69.9 76.1 77.6 77.6 23.8
Italy 51.9 524 56.7 64.0 77.8 84.2 84.9 33.0
Netherlands 48.6 49.2 56.3 67.9 76.5 75.1 76.7 28.2
Switzerland 47.0 47.5 52.7 61.9 67.4 69.6 73.3 26.4
United Kingdom 50.8 51.4 57.9 64.5 69.2 72.5 76.5 25.8

Note: The Economic dependency ratio is calculated as the ratio of the number of people aged
0 - 14 and 65 and older to those of working age (15 — 64). Since the Eurostat’s projection is
always dated to the 1st January, annual averages are presented in the table.

Source: Eurostat (2008c). Author’s calculations.
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2.2 Labour market

Demographic projection is then used to calculate the total labour force ( £4, ). Due to ac-
cessibility, we use the European Commission’s age and sex-specific participation rates (de-
fined as the ratio of economically active men/women in a given year to the total number
of men/women of this age):

2 5

EAx = Z Zprr“( - PO t.V,x

s=1 x=15 (1)
where EA4, stands for the total labour force and pr,”* for the age ( X ) and sex ( S ) spe-
cific participation rate in year tand POPf’X is analogously the age ( X)andsex(S) spe-
cific part of the population. For the purposes of further proceedings we had to decompose
the labour force into employment and unemployment.

Several assumptions concerning employment and unemployment had to be made. First,
we hold constant the share of employees and the self-employed over the projection span.
Second, we do not distinguish between part-time and full-time work and all data are
taken for or recalculated to the full-time employment equivalent in the process. Next, we
presume that hours worked and the full-time and part-time ratio do not change. And fi-
nally, the European Commission’s (2008a) NAWRU (Non-Accelerating Wage Rate of Unem-
ployment) values were considered as a proxy for structural unemployment rates (Carone,
2005). Current unemployment rates converge to these structural levels in the medium
term, with the speed of convergence derived from historical trends of unemployment
rates. The past and future estimated NAWRU values (the NAIRU - Non-Accelerating Infla-
tion Rate of Unemployment — was selected for Switzerland, because other data are not
available) can be seen in Table 3.

Table 3: Non-accelerating wage rate of unemployment (in %, 2000-2060)

Country 2000 2005 2008 2010 2015 2020 - 2060
Czech Republic 6.92 7.18 6.18 4.50 4.50 4.50
Denmark 5.17 4.30 3.77 3.25 3.25 3.25
Estonia 10.66 9.14 5.43 3.46 3.46 3.46
France 9.63 9.06 8.64 7.81 7.00 6.20
Italy 9.13 7.91 7.23 5.75 5.75 5.75
Netherlands 3.35 3.31 3.29 3.01 3.01 3.01
Switzerland* 3.27 3.73 3.69 3.69 3.70 3.70
United Kingdom 5.68 5.00 5.66 5.43 5.43 5.43

Note: *) Non-Accelerating Inflation Rate of Unemployment (NAIRU).
Source: For years 2000-2008 European Commission (2008a). For years 2010 - 2060 European
Commission (2008b). OECD (2008a) NAIRU values for Switzerland.
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In order to preserve the NAWRU and NAIRU values over time, the age and sex-specific
unemployment rates were derived as follows (European Commission, 2008b, page 79):

NAWRU, iiE o

$,X x=1 x=15 . 85,X
un,” =—-, UN 5507 (2)

7
S, §,X
Z Zunzom -E4,

x=1 x=15

where Uy s the fixed unemployment rate for age X and sex S in year 2007 and
un;"" is the desirable sex and age-specific unemployment rate in year t.Therefore, the
structure of unemployment in 2007 is kept constant. The age and sex-specific employ-
ment is then easily the product of the sex and age-specific participation, one minus un-

employment rate and the number of persons in the age-sex category:
L =pr’” -(l—unf”‘)-POPf’x . 3)

Total employment ( L[ ) is calculated as the sum of all of the specific employments:

2 75

L=>>L" (4)

s=1 x=15
2.3 Labour productivity and gross domestic product

By multiplying total employment ( L( ) and labour productivity ( P ¢ ), we are able to com-
pute gross domestic product (GDF’t ) in real terms:

GDR =L P . (5)

For simplicity, we adopted the EC’s labour productivity growths summarised in Table 4.
A crucial assumption about labour productivity growth is that in all countries it converges
t0 1.7% in 2050 (see European Commission, 2008b, p. 94). For short and medium-term de-
velopment the GDP growth was decomposed using the Cobb-Douglas production func-
tion with constant returns to scale. The main drivers of labour productivity growth are thus
total factor productivity growth and capital deepening.
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Table 4: Labour productivity growth projection (in %, 2008-2060)

Country 2008 2010 2020 2030 2040 - 2060
Czech Republic 43 3.8 2.9 1.8 1.7
Denmark 1.9 1.9 1.8 1.7 1.7
Estonia 53 4.9 33 2.7 1.7
France 1.6 1.6 1.7 1.7 1.7
Italy 0.6 0.6 1.6 1.7 1.7
Netherlands 1.7 1.7 1.8 1.7 1.7
Switzerland 1.9 1.7 1.8 1.7 1.7
United Kingdom 2.6 2.1 1.8 1.7 1.7

Source: European Commission. Switzerland — Author’s calculation based on similar assumptions.

In other words, GDP growth ( §,) is determined by the growth of total employment and
labour productivity growth, so the model does not assume any changes in the capital-
labour ratio:

oon-tayoon, 2| 1P qon,

t-1 t-1

Moreover, the labour productivity development determines the progression of the aver-
age real wage, which is essential for labour supply income afterwards (see below).

Nominal GDP (GDF’tN ) is then a product of real GDP and the GDP deflator ( def, ), which
converges to the European Central Bank’s inflation target, ensuring "...inflation rates close
to 2% over the medium term" (ECB, 2003):

GDP" =GDP, - (1+ def,). )

2.4 Rationalising constant shares of factors of production

Arising from previous part of this chapter, the constant ratio of production factors per out-
putis considered in the long-term over the projection span. The stable shares assumption
might be verified directly or derived indirectly via theories of growth models. Herein, we
would like to warn of possible deceptive information given by all long-term time series of
indicators as their contents and definitions could have been changing in time.

As far as direct approach is concerned, Kaldor (1963) gives six basic "stylized facts" about

economic growth which also encounter constant shares of labour and physical capital in
national income. Barro and Sala-i-Martin (2003) then provide several other studies indicat-
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ing the factors long-term stability. Gollin (2001) revised the Kaldor’s "fact" and assessed
that "...factor shares give estimates that are remarkably consistent with the claim that fac-
tor shares are approximately constant across time and space...", moreover he suggests "...
to use models that give rise to constant factor shares" (p. 15). As well as Gundlach (2007)
asserts that "...the cross-country data on output per worker can be consistently summa-
rized by a specification that allows for international variation in technology conditional
on a constant capital output ratio" (p. 17). Analogously Bernanke and Gurkaynak (2001)
finds out "...the time series of labour shares by country tend to be quite stable, with no
systematic tendency to rise or fall over time" (p. 26).

Besides, some theories of growth models might support the stable shares hypothesis as
well - either those based on neoclassical Solow growth model, both basic and encom-
passing Harrod-neutral technical change, as well as later Ramsey-Cass-Koopmans model
or Diamond’s overlapping generations model. The convergence to steady state observed
in reality is built in these models. The variables develop at constant rates in the steady
state and do not change the capital-labour ratio. Later theories coping with endogenous
growth of internalised technology could keep the ratio constant in the long-run, however,
there are some theories (e.g. pure "AK model") where the convergence to steady state is
broken and thus the ratio might vary in time.

Empirical verification of the growth models, which should help with selection of the right
model, is quite disputable. Some of them support the claim that the Solow model "...is
consistent with the international evidence if one acknowledges the importance of human
as well as physical capital..." (Mankiw, Romer, Weil, 1992, p. 433), nevertheless Bernanke
and Gurkaynak (2001) nail down that Mankiw’s, Romer’s and Weil’s "...basic estimation
framework is broadly consistent with any growth model that admits a balanced growth
path" (p. 1). Similarly, Gundlach (2007) concedes his empirical results are "...in line with the
Solow model..." (p. 17). Others like Okada (2006) contribute the Solow’s mechanism serves
as a good explanation of convergence amongst developed countries such as OECD but
not when taking into account less developed countries. To the contrary, study of Arnold et
al. (2007) suggests that the "...estimated speed of convergence appears to be too high to
be consistent with the human-capital-augmented version of the Solow model, but rather
support the endogenous growth model..." (p. 21).

Moreover, the verifications of the models with human capital seem to be problematic. Not
only they are tremendously data-consuming, they also often quantify qualitative categories
to specify human capital like level of knowledge, quality of health care, education, social se-
curity environment, etc., substituted by questionable proxies in econometrical estimates.

Thus, analyzing developed countries, considering convergence of the economies and on
reflection of standard long-term projection methodology we have decided to develop
the model on the neoclassical economic framework with constant factor shares. The non-
negligible impact of this choice will be presented in the chapter dedicated to results of
the projection model.

Having described the major macroeconomic prerequisites we can continue with govern-
ment health care expenditures and revenues.
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2.5 Expenditure projection

In order to present different hypothesis about the evolution of the health care costs that
appear in the literature and to show possible ways of development arising from these
hypothesis we have developed four scenarios of health expenditure evolution based on
standard methods used in health care expenditure projection models such as the model
of the European Commission, the model of the OECD or the model of the WB.

The first scenario, called "pure ageing scenario", represents the basic projection method.
The health expenditure projection starts with age-related health care costs profiles for
acute and long-term care of the initial year that are applied to the demographic projec-
tion for future years. The age-related health care cost profiles of the selected countries
expressed in per cent of GDP per capita denote average annual health care expenditure
for five-year categories. For the model these were smoothed to one-year categories. The
average health care costs for an individual of age X and sex S in the initial year 2007 are
multiplied by the number of individuals of age X and sex S in every year of the demo-
graphic projection. The spending in a particular year can be described by the following
equation:

2 110

C, =D oo - POP (8)

s=1 x=0

where 036)87 are the costs per capita for each sex and age that are given by the initial year
of the projection and POPR** stands for the number of individuals in the defined age
and sex categories in year t given by the demographic projection.

Yet the above described method implies the so called "expansion of morbidity" hypothesis
that was first proposed already in 1977 by Grunenberg. According to the hypothesis, the
number of years of life spent in good health will remain constant and all the additional
years gained by increases of life expectancy will be spent in bad health due to chronic
illnesses and other causes. However more optimistic scenarios have been proposed in
the literature latter on. The so called "compression of morbidity" hypothesis, published
only three years later by Fries (1980), states on the contrary that the part of life spent in
bad health will remain constant and the health status of the population will thus improve.
In long term health expenditure projections, the hypothesis is represented by shifts of
the age-related health care costs profiles to the right in line with the growth of the life
expectancy. The medium way between the two hypothesis is the so called "dynamic equi-
librium" according to which the proportion of life lived in bad health will remain constant.
Last but not least, according to the death-related costs hypothesis according to which
the health expenditure is concentrated in last years of life the health expenditure will be
postponed to higher age in line with the growth of the life expectancy (for more details
see Pavlokova, 2009).

In order to represent the above mentioned hypothesis, the second scenario we develop

in the model is the so called "constant health scenario" taking into account the possible
improvements of the health status of the population or the postponement of health care
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costs in line with the death related costs hypothesis. The constant health scenario repre-
sents the dynamic equilibrium hypothesis (i.e. the medium way). The age-related health
care cost profiles are shifted by the change in life expectancy:

$,X __ ~SX-Ag’’
Ci™ = Coor ©)

where Aets'X is the change in life expectancy of a given gender S and age X between
year U and the base year 2007, i.e. A& =" —€3; . The final total costs C, can be
described by the following equation:

2 110
C, =) D.¢*-POR™ (10)
x=0

s=1

The importance of the change in life expectancy is described by Table 5:

Table 5: Life expectancy at birth (in years, 2008-2060)

Diff. between
2060 and 2008

Country

Czech Republic 73.9 80.2 78.1 83.7 83.2 87.8 9.3 7.6
Denmark 76.4 81.0 80.0 84.5 84.3 88.4 7.9 7.4
Estonia 68.0 78.7 74.0 829 80.8 87.5 12.8 8.8
France 77.5 843 81.0 87.0 85.1 90.1 7.6 5.8
Italy 78.5 84.2 81.7 86.9 85.5 90.0 7.0 5.8
Netherlands 77.9 82.2 81.1 85.3 84.9 88.9 7.0 6.7
Switzerland 79.3 84.2 823 86.9 85.8 89.9 6.5 5.7
United Kingdom 77.4 81.5 80.9 85.0 85.0 88.9 7.6 7.4

Source: Eurostat (2008c).

Countries can be divided into three categories according to the projected change in life
expectancy at birth. The group of higher-than-average life expectancies consists of the
Czech Republic and Estonia, values around the average are represented by Denmark,
France, Italy, the Netherlands and the United Kingdom, and life expectancy at birth is
slightly below the average in Switzerland. The numbers fully correspond with the demo-
graphic convergence scenario and the lower initial life expectancy values.

Furthermore, next important driver of health care expenditure, the income elasticity of
health care, cannot be omitted in a health expenditure projection model. The third and
fourth scenario called "pure ageing with elasticity" and "constant health with elasticity"
are an enlargement of the first and second scenario that take into account the income
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elasticity of health care expenditure converging in a linear manner from 1.1 to 1 in line
with the EC reference scenario. The average health and long term care costs for gender
S and age X in year tare computed by multiplying the average costs for the age and
sex category from the previous year by sum of one and the multiple of the elasticity and
the growth of the GDP per capita between the two years:

GDR" /POP,_
' GDPY, /POP_,

S,X __ AS,X
c,” =c/|1+e

where €, represents the income elasticity of 1.1% diminishing linearly to 1.0% in 2060.
The final spending Ct is described by equation 10.

Whether the income elasticity of health care is higher than one ore not has been subject
to large discussion in the literature with ambiguous results. The differences result broadly
from diverse methodological approaches used. We can however observe both in history
and in cross-country comparisons that the part of GDP spent on healthcare grows in line
with GDP per capita. This development can result also from another driver that can be
modelled by the above described methodology - the technological progress. The meas-
urement of the importance of the technological progress for health care expenditure is
however one of the very controversial ones. The importance of the technological progress
is usually measured as the residual in the regression model of total health care expendi-
ture on GDP per capita and an ageing-related variable. The use of the income elasticity
factor in our model with the methodology that is described above can be used as a proxy
for both factors.

2.6 Revenue projection

The financing of the public healthcare systems differ by the mix of taxes in the selected
countries. Broadly, the general government sector tax-to-GDP ratio’ Tt /C:‘-Dl:’tN might
serve as a tool in modelling government revenues. It can be disintegrated into three com-
ponents:

Tt _ WtN 'Lt Kt Ct

= +t +t
GDP" “GDP" “GDP" GDP"

(12)

where T, represents the total amount of tax revenues in year t, GDPtN is gross domes-
tic product in current (t) prices, tL is the average effective tax rate of personal income
tax including social security contributions, W." is the average nominal wage, Lt is total
employment, Kt is the total value of capital, iK is the average effective tax rate on capi-
tal, Ct is total consumption and ¢ is the average effective tax rate on consumption.

7 Tax-to-GDP ratio is the approximation of total government sector revenues.
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The model requires associating the relevant types of taxes with age and gender. As for
government sector revenues affiliated with labour income assigned to every age and sex,
we determined: "1100 Taxes on income, profits and capital gains of individuals" and "2000
Social security contributions"®. The sum of the variety of indirect taxes - "5111 Value added
taxes" and "5121 Excises" — is supposed to be born fully by individuals, which allows res-
toration of their age profile. Table 6 then reveals the total amount of age-related taxes
included in the model.

Table 6: Age related taxes considered in the model (in % of the total tax revenues, 2006)

Taxes on income Social security Value Excises Total
Country of individuals contributions added tax age

related

Czech Republic 11.5 43.9 18.0 10.1 83.5
Denmark 50.0 2.1 20.9 9.8 82.8
Estonia 7.1 40.3 329 121 92.4
France 20.1 37.0 16.4 5.5 79.0
Italy 25.7 29.9 14.9 5.4 75.9
Netherlands 18.9 36.4 18.7 8.6 82.7
Switzerland 35.0 23.6 13.2 5.5 76.9
United Kingdom 29.1 18.6 18.2 8.2 74.0

Note: Four-digit numbers and the revenue categories refer to the OECD international govern-
ment revenue classification.
Source: OECD (2008b). Ministry of Finance of Estonia (2008).

Final determination of the sources of financing needs to find out, what revenues are di-
rectly linked to health care financing. That is why the following few short paragraphs
describe closer the systems of health care financing.

In the Czech Republic, social health insurance is compulsory and the contributions are
paid mostly by employees, employers and the self-employed. The State contributes in
the system on behalf of special groups of non-wage earners, such as children, pension-
ers, parents on maternity leave, the unemployed, asylum seekers etc. Except for the State
contribution on behalf of non-wage earners, the State finances capital investments in
hospitals it manages, in training of medical personal etc. The social security contributions
cover thus only 69.6% of public health care spending.

The public health care system in Denmark is financed through general and municipal
taxes. Health care in the regions, which accounts for most of the health care spending, is
financed by four kinds of subsidies: a block grant from the State (75%), a State activity-
related subsidy (5%), a local basic contribution (10%) and a local activity-related contribu-

8 See OECD Revenue Statistics (2008) for the tax classification.
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tion (5%). The part coming from the State is financed mainly by health contributions that
account for 8% of wage.

In Estonia, the social health insurance contributions are paid by most of the employees
and the self-employed, the State contributes only for less than 3% of the non-wage earn-
ers (individuals on parental leave, the unemployed, people receiving social benefits and
other minor groups). Major groups of non-wage earners (pensioners, children etc.) are
covered by the social health insurance without contributing and without the State con-
tributing for them.

In France, every working person and his/her dependants belong to a health insurance
scheme according to occupation.® The revenues of the health insurance schemes are
raised from social health insurance contributions paid by employees, employers and self-
employed (46% of revenues of the general scheme), from all income including retire-
ment pensions and invalidity and pre-retirement benefits and other replacement income,
investment income and property income (34%), from taxes on car insurance premiums
some alcoholic drinks, tobacco, advertising for pharmaceuticals and medical products etc.
(9%) and from other sources including government contribution (11%).

The main source of finance of the Italian National Health Service is general taxation but
the regions and autonomous provinces are entitled to set the level of regional taxes,
which account for 40% of public health care sector resources. The main regional tax dedi-
cated mostly to health care is the tax on productive activities (IRAP) which is a flat-rate
tax on the value added generated by all types of business and self-employed activities.
The second regional source of income of the Italian National Health Service is a personal
income surcharge.

The Dutch public health care system has two components, the first of which is the statu-
tory health insurance system financed by a mixture of social health insurance contribu-
tions and nominal premiums paid by insurees and the second of which, covering the long
term care, is the AWBZ (defined under the Exceptional Medical Expenses Act) raising funds
purely from social health insurance contributions. The State contributes for the premiums
of children up to the age of 18 in the first component and a grant to the AWBZ.

In Switzerland, two thirds of public health expenditure is financed through mandatory
health insurance purchased on individual basis. The nominal premia differ among funds
and purchased policies and are not income-related. Children benefit from lower nominal
premia. The remaining one-third of public expenditure is financed by cantons from gen-
eral taxation and consists mainly of subsidies to institutional providers (hospitals, nursing
homes).

The National Health Service of the United Kingdom is funded mainly by general taxation
(76%), but also by national insurance contributions (19%) and user charges (5%). National

9 In 2001, 84% of the population belonged to the general scheme (Régime Général) that covers employees
in commerce and in industry and CMU beneficiaries (CMU is a subsidiary system which provides medical
coverage for persons who do not benefit from any other existing medical coverage schemes).
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insurance contributions are paid by employers and employees and are counted as general
government revenue in the National Health Accounts.

The systems based on social health insurance (Czech Republic, Estonia, France, Nether-
lands, Switzerland) use mostly social security contributions to cover the public health
expenditure, however general taxation is often used in these systems to cover the costs
of selected groups of non-wage earners (children, pensioners) or capital investments in
publicly owned health care facilities. In Switzerland and partly in the Netherlands the
nominal premia replace social security contributions based on wages. The systems of Na-
tional Health Service (Denmark, Italy, United Kingdom) raise funds mostly from general
taxation but in some countries special taxes are assigned purely to health care.

Table 7 gives a quick preview of the structure of all considered tax revenues in 2007. The
structure of financing of 2007 as the initial year is preserved over time in the projection.

Table 7: Structure of the government sector sources financing acute and long-term care
(in %, 2007)

Country Sociallsecgrity Nomir!al ) Personal Value add_ed Other tax
contributions premia income tax | taxand excises revenues
Czech Republic 69.6 - 6.2 15.2 8.9
Denmark 0.0 - 51.1 314 17.5
Estonia 823 - 3.8 6.1 7.8
France 93.6 - 2.1 2.2 2.1
Italy 0.1 - 9.6 72.7 17.6
Netherlands 0.0 314 62.0 4.1 2.6
United Kingdom 0.0 - 35.7 324 31.9
Switzerland 0.0 71.4 13.0 7.0 8.6

Source: OECD (2008b), OECD (2008c¢). Author’s calculations.

Now, step further to the modelling of every relevant type of taxes. Computing labour in-
come taxes, the effective tax rates of social contributions and personal income taxes are
applied to the tax base in every following year. The tax base for every age and sex category
is equal to the product of the number of employed persons in every age and sex category
and the modelled average wage in the age and sex category. The average effective tax
rates (Ipr and tgsc ) are at the same time held constant over the projected period.

Torr +Tsse = (Lo +ssc) 'WtN'S'X : Lf'x (13)

The age and sex-specific nominal wage (WtN’S’X) is supposed to grow in line with an av-
erage nominal wage (W[N ) that rises by the percentage change of labour productivity
(P ‘ ) and the GDP deflator (deft ), which for the sake of simplicity is taken as the rate
of growth of the price level:
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W{N,s,x =WtN — (1+ AP t/P t—l)' (1+ dEft )'Wti\ll‘ (14)

Whereas indirect taxes are said to be typically proportional to their tax base (see André
and Girouard, 2005; or European Commission, 2005), personal income taxes are usually
constructed as progressive'?, i.e. the higher the tax base, the higher the rate of the tax
(the so-called marginal tax rate). In such a system of taxation, increasing the average
wage would raise the effective tax rate, which might boost the total tax burden and the
size of the government sector in the economy indefinitely. That is why we assume all ef-
fective tax rates to be constant in the projection, rather than using constant statutory tax
rates. A similar problem arises for gradual tax progressivity (tax brackets) and taxflation,
the process of shifting of all incomes to the upper tax brackets and taxing them at higher
statutory marginal tax rates.

The age distribution of value added tax and excise revenues is calculated from the age
distribution of consumption as defined by COICOP' per adult equivalent. The effective tax
rates for age categories are applied to the demographic projection. The ratio of consump-
tion to GDP is held constant over the projected period.

Other revenues, which are not connected with age or sex, are held constant to GDP over
the projected span and are proportionally allocated to the total population. Thus, we
consider them to be a lump sum proportionally divided per capita:

OR2006 . PO tS’x . GDPIN
GD f)ZI(YO6 P OR GD [-)21(;[06

OR™ = -GDP" (15)

where OR" denotes the age and sex-specific unit of other government sector revenues,
OR,,,, the total value of other revenues in 2006 and GDPZ’(“)06 the nominal gross do-
mestic product in 2006.

In summary, tax incidence is another simplifying assumption, especially with regard to
taxes that cannot be simply assigned to a specific age and gender. Capital income taxes
represent one example. A variety of studies presume that capital income taxes are treated
in the same way as personal income tax (Cardarelli et al., 2000, van Ewijk et al., 2002, Gal

10 A statutory flat tax rate does not necessarily mean that the tax is proportional to its base. Flat taxes are
usually computed as the product of a constant (the statutory tax rate) and the difference between income
(or another tax object) and a stable deductible item (alternatively there is a deduction from the calculated
tax). Thus, deductible items/tax deductions imply progressivity of the flat tax, since the higher the value of
the object of the tax, the higher the relative tax base (see Kim et al., 2006, for details).

11 COICOP stands for Classification of Individual Consumption According to Purpose. The decomposition of
individual consumption and assignation of taxes was made on the basis of the following sources: Deloitte
& Touche (2004), Taxation.ch (2009), European Commission (2007), Eurostat (2008d), OECD (2008b) and
European Commission (2009).
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etal., 2005). In other words, they assume these types of taxes might be divided according
to the nominal wage, thus fully borne by employees. Nonetheless, there are at least three
circumstances which complicate this decision. First, capital taxes may be partly included
in the price of current or old assets; second, the tax payments may differ from the income
on the assets. And third, the view of both the theoretical and empirical literature regarding
tax incidence is not unambiguous.

Now we are prepared to modify the equation No. 12 in order to express age and sex-
related government revenues:

WNsx Lsx 2 110 CSX OR
ZZ(tP[T SSC) GDPN +ZZZIT GDPN GD}%N (16)

s=1 x=15 s=1 x=l

where tp|‘|’ stands for the average effective personal income tax rate, {gqc for the aver-
age effective tax rate of social security contributions (paid by employees, employers and
the self-employed), W NSX for the age ( ) and sex,( S ) specific nominal wage, Lf‘x for
employment broken down by age ( ) and sex ( S ), T for the effective indirect tax rate,
CtS X for age and gender-specific household consumption and finally OR, for all other
revenues.

With respect to the previously derived kinds of taxes, the average effective tax rates were
calculated as the ratio of the tax part used for health care funding and its tax base. In
the case of social security and personal income effective tax rates, the product of total
employment and the average nominal gross wage was applied as the tax base. Effective
consumption tax rates were calculated by dividing the part of value added tax and excise
revenues that serves for health care financing by the final consumption expenditure of
households.

The next section summarises and discusses the results and main findings from the projec-
tion.

3 Results

Recapping expenditure scenarios, we have calculated four different expenditure devel-
opments: conventional pure ageing scenario (no shifts of cost-profiles are considered),
pure ageing scenario enriched by heightened income elasticity of health care (the elas-
ticity gradually declines to 1.0 in 2060 from 1.1 in the base year), constant health sce-
nario taking into account life expectancy change reflecting improvements in health of
the population, and finally constant health scenario with increased health care income
elasticity. The results in the terms of deficits of public finance health care financing are
depicted in Table 8.

The average increase of health care expenditure per GDP equals 36% in the selected
countries. Nevertheless, different health expenditure scenarios change the picture quite
dramatically. Without adjusting a health cost profile, the pure ageing scenario belongs to
the middle pathway of the future health expenditure development in all cases. However
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together with the income elasticity, the scenario seems to be the most powerful expendi-
ture driver, where the elasticity contributes 1% GDP on average in the last projection
year, which is approximately 2.3 percentage points higher than the lowest scenario. Next,
similarly constant health scenario with elasticity assigns itself to the middle of consid-
ered expenditure variants. And there is another interesting point we would like to em-
phasise. Whilst the pure ageing scenario with elasticity and the constant health scenario
extend similarly in all selected countries, the pure ageing scenario without elasticity and
constant health scenario with elasticity develop differently. In almost all countries, with
the exemption of Estonia, the constant health scenario with elasticity exceeds the pure
ageing scenario in the beginning, which sooner or later transcends the former scenario,
as the non-changed health status starts dominating. On the other side of spectrum, the
constant health scenario represents the most modest expenditure development ranging
from 0.4 in the Switzerland, across 1.5 in the Czech Republic, Denmark or Italy, to 3.2 in
the Netherlands.

Constant shares of factors of production discussed in chapter 2.4 coupled with the as-
sumption of equal growth rate of consumption and the GDP implies, under the assump-
tion of constant effective tax rates, constant share of the revenues of the public health
care systems on GDP.

Actually, sources of the public health care systems raised by any kind of personal income
tax or social security contributions are proportional to the volume of wages and salaries
that evolves in line with GDP. Indeed, the GDP growth in the model is the result of the
labour productivity growth (and thus the growth of the real wage) and the total employ-
ment that are the two drivers of the volume of wages and salaries. Constant share of
revenues coming from consumption taxes and excise duties results from the assumption
of constant effective tax rates coupled with constant share of consumption on GDP which
is assumed on the balanced growth path in standard growth models. The deficits of the
public health care systems the evolution of which is expressed in table 8 thus result purely
from higher growth of expenditures than the GDP.

Table 8 reveals the differences in the height of deficits amongst countries. Our projec-
tion estimates suggest that the Netherlands is expected to face the largest pressure
on public finance: from 3.2 to 6.3% deficits in terms of GDP, i.e. more than double in
comparison with other countries. This striking imbalance has its roots in the over-
proportional height of long-term care costs, which are more vulnerable to population
ageing and increase the sensitivity of the Dutch system to economic dependency ra-
tio. Actually, the AWBZ covers not only pure health care but also part of the social care
offered to the elderly that is financed differently in other countries. Slightly above-
average public deficit might be envisaged in Denmark, conversely, below average in
Estonia, Italy, the United Kingdom and also in France, despite of high expenditure-
to-GDP ratios. The quite plausible development in Estonia (a difference amounting
to 1.2% less than average in 2060) is mainly due to lower long-term care expenditure
per capita. The Czech Republic and Switzerland are the two countries with closed-to-
average deficits in the area of public health care, with both revenues and expenditures
lower than usual.
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Table 8: Deficits of the public finance health financing under different expenditure sce-
narios (in % GDP, 2008 - 2060)

Country Expenditure scenario
Czech Rep. Pure Ageing Scenario 0.05 : 0.16 : 0.66 1.30 1.86 230 i 2.69
Pure Ageing Scenario with Elasticity 0.70 :{ 030 | 1.13 | 2.00 | 276 i 332 i 3.79
Constant Health Scenario 003 { 0.08 | 033 { 068 i 099 @ 123 | 147
Constant Health Scenario with Elasticity | 0.08 i 0.22 | 0.77 1.33 1.79 | 212 | 242
Denmark Pure Ageing Scenario 003 | 010 | 0.79 | 1.78 | 244 : 296 : 3.16
Pure Ageing Scenario with Elasticity 0.07 | 022 | 1.18 | 243 | 3.31 399 | 4.25
Constant Health Scenario 0.00 { 0.01 { 033 { 0.95 1.29 152 { 1.50
Constant Health Scenario with Elasticity | 0.04 | 0.12 { 0.70 | 154 { 2.06 @ 241 @ 243
Estonia Pure Ageing Scenario 0.02 : 0.06 : 0.24 : 044 | 0.76 1.03 1.26
Pure Ageing Scenario with Elasticity 0.09 | 024 | 0.71 1.10 1.57 1.94 | 222
Constant Health Scenario 0.00 | 0.02 | 0.06 : 0.11 0.26 | 041 0.55
Constant Health Scenario with Elasticity | 0.07 { 0.20 { 0.50 i 0.73 1.00 1.23 | 1.39
France Pure Ageing Scenario 0.06 : 0.16 : 0.62 1.15 1.75 206 i 2.21
Pure Ageing Scenario with Elasticity 0.09 | 026 | 1.00 | 1.78 i 259 i 3.04 i 3.25
Constant Health Scenario 0.03 { 0.09 | 031 0.59 | 0.96 1.07 | 1.04
Constant Health Scenario with Elasticity i 0.07 i 0.18 | 0.68 : 1.18 1.74 196 @ 1.96
Italy Pure Ageing Scenario 0.05 : 0.15 : 0.59 1.08 1.63 2.10 i 2.25
Pure Ageing Scenario with Elasticity 0.08 : 0.23 : 0.91 1.61 2.32 292 i 3.12
Constant Health Scenario 0.03 | 0.09 | 032 | 059 | 0.94 1.26 : 1.30
Constant Health Scenario with Elasticity | 0.06 i 0.17 | 0.63 1.09 1.58 { 2.00 | 2.07
Netherlands Pure Ageing Scenario 011 { 029 { 1.19 { 257 { 391 493 | 5.1
Pure Ageing Scenario with Elasticity 0.15 { 038 | 1.56 @ 3.21 482 i 6.06 i 6.30
Constant Health Scenario 0.08 | 020 | 0.74 | 1.69 | 259 i 3.26 i 3.22
Constant Health Scenario with Elasticity i 0.12 i 029 | 1.09 | 227 i 3.40 @ 423 @ 422
Switzerland Pure Ageing Scenario 0.05 { 013 | 060 | 1.24 | 2.05 i 257 i 2.84
Pure Ageing Scenario with Elasticity 009 { 024 | 095 : 1.79 | 2.80 | 3.46 | 3.78
Constant Health Scenario 0.02 { 0.06 | 0.29 | 0.66 1.21 149 | 1.55
Constant Health Scenario with Elasticity | 0.06 i 0.16 | 0.62 1.17 1.89 { 228 | 237
United Kingdom : Pure Ageing Scenario 0.04 | 0.10 | 041 0.90 1.45 1.90 | 2.19
Pure Ageing Scenario with Elasticity 0.07 | 020 | 0.76 @ 1.46 i 2.21 279 | 3.14
Constant Health Scenario 0.01 { 0.03 | 008 | 0.28 : 0.61 0.84 | 0.93
Constant Health Scenario with Elasticity i 0.05 i 0.12 i 0.42 : 0.80 1.30 163 | 1.75

Source: Author’s calculations.

Generally, the gap between projected health care sector expenditures and revenues im-
plies, ceteris paribus, important fiscal imbalances. The question rising from the results is
whether society will choose to satisfy the growing demand for health care from public
sources and increase the effective tax rates or whether it will shift the burden onto indi-
viduals or whether the demand for health care will be restricted in some way. The second
two alternatives seem to be inappropriate for the elderly, who cannot increase their effort
to raise their labour income.
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The division of expenditures and revenues between different generations in every year
of the projection (for details in all the selected countries see Annex Il, with a graphical il-
lustration of the development of generational revenues and expenditures covering acute
and long-term health care) shows important differences between who bears the costs and
who benefits from health care sector expenditures. Unlike in pensions, the entitlementin
health care is never precise. The easiest way to cut expenditures in health care might thus
be simply not to provide care. The most sobering finding of the study is the vulnerability
of the large elderly populations to cuts in health care expenditures arising from the pos-
sible unwillingness of young generations to cover the ever increasing health care sector
expenditures.

As for the illustration of the intergenerational burden carried by population, we have
calculated "self-sufficiency index", comparing revenues (in the view of public finance) and
public expenditures covering health care for those older than 65 year old.

In Table 9 one can distinguish four groups of countries. On the one hand Italy and Swit-
zerland show lowest intergenerational solidarity and thus highest self-sufficiency of the
elderly (approximately 33 and 30%). The fact stems from the use of the nominal premia
for financing healthcare in the Switzerland and from high proportion of consumption
taxes used to finance healthcare in Italy. On the other hand we find France, where the
self-sufficiency belongs to smallest in Europe (just above 5%) even if our calculations
estimate a tendency to increase up to 1.8 percentage points. High intergenerational soli-
darity in France results from prevailing financing based on social security contributions
and personal income tax and it may induce future intergenerational imbalances and ten-
sions. Then, the "self-sufficiency index" in the Czech Republic, Denmark, Estonia and the
Netherlands moves predominantly inside of the 10 to 16% interval. And finally the United
Kingdom, a special case, whose index culminates around 21% and lies between the oth-
ers as the National Health Service is financed more or less uniformly by all the main tax
aggregates (see Table 7).

From the point of view of the different systems of financing healthcare we can state, based
on the index, that systems of National Health Service show generally higher self-sufficien-
cy of the elderly. Actually, these systems use more consumption taxes that are paid by all
the population. The public health insurance systems raise revenues mostly from social
security contributions (i.e. contributions based on wages) and they thus reveal higher
intergenerational solidarity. However, as we mentioned above, the division of the sys-
tems is not so simple as the systems of public health insurance may use nominal premia
or partly general taxation as well and on the other hand the systems of National Health
Service are in some countries financed by personal income taxes assigned to healthcare
such as in Denmark.

The indexes seem to fluctuate nearly around a subtly decreasing trend in time, or possibly
around a growing trend in the Czech Republic and France (in Italy and United Kingdom the
constant health scenario indicates increasing direction as well) and there are no important
changes in the indexes such as in the economic dependency ratio. Thus, any considerable
improvement of the old-age sufficiency and decreasing vulnerability of the elderly to the
policy decisions about redistribution might not be expected under the current unchanged
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conditions. The important question that arises now is whether the working population will
be able to cover the healthcare costs of the dependent population if, based on the index,
we do not expect the dependent population to cover more of their costs. The proportion
of the costs of the dependent population that can be covered by the working population
without changes in the effective tax rates is summarised in Table 10.

Table 9: Self-sufficiency index of the elderly people (65+) in financing health care (in %
expenditure, 2008-2060)

Country Expenditure scenario 2008 | 2010 | 2020 | 2030 | 2040 | 2050 | 2060
Czech Rep. Pure Ageing Scenario 104 : 105 12.8 11.7 11.9 12.7 12.2
Pure Ageing Scenario with Elasticity 103 § 103 | 12.0 | 10.7 10.7 114 {109
Constant Health Scenario 104 { 106 | 133 123 128 | 14.1 13.6

Constant Health Scenario with Elasticity 103 § 104 | 125 11.3 1.6 | 126 | 12.1

Denmark Pure Ageing Scenario 162 i 164 : 164 15.8 15.8 14.5 14.6
Pure Ageing Scenario with Elasticity 16.1 i 16.1 157 | 148 14.5 13.2 § 133
Constant Health Scenario 163 { 166 | 174 { 174 { 178 | 168 | 173

Constant Health Scenario with Elasticity 162 i 163 | 16.6 | 16.3 164 | 153 | 157

Estonia Pure Ageing Scenario 128 | 128 9.8 10.1 9.6 9.8 9.5
Pure Ageing Scenario with Elasticity 126 § 123 9.1 9.0 8.4 8.5 8.2
Constant Health Scenario 12.8 { 12.8 i 10.1 10.6 103 10.7 { 10.6

Constant Health Scenario with Elasticity 126 | 124 9.3 9.5 9.1 9.4 9.2

France Pure Ageing Scenario 2.9 3.4 5.1 4.8 4.8 4.4 43
Pure Ageing Scenario with Elasticity 2.9 34 4.9 4.5 4.4 4.0 3.9
Constant Health Scenario 2.9 3.5 5.3 5.1 5.2 4.8 4.7
Constant Health Scenario with Elasticity 2.9 3.4 5.1 4.8 4.8 4.4 43
Italy Pure Ageing Scenario 344 ¢ 341 335 ¢ 334 | 340 | 331 324
Pure Ageing Scenario with Elasticity 343 { 33.8 { 321 313 § 315 § 303 | 296
Constant Health Scenario 345 : 344 ; 346 : 354 | 368 | 363 | 358
Constant Health Scenario with Elasticity 344 | 340 { 332 | 332 i 34.1 332 | 327
Netherlands Pure Ageing Scenario 144 | 145 i 156 i 143 13.1 113 § 107
Pure Ageing Scenario with Elasticity 144 | 143 | 149 { 135 122 ¢ 103 | 104
Constant Health Scenario 145 i 147 | 166 | 160 { 152 i 133 | 137

Constant Health Scenario with Elasticity 144 | 146 i 159 { 150 | 14.0 | 122 | 125

Switzerland Pure Ageing Scenario 31.1 § 311 314 | 31.1 29.2 | 274 | 274
Pure Ageing Scenario with Elasticity 309 { 30.6 i 30.0 | 29.1 269 | 25.1 24.7
Constant Health Scenario 31.2 § 314 32.8 335 32.1 30.9 31.1

Constant Health Scenario with Elasticity 310 { 309 { 313 { 313 { 296 i 282 | 283

United Kingdom : Pure Ageing Scenario 214 § 213 ¢ 21.8 ¢ 213 | 207 19.6 | 20.1
Pure Ageing Scenario with Elasticity 21.3 | 211 20.8 : 19.9 19.1 17.9 | 182
Constant Health Scenario 215§ 216 @ 23.1 235§ 236 i 229 i 240

Constant Health Scenario with Elasticity 214 ¢ 213 | 221 219 | 217 | 208 | 21.8

Source: Author’s calculations.
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Table 10: Proportion of the healthcare costs of the dependent population that the work-
ing population can cover without changes in effective tax rates (in %, 2010-2060)

Country Scenario 2010 (2020 |2030 (2040 |2050 (2060
Czech Rep. Pure Ageing Scenario 76.9 62.3 51.9 42.7 413 40.6
Pure Ageing Scenario with Elasticity 725 52.9 40.8 31.6 31.2 31.2
Constant Health Scenario 774 64.1 54.6 45.8 45.2 44.9
Constant Health Scenario with Elasticity 74.9 60.8 53.0 46.1 45.7 46.0
Denmark Pure Ageing Scenario 71.5 61.3 49.4 44.7 42.0 39.8
Pure Ageing Scenario with Elasticity 69.3 55.9 43.2 38.0 34.8 327
Constant Health Scenario 69.3 55.9 43.2 38.0 34.8 32.7
Constant Health Scenario with Elasticity 71.2 62.7 52.2 48.4 46.8 46.0
Estonia Pure Ageing Scenario 80.8 74.6 68.9 60.9 55.7 55.5
Pure Ageing Scenario with Elasticity 73.8 60.0 51.3 42.8 39.1 40.4
Constant Health Scenario 81.2 76.3 71.9 64.7 60.4 61.2
Constant Health Scenario with Elasticity 75.6 66.7 61.7 56.5 53.2 54.3
France Pure Ageing Scenario 88.6 78.1 71.1 65.2 62.4 61.1
Pure Ageing Scenario with Elasticity 86.6 71.6 62.5 55.8 523 50.8
Constant Health Scenario 89.2 80.4 74.9 69.8 67.7 67.2
Constant Health Scenario with Elasticity 88.2 771 70.8 65.5 63.8 64.2
Italy Pure Ageing Scenario 56.1 46.5 374 31.6 29.1 28.2
Pure Ageing Scenario with Elasticity 54.6 41.6 31.0 254 23.0 22.0
Constant Health Scenario 56.5 47.9 39.4 34.0 31.7 30.9
Constant Health Scenario with Elasticity 55.8 46.2 379 329 31.0 31.0
Netherlands Pure Ageing Scenario 75.4 59.3 46.3 39.4 35.2 349
Pure Ageing Scenario with Elasticity 753 55.8 41.9 34.8 30.4 29.3
Constant Health Scenario 78.1 64.4 52.4 46.1 42.1 416
Constant Health Scenario with Elasticity 77.0 61.6 49.5 43.0 39.2 39.1
Switzerland Pure Ageing Scenario 57.1 47.1 37.8 31.6 28.4 27.1
Pure Ageing Scenario with Elasticity 55.0 41.7 31.7 254 22.2 21.1
Constant Health Scenario 57.6 49.0 40.5 34.6 31.7 30.8
Constant Health Scenario with Elasticity 56.4 46.9 38.7 333 31.1 30.9
United Kingdom : Pure Ageing Scenario 65.7 59.8 52.2 47.1 42.6 40.2
Pure Ageing Scenario with Elasticity 63.9 54.3 45.2 394 34.7 327
Constant Health Scenario 66.5 62.7 56.8 52.7 48.9 47.2
Constant Health Scenario with Elasticity 65.4 59.7 533 48.4 44.8 43.5

Note: The values are calculated as the ratio of the difference of the revenues from the 15-64 years
old and their expenditures and the sum of the expenditures of the 0-14 years old and the 65+.
Source: Author’s calculations.

According to the Table 10, the proportion of healthcare expenditure of the dependent
population that can be covered by the working population without changes in the effective
tax rates will drop dramatically in all of the analysed countries. The phenomenon is in line
with the increasing economic dependency ratio as the demographic projections expect the
drop of the proportion of the economically active population on total population.
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Based on the self-sufficiency index and the values from table 10, we can expect that if the
effective tax rates are not increased the large elderly population will be menaced by im-
portant rationing of the healthcare. Countries with high intergenerational solidarity such
as France or Estonia are especially vulnerable to such a development.

Conclusion

Population ageing as a long-term process seems to be inevitable in the European econo-
mies during next 50 years, at least according to all available demographic projections.
Ageing will have significant impact on the life of current and future generations affecting
the market of goods, services, inputs and financial products. The effects of ageing on long-
term and acute health care with a special focus on intergenerational solidarity have been
the main concern of this paper.

Having built a macroeconomic long-term projection model, we have outlined and com-
puted four expenditure scenarios, which might characterise future health care develop-
ment in the selected eight countries denoting different systems of the health care financ-
ing. Population ageing coupled with increasing expectations of society concerning access
to and quality of health care represent an important driver of health care costs. In order
to satisfy the needs of the population, public health expenditure as a percentage of GDP
would have to grow by 36% on average in the selected countries. The results show that
the expenditures will be mostly boosted (up to 53%) by considering no shifts in cost-
profiles and pondering initially higher elasticity to diminish to unit one, i.e. pure ageing
scenario with elasticity. On the contrary, the restrained expenditure development could
be expected if the constant health scenario projecting the life expectancy change into the
health care costs is the right future expenditure driving force. The expenditure driven by
this scenario may increase by 20%.

Bearing in mind constant tax-to-GDP development in the future, expenditure scenarios
imply noticeable fiscal imbalances. The average deficit necessary to cover health care ex-
penditure in 2060 varies from 1.4 to 3.7% GDP, depending on the selected scenario. How-
ever, in some countries like the Netherlands, the deficit will most likely range from 3.2 to
6.3% GDP, which might be substantial burden for the public finance.

Yet the flip side of the health expenditure is who is going to cover the increasing costs.
Current revenue collection systems differ considerably across the European countries.
Some systems are dominated by intergenerational solidarity (the healthcare expenditure
is financed mostly by the working population) others raise revenues of the public health-
care more equally either from nominal premia or from consumption taxes. In order to
express the intergenerational solidarity of the systems we have developed the so called
"self-sufficiency index". We have found that France is a leading country in solidarity of
financing health care. As well former communist countries like the Czech Republic and
Estonia show lower self-sufficiency index of the elderly. Denmark and the Netherlands
with indices between 14 to 16% also belong to the more "generous" countries. Then the
United Kingdom and in particular Switzerland and Italy have the least vulnerable elderly
people from the studied point of view. The current state of the self-sufficiency is not to
be changed markedly during next 50 years. The question we tried to answer to was thus
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whether the working population will be able to cover the remaining healthcare costs of
the dependent population. The answer to the question, under the assumption of constant
effective tax rates, is however one of the very unfavourable ones in all of the analysed
countries. The proportion of healthcare costs of the dependent population that the work-
ing population could cover after covering their own healthcare will drop on average by
45% by 2060 (from current 74% to 41%).

The imbalance between who bears the costs and who benefits from the health care sys-
tems reveals a possible future risk of health care being denied to the large elderly genera-
tions. Situation may require special attention especially if the elderly people have objec-
tively some difficulties connected with earning additional income to ensure the level of
the health care they need. Decisions regarding this problem are not trivial and request
deep knowledge of the whole social system since the problematic is interconnected with
pension system and system of social network specific for every country.

The obligation of policy-makers is thus to design measures that will ensure accessible
health care for all. Possible measures include policies aiming at higher flexibility of the
labour markets allowing the elderly populations to remain in the labour force and thus
decreasing the negative impact of ageing, adequate settings of the pension systems mo-
tivating to remain in the labour force if possible, support of the savings of households
aimed at financing the long term care when needed and last but not least standardizing
of the provision of healthcare in order to limit the rationing of healthcare for the elderly.
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ANNEX1: Population pyramids - "trees and coffins" of life
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ANNEX 3: Public finance deficits scenarios (in % GDP)
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Reforming Pensions: Principles and Policy
Choices?
Reforma diichodového systému — zdasady
a politicka rozhodnuti

Good morning everybody

It is good, as always, to be back in Prague, and a great pleasure to take part in the award
of the Professor Vencovsky prize. On a personal note, it was twenty years today that | first
flew to this part of the world as a member of a World Bank mission to help to reform social
safety nets, so | share with many of you the twentieth anniversary feeling of this month.

1 The backdrop

Social Europe - problems and perspectives. There is much that we can talk about. | shall
concentrate on an area with which | have been involved for many years — pension reform.
I will start with some background matters, then set out the problems facing Europe and
other countries, then look at different types of pension arrangement that offer poten-
tial solutions to those problems and then, if | have time, offer a few brief concluding
thoughts.

My discussion draws heavily on collaboration with Peter Diamond from MIT (Barr and
Diamond, 2008, 2009, 2010), which grew out of work we did five years ago, advising the
government of China on pension reform, Much of what we wrote then was not used in
our report, so we thought we would turn it into a quick, short book — and failed on both
counts, since it took four years till a rather long book (2008) was published - so long that
Oxford University Press have just published a shorter version (2010). Though, the books
were written before the economic crisis, what they say remains relevant, perhaps even
more relevant in the face of economic problems.

Four objectives of pension systems stand out. For the individual, pensions exist, first, to
provide consumption smoothing, that is, to re-distribute from ones productive middle
years to ones retired self. A second objective is insurance against risk, in the case of pen-
sions, mainly the risk of outliving ones pension savings; thus annuities are part of the
insurance objective. Public policy has additional objectives, including poverty relief, and
in many countries also re-distribution.

With that by way of background, let me talk about five major messages from the book.

1 Thisis alightly edited text of a lecture delivered at the Czech National Bank on 27 November 2009.
2 London School of Economics and Political Science, Houghton Street, London WC2A 2AE; N.Barr@Ise.ac.uk
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IT AIN'T THE BABY BOOM. The first message is that the problems we face in paying for pen-
sions are not caused by the baby boom. The real causes are very long run and very well know
trends. People are living longer, having fewer children, and tending to retire earlier. Those
three factors are much more important than shorter run trends like the baby boom.

Figure 1 shows projected age pyramids in 2050 for three countries. The bottom one is the
United States, which had a baby boom, the top one is China, which had, and still largely
has, a one child policy, and the middle one is India, which has neither. Figure 1 illustrates
that there are aging problems in three very different types of society, showing that the
main drivers are greater life expectancy and declining fertility.

Figure 1: Age pyramids 2050, China, India, USA
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Source: Barr and Diamond, 2008, Figure 1.5.
IT IS NOT A CRISIS. | tell my students that they have as much freedom to express their
personal opinions as | do. But | tell them that there is one exception: if they use the term,

“ageing problem’, they fail. There is not an ageing problem. The great triumph of the twen-
tieth century is that people are living longer healthy lives. This is good news. The problem
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is not that people are living too long, but that they are retiring too soon. Figure 2 shows
data for the United Kingdom. The top bar shows the story of a man who retired in 1950. He
left school at the age of fourteen, worked until the then average retirement age of 67, thus
contributing for 53 years, and then retired with eleven years of remaining life. A man who
retired a few years ago left school at sixteen, contributed for 48 years and retired at the
then average retirement age of 63, at which point he had 20 years of retirement. Thus the
man who retired in 1950 contributed for five years for each year of retirement, the man who
retired in 2004, for only two and a half years. This makes the point that we are living longer,
which is good news, but has the important implication that we need to work longer.

FUNDED PENSIONS ARE NOT A PANACEA. Funded pensions are paid from an accumu-
lated fund built up over a period of years out of the contributions of its members, whereas
pay as you go pensions are paid, usually by the state, out of current tax revenues. The
World Bank has advocated funded private pensions, arguing that they promote economic
growth, increase coverage, and improve old age security. Barr and Diamond (2008) ex-
plain that there are significant errors in the World Bank’s analysis. That is not an argument
against private pensions. If there are journalists here who say, “Barr attacks private pen-
sions” they are mistaken. | am not attacking private pensions. | am attacking claims for
private, funded pensions that do not stand up. The argument in the book is that funded
pensions may be a useful part of a pension system, but that will depend on the economic
circumstances of a country; there are sound economic analytical principles that explain
when private pensions will be helpful and when not. Funded pensions may be part of
a good policy but not always or everywhere.

Figure 2: Working life and retirement

Life course, men retiring in 1950 and 2004

1950 141 53.1 10.8
2004 16.2 47.6 201
0 10 20 30 40 50 60 70 80 90

Education, work and retirement

POLICY SHOULD TAKE ACCOUNT OF THE MULTIPLE OBJECTIVES OF PENSIONS. As
discussed, pensions have multiple objectives: poverty relief, consumption smoothing,
insurance and re-distribution. It is mistaken to be obsessed with one part of the pension
system; sound analysis considers the system as a whole.
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There is no single best pension system. The reason is straightforward. There are differ-
ent objectives, and countries face different constraints, including fiscal constraints and
institutional capacity constraints. The empirical value of behavioural parameters will also
vary, for example the sensitivity of work effort to any increase in taxes, or the sensitivity
of saving to changes in the interest rate. And the shape of the income distribution will
be different in different countries. Thus there is no single best pension system, because
the objectives will differ from country to country and the constraints will differ; and if the
objectives differ and the constraints differ then the optimum will differ.

The point is illustrated in a political context by the following quote.

"Designing a White House staff, like designing an aircraft, involves trade-offs. If you want
speed of decision, you must narrow the number of those involved in the decision - thus
sacrificing breadth of information and depth of debate. If you demand single-minded de-
votion to yourself, you will probably choose people who lack other career options — which
is to say, people who are less than supremely able. If you want to recruit the best and the
brightest, you will have little choice but to end up with people of strong wills, big egos
and intense principles, who may put their beliefs before your interests. The problem of de-
signing an effective political organisation cannot be solved, it can only be finessed." David
Frum, "They stood by their man," Prospect Magazine, I1ssue 148, July 2008, pp. 12 - 13.

2 Social Europe: What are the problems?

I will talk about two problems. One, which | have already mentioned, is how to pay for
pensions; the other is how to make pensions portable internationally as citizens of the EU
work in different countries.

2.1 Paying for pensions

Table 1 gives figures on public pension spending in a range of countries in 2000, and
projected spending in 2030 and 2050. Greece is currently spending around 12.6 % of GDP
on pensions and, if nothing is done, by 2050 will be spending 25% of GDP on pensions,
which is totally unsustainable. Earlier this morning we listened to the Governor of the
National Bank and the Finance Minister, and | recognize that there is a problem paying
for pensions in the Czech Republic; but the good news for the Finance Minister is that
the situation in other countries is even in worse, Greece being a particular case in point.
So paying for pensions is not just a Czech problem but a problem almost across Europe.
One of the few countries that do not have this problem is the United Kingdom, and our
solution is a shameful one, we have solved our pension problems by reducing pensions
so that they no longer adequately fulfil their poverty relief function.

In facing these problems, there are only four ways ahead.
Reduce pension spending by paying a lower monthly pension;
Later retirement on the same pension: this option reduces pension spending not by

reducing living standards in retirement but by reducing the duration of retirement;
e Higher contributions;
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e Increased national output: if national output is higher, there are more resources to
pay for pensions.

Table 1: Current and projected public pension spending, various countries, % of GDP

2000 2030 2050
Denmark 10.5 14.5 13.3
France 12.1 16.0 n. a.
Germany 11.8 15.5 16.9
Greece 12.6 19.6 24.8
Netherlands 7.9 13.1 13.6
Sweden 9.0 11.4 10.7
UK 55 5.2 4.4

Source: UK Pensions Commission (2004, Table D2).

When witnesses appeared before the excellent UK Pensions Commission (2004, 2005), say-
ing “here is the solution’, Adair Turner, the Commission’s Chairman, would say, “Through
which one or more of those four channels does your solution work? If your solution does
not work through at least one, it is not a solution.”These are the only options, and of those
in many ways the most attractive is the last - policies to increase output.

So, what are the policies to increase output? The World Bank argues that funded pensions
will increase savings and hence output. That may or may not be true. It may be true in
some countries, but is not necessarily true. And even if it is true, thatis only one of a range
of ways of increasing output.

In principle there are two ways to raise output: increasing the productivity of each indi-
vidual worker, or increasing the number of workers from each age cohort.

e The way to increase the productivity of each worker is through higher saving, which
leads to more and better capital equipment; another way to raise productivity is
through higher investment in human capital. Thus growth can derive not only from
investment in physical capital but also in human capital, including the human capital
of older workers.

e |tis possible to increase the number of workers from each age cohort through higher
labour force participation at all ages, including higher participation by older workers;
through a higher age of retirement; and by importing labour, either directly through
immigration or indirectly by exporting capital to countries with younger populations.

e  Thus there is a range of ways of paying for pensions and a range of ways of increas-
ing output. My message to government is that all these policies are important for
increasing output and all should be pursued. In many ways the one that is closest to
my heart is investment in human capital. Skills are enormously important to address-
ing the problems of Social Europe.
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2.2 Making pensions portable

Alongside paying for pensions is a parallel problem of making pensions portable. Over the
course of your careers, particularly the younger people in the audience are likely to work in
several EU countries. But national pension systems differ. Some are contributory, like the Unit-
ed Kingdom, France or Germany, others have non-contributory elements like the Netherlands.
Pensions differ in the number of years of contributions necessary to qualify for a full pension.
The pension formula is different in each country. The role of private pensions is very different
in different countries. The problem that causes is that workers who move across countries may
end up with very little pension. | have a colleague at the London School of Economics who
is a good European: he talks about six European languages and his written English is better
then that of most of my English colleagues. He has had an academic career in several Euro-
pean countries and | am exaggerating only slightly, when | say that he has a pension in none,
because he never worked long enough for his pension rights to become vested. The problem
that non-portability of this type causes is the resulting impediment to labour mobility.

Labour mobility matters because it is necessary for efficiency in a modern economyj; it is
possible also to argue that labour mobility is an important element in human rights. If citi-
zens of the Czech Republic are constrained from working in France or Germany because of
pension arrangements, that is a serious problem, and not one with an obvious solution . It
is a question | set for my graduate seminar each year in the hope that one of the students
will have a brilliant idea - so far with no success. But the problem is one to which politi-
cians and policy makers should be paying more attention than they do.

3 What pension arrangements?

Though I have argued that there is no single best pension system, | turn now to four policy
directions that are not perfect for every country but are interesting. Some are new, so that
itisimportant that policy makers in the Czech Republic and other European countries are
aware of them.

3.1 Avoiding elderly poverty

I want to talk first about the idea of a non-contributory basic pension, that is, a tax-fi-
nanced pension paid at a flat rate on the basis of age and residence rather than on the ba-
sis of contributions. The contributory principle assumed that workers would have a long,
stable history of employment, so that coverage would grow. But that has not happened;
and the reason is easy to explain. Social policy in 1950, at the time when contributory sys-
tems were being reinforced after the Second World War, was based on a series of assump-
tions: independent nation states; full-time employment for the whole of a person’s career;
limited international mobility; a stable nuclear family, where people got married, stayed
married, the husband earned the money, and the wife looked after the children; and skills
that would last for a lifetime. None of those assumptions were strictly accurate even in
1950, but they were accurate enough for good social policy.

None of those assumptions are true any longer. Two in particular stand out. First is the
changing nature of work. People’s relationship with the labour market today is much more
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fluid than in 1950. People are not necessarily in full time employment for the whole of
their career; people have full time employment, spells of self employment, spells of part-
time work, and spells outside the labour force. Thus people will have a less complete
record of contributions than in the past; the contributory principle no longer provides
the coverage it once did.

The second major change is that family structures have become more fluid: the associa-
tion between marriage and children is weaker and divorce more common than used to
be the case. Thus basing a woman’s entitlement to pension on a husband’s contributions
is no longer feasible. That approach may or may not have been a good idea in 1950 but at
least it worked; today it no longer works.

Thus the argument for non-contributory pensions is that they strengthen poverty relief.
They can cover everybody; and they can pay a pension high enough to provide genu-
ine poverty alleviation. They also have advantages in terms of gender balance, since it is
typically women who have the most fragmented contributions records. There are other
advantages: the incentives to work effort from a non-contributory pension are better than
those of income tested poverty relief; the benefit is fairly well targeted, because age is
a useful indicator of poverty; and non-contributory pensions can be made internationally
portable more easily than other formulae.

The idea of a non-contributory pension makes Ministers of Labour and Social Policy happy
but cause fear and trembling among Ministers of Finance, who worry about the fiscal
sustainability of such an arrangement. The question is how to have a non-contributory
pension that is affordable. There is a range of instruments for doing so, notably (a) the size
of the monthly pension and (b) the age at which the pension is first paid. If policy makers
wish to pay a non-contributory pension at a rate that makes a genuine contribution to
poverty relief without causing fiscal problems one option is to pay the benefit only from
the age of seventy, lowering the age of eligibility as fiscal capacity increases.

The UK, where workers need over forty years of contributions to get a full basic state
pension, illustrates the problems of coverage. Only 80% of men have a full contributions
record and only 35% of women. This problem is not because of difficulties in collecting
contributions, which the UK does well, but results from the inherent nature of the con-
tributory principle in the context of today’s labour markets and family structures. Thus it
is not surprising that several OECD countries have non-contributory pensions, including
the Netherlands, New Zealand, Australia, Canada and, since 2008, Chile.

3.2 Redefining retirement

A second strategic policy direction is to re-define retirement, in particular, later and more
flexible retirement. Part of the reason is that longer healthy life combined with a constant
or declining retirement age creates obvious problems paying for pensions. The solution is
equally obvious. Pensionable age should rise in a rational way as life expectancy increases.
The original design of pensions in the nineteenth century set a fixed retirement age. If,
instead, they had related retirement age to life expectancy, we would not have a pensions
"crisis" today. The problem of paying for pensions is largely the result of rising life expect-
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ancy with a fixed retirement age. The argument for later retirement is all the stronger
because many people enjoy their work and may not want to retire, not least because jobs
today are generally less physically demanding than in the past.

As well as being later, retirement should be more flexible. When retirement was invented
someone aged 65 was old and infirm, and hindered the productivity of younger workers.
So the purpose was to get rid off unproductive older workers, so it made sense for retire-
ment to be mandatory and complete. Since then, however, people are living longer, and
countries have got richer, so that we can afford to give people a period of leisure at the end
of their working lives. That, however, means that the purpose of retirement has changed,
so that it is right to allow people choice and flexibility over how they move from full time
work to full retirement. Flexible retirement would be good policy even if there were no
problem in paying for pensions.

The United States is in the process of increasing its retirement age from 65 to 67. Norway
already has a retirement age of 67. In the UK, the Pensions Commission handled the poli-
tics superbly, and it has been announced that retirement age will rise from 65 to 66 in
2024, and by another year in 2034. The UK illustrates that it is an error, both in economic
and political terms, to make sudden changes. Because the Pensions Commission avoided
that mistake, its chairman could go on television on the day the report was published
and say: “If you are over fifty, this does not affect you. If you are over forty, you will have
to work an extra year.” So any increase in retirement age should be announced as soon as
possible but should take effect only some significant time in the future. Because the poli-
tics of change were handled well in Britain, it is now politically possible to have a sensible
discussion about retirement age.

3.3 Consumption smoothing: Learning from the USA

A third policy direction is a lesson from the Thrift Savings Plan, a pension plan for federal
civil servants in the United States (www.tsp.gov). The design of the pension draws on les-
sons from the economics of information and from behavioural economics.

LESSONS FROM INFORMATION ECONOMICS. Choice and competition are beneficial
when consumers are well informed. A large part of the transition from communism was to
bring in private markets to create competition and to give consumers choice. That was the
right policy in most areas. But where consumers are badly informed, choice and competi-
tion may not maximize consumer welfare. In the case of pensions, there is considerable
evidence that consumers are extraordinarily badly informed. A survey found that 50 per
cent of Americans did not know the difference between a stock and a bond. That is a very
basic distinction. How can a person choose a private pension provider if he or she does
not know that basic point?®

3 Bonds are financial securities that represent a loan from the buyer of the bond (the bondholder) to the seller.
Bonds normally specify a date on which the bondholder will be repaid (the redemption or maturity date)
and an interest payment stated as a cash payment (dollars, Euros, etc.) per year. Stocks (also called equities
or shares) are financial securities that represent ownership of a fraction of a corporation. A corporation
sells stock as a way of financing its investment and may pay dividends to stockholders. If the corporation
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Secondly, most people do not understand the need to shift from equities to bonds as they
age, if they hold an individual account. In a sad news item on the BBC about a year ago, an
elderly car worker in Detroit said that he had lost 37 per cent of his pension savings in the
previous two weeks. My reaction was -- what crazy pension system would allow a worker
close to retirement still to be in the stock market, rather than having over the years come
out of equities into government bonds.

A third area of imperfect information is that very few people realise the significance of
administrative charges. The only piece of advice | ever give people on pensions is to look
at the administrative charges. If a pension fund has an annual management charge of one
per cent, then over a full working life, a person’s accumulation will be 20 per cent lower
because of that charge than otherwise, and hence the pension 20 per cent smaller.

LESSONS FROM BEHAVIOURAL ECONOMICS. Simple economic theory predicts that
people act rationally, so they will voluntarily save for their old age and, when they retire,
will voluntarily buy an annuity. What actually happens, first, is procrastination. People
delay saving, or do not save, or do not save enough. A second problem is inertia — people
stay where they are. In theory, it should make no difference whether a person has a choice
between opting into a pension system or whether he or she is put in to the system auto-
matically and can choose to opt out. But there is powerful evidence that with automatic
enrolment many more people stay in the pension system. A third problem is immobilisa-
tion. If a person has to make a choice, particularly in an area which he or she does not
understand, the likely result is to do nothing. Thus, for example, a Swedish worker has to
choose a private pension provider from 785 private pension funds; most of them do not
make a choice. Thus there are large conflicts, between what simple economic theory pre-
dicts and what actually happens. And behavioural economics helps to explain why.

Experimental evidence shows that people take a short run view when faced with an im-
mediate decision. The experiment they designed worked as follows: as you came into
the conference this morning, you signed up for your snack for next week’s conference,
choosing between fruit salad, which you know is healthy, or a bar of chocolate. In the
experiment, two thirds of the participants signed up for the fruit salad next week and one
third for chocolate. But as they came in to the hall, there was fruit salad and chocolate, and
two thirds of the participants chose the chocolate. Thus people are rational for the future
but not for the present; but of course when the future arrives, it becomes the present so
participants carry on eating chocolate. We know this from our own lives: the time to start
dieting to lose weight is not today, given work pressures and deadlines. The time to stop
smoking is not now - this is a tense time of year, the weather is bad, you are underslept etc.
So, the time to start dieting or give up smoking is tomorrow, but when tomorrow comes,
there is always some reason to postpone.

Again, we know why we react this way. There have been studies of the brain, asking peo-
ple experimental questions while they are under a CAT scanner. We know that there are

flourishes, the value of its stock rises, resulting in a capital gain to stockholders. If it goes bankrupt, the value
of its stock is based on whatever value remains in the corporation after its creditors have been paid. In short,
stocks represent a title to ownership, in contrast with bonds which are a form of loan.
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different parts of the brain: the mesolimbic is the oldest part, the animal bit, the survival
instinct, this may be the last meal I'll ever eat; the pre-frontal cortex is a much newer part
of the brain; that is the part that is patient and rational; this is rational economic man and
woman. And we know just by looking at ourselves that life is a constant battle between
the two parts. The clinical evidence shows that the mesolimbic system makes short-term
decisions and the pre-frontal cortex longer-term decisions, so it is hard wired into us that
we tend to make short-run decisions that are not compatible with long-run rationality.
These results call into question the simple economic model that predicts that we will be
long-run rational maximisers and save voluntarily for old age.

IMPLICATIONS. What does this tell us about pension design?

Itis useful to make membership mandatory or to use automatic enrolment.

e In sharp contrast with conventional theory, keep choice simple: in the context of
pensions, it is desirable to offer highly constrained choice as a deliberate and welfare
enhancing design feature.

e Design a good default option for people who make no choice; that default option
should include life-cycle profiling, whereby young people’s savings are mainly in the
stock market and, as a person moves towards retirement, his/her assets come out of
the stock market into government bonds.

e Asregardsadministration, it is desirable to decouple account management, the back
office tasks, from the investment decision, and to centralize all record keeping to
keep administrative costs down.

The US Thrift Savings Plan does exactly those things. It was initially voluntary for federal
civil servants but now has automatic enrolment. Workers choose from about five funds: an
equities fund, a government bonds fund, a corporate bonds fund, a global equities fund,
etc.There is centralized account administration to keep costs low, and wholesale manage-
ment of funds in the private sector. This arrangement simplifies the choice for workers,
respecting information constraints, and it keeps administrative costs low. The UK is about
to introduce a system of personal accounts that is very similar.

Thus if policy makers in a country think that having funded individual accounts is a good
idea, the message from the Thrift Savings Plan is that it is possible to have such accounts,
but they do not necessarily have to give individuals a wide range of choice. Given behav-
ioural problems and information problems, choice and competition in this part of the
economy may not be a good idea.

3.4 Consumption smoothing: Learning from Sweden

The Thrift Savings Plan approach is one way of organizing consumption smoothing. An-
other is that adopted in Sweden. The essence of the Swedish system is the idea of no-
tional defined contributions. In such an arrangement you, as Czech citizens, pay social
security contributions to the government. The government uses those contributions this
year mostly to pay for this year’s pensions, so what we are discussing is a pay-as-you-go
system. The government keeps a record of your contributions and it attributes to your no-
tional record each year a notional interest rate, so that when you retire you have a notional
accumulation which is converted into an annuity.
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Thus the pension a person gets bears an exact relationship to his contributions over his
working life. The arrangement has — much in common with individual funded accounts,
but is not fully funded. Such schemes can have a range of advantages. They are simple
from the point of view of the worker, they are centrally administered and so have low
administrative costs. They avoid much of the risk of funded individual accounts, because
they avoid the volatility of capital markets. Indeed, Peter Diamond and | have argued
that in the context of China, individual accounts make a lot of sense, but do not have to
be funded individual accounts; instead, we argued for notional accounts. Countries with
notional defined contribution pensions include Sweden, Poland and Latvia.

Conclusion

Let me repeat: there is no single best pension system. What is optimal will differ across
countries and over time. Pensions systems look different in different countries; this is as it
should be. The system in the Netherlands is different from the system in Canada, which is
different from the system in Chile, which is different from the system in France, and that
is not a problem. But, that said, the four policy directions discussed above are potentially
widely useful.

The range of variation in different countries is wide. Some countries focus mainly on con-
sumption smoothing. Singapore has a state administered provident fund, which is really
a savings scheme, so Singapore gives low weight to poverty relief. Other countries focus
heavily on poverty relief through a non-contributory pension. New Zealand has a gener-
ous non-contributory pension and, till very recently, the consumption smoothing element
was voluntary. Countries like the Netherlands pursue both objectives. The Netherlands
has non-contributory pensions plus funded occupational pensions. Chile had a system
of individually funded accounts with rather limited poverty relief. Policy makers there
recognised the problem, and in 2008 introduced a non-contributory pension alongside
their system of individual funded accounts.

Finally, the “so what” question — why does this matter? Pensions matter for obvious rea-
sons and for less obvious ones. Pensions affect the quality of life of hundreds of millions
of older citizens and, as they look to their future, hundreds of millions of workers. Thus
pensions matter enormously to the quality of people’s lives.

Pensions also matter for national economic performance. Earlier today we heard the Gov-
ernor of the Central Bank and the Minister of Finance worrying about the size of contribu-
tions necessary to finance pensions in the Czech Republic. If taxes and contributions are
too high, they can harm growth rates. So pensions need to be designed so that they do
not harm growth.

My final point is slightly fanciful, but only slightly. China does not yet have a robust pen-
sion system that covers most of the population. If you are a Chinese worker and there is
very little pension and little medical insurance, what are you going to do? You are going to
save like crazy. Economists call this precautionary saving. China is currently saving a stag-
gering 52 per cent of GDP. And what happened to those savings? Answer: they financed
the US trade deficit. So, credit in the United States was cheap. US banks had money to
lend, and lent it; and therein lies one of the roots of the financial crisis that led to the cur-
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rent economic crisis. | am not saying the financial crisis was all the fault of the Chinese for
not having a good pension system. But | am saying that pensions are an important part
of economies, and economies are interconnected within a country and across countries,
so that one of the contributory elements of the current economic crisis is that China does
not have a robust pension system.

So, the bottom line is that pensions matter. They matter for social policy reasons; they
matter for economic reasons; they matter for European integration and labour mobility.
So | am delighted, you have chosen this as the topic of today’s conference and | wish you
well, both for the rest of the conference and for pension reform in the Czech Republic on
what is, as | say, the twentieth anniversary of my first trip to the region.

Thank you very much.
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End to Age of Naivety: Pension Reforms in
Post-Transition Countries
Konec obdobi naivity: penzijni reformy
v post-tranzitivnich zemich

Introduction

This article includes primarily our understanding of how to reform pension systems have
evolved significantly over the past 30 years. "Concepts" that initially evolved in Latin
America traversed the Atlantic Ocean and found their way to new Europe. Here they were
used as a generally prescribed "remedy" for ailments of the newly emerged transition
economies. However, present economic and political situation (partially exacerbated by
the financial and economic crisis 2008 — 2009) shows that these "concepts" might have
been implemented too early on in the transition process. Initial enthusiasm for dramatic
changes and reforms is cooling and we are entering a period of post-transitional disillu-
sionment - “end to age of naivety”. The following article aims at highlighting some of the
new challenges to reformed pension systems and proposes topics for further research and
discussion.The article is based on the presentation that was presented on the Conference
"Social Europe — Problems and Perspectives", organized by University of Finance and Ad-
ministration, Prague at November 27th, 2009.

Basic principles behind pension reforms

Demographic development is generally a key driving factor behind pension reforms
around the world. Following two graphs' show a contrasting demographic structure of
Czech population in 1945 and projection for 2060. This kind of expected demographic
evolution is quite typical for countries in northern hemisphere (but not limited to).

As the number of pensioners relative to the number of workers (system dependency ratio)
increases throughout the world, it is becoming more difficult to keep the prevailing Pay-
As-You-Go (PAYGO) systems alive.

In the PAYGO system workers contribute to a pension fund that is drawn on by current
retirees, with the expectation that their pensions will be paid in turn by tomorrow’s work-
force.

1 Source: Czech Statistic Office, http://www.czso.cz/csu/redakce.nsf/i/stromy_zivota_do_roku_2066
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Graph 1: Demographic Tree, Czech Republic 1945
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Basically we can state that:
p/w = (L/R)*cr,

where: p....cocoviiiiiiiiin, average pension benefit
Wittt einieeeeaae average wage in economy
Lo number of workers paying pension contributions
R, number of pension benefit recipients (retirees)
[ P contribution rate of pay-a-roll paid by workers.

because it applies that:
L/R = (p/w)/cr

There are basically only two choices and their combinations of how to solve the problem
of increasing dependency ratio (1/(L/R)) or (R/L):

Pensions must be cut or

Already high payroll taxes must be increased

The first is probably politically unacceptable; the second would cause further misalloca-
tion in the labor market, increase tax avoidance, and create a disincentive to work and hire.
Hence, other systemic options of reforming existing PAYGO must be considered.

Chile: Pioneer in paradigmatic pension reform

In 1980 Chile was the first country with maturing PAYGO system in place that decided to
switch from PAYGO to fully funded (FF) model of financing its compulsory general social
security scheme. The government-financed PAYGO pension system was replaced with
a new structure: a privately administered, national system of mandatory retirement sav-
ings that guaranteed a minimum pension to all eligible individuals (determined by means
testing).

Instead of paying a social security tax, employees deposit 10 % of their monthly wages in
an individual investment account under their name, at any one of licensed private pension
funds. The money that accrues in the account during the employee’s active career, along
with the returns on the investments made by the pension funds, will be used to cover the
employee’s retirement benefits. As of June 2009 the 5 administrators had approx. 8,5 mil-
lion affiliates and 4,4 million active contributors and were managing assets worth approx.
$100 billion, or more than 70 % of Chile’s GDP. Example of Chile shows that it is possible
to reform a maturing PAYGO system without bankrupting the state and over long-term
significantly increase ratio of private pension savings over GDP.

World Bank endorsement of Chilean-style reform in 1994

A turning point in the development of pension reforms movement came in 1994 with the
publication of World Bank study: Averting the Old Age Crisis: Policies to Protect the Old
and Promote Growth.? This report was the first comprehensive and global examination of
old age security. It identified three main functions of old age financial security:

2 http://wwwwds.worldbank.org/external/default/WDSContentServer/WDSP/IB/1994/09/01/000009265_39
70311123336/Rendered/PDF/multi_page.pdf
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e  Redistribution
e Saving
° Insurance

In addition, the report assessed policy options to be evaluated based on (i) impact on the
ageing population and (ii) impact on the economy as a whole. Key conclusion based on
these criteria suggested that financial security for the old, and economic growth would be
best served if governments relied on a system consisting of three separate parts:

e  Publicly managed system with mandatory participation and a limited goal of reduc-
ing poverty among the old

e  Privately managed mandatory savings system
Voluntary savings system

This report made the global policy approach toward ageing more appealing to a broader
array of countries without forfeiting the key element of privately managed funded ac-
counts. It offered a more flexible advice, rather than a simple advocacy of the Chilean
approach and created room for continuation of the state social security system.

During next two decades more than 20 countries in Latin America and Central and Easter
Europe (mostly since 1998) decided to follow in the tracks of Chile and reformed their gen-
eral pension system. Most of these countries simply followed the three pillar architecture
combining original PAYGO principle in first pillar with newly established mandatory fully
funded second pillar and various structures in voluntary funded third pillar. The following
tables and chart describe the situation in Latin America and CEE.

Graph 3: Number of pension reforms across the world
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Need for pension reform viewed through public finance sustainability

Due to social, economic and most often political reasons, parameterization of pension sys-
tems in most transition economies share similar "ailments". Cangiano, Cotarelli, Cubeddu
(1998)* have summarized these parametric inconsistencies into six main areas of concern:

a)

b)

)

d)

e)

f)

High system dependency ratios - Number of pensioners over number of employed
contributors. This ratio was higher for transition countries when compared to other
more advanced economies. High unemployment rates are likely the key driving fac-
tor behind this imbalance.

Low retirement age — Formally highly "pro-social” policies of pre-transition countries
enabled retirement of worker at ages significantly lower to those in more industrial-
ized countries. On top of this, many countries encouraged early retirement.

High replacement ratios in some countries - Replacement ratio shows proportion
(in percentage) of received pension benefit to income earned prior to pension. In
comparison to average replacement ratio in industrialized countries, many transition
countries pay over-generous pensions that cannot be financially justified.

Exposure to the expected demographic shocks and as a consequence a growing fi-
nancial imbalance — Sharp decline in birth rates and subsequent adverse develop-
ment of demographics tree placed significant strain on financing of existing PAYGO.
High contribution rates and weak link between contributions paid and pension ben-
efits, and resulting limited incentive to compliance — Without significant reform, mix-
ture of above mentioned problems required transition countries to maintain high
contribution rates (form of a social tax) for employed workers. As there was a limited
link (sometimes none) between contributions paid and subsequent entitlement to
pension benefits, a "Catch 22" effect was created. Here workers and employers found
ways of avoiding or minimizing pension contributions, when in turn led to increase
problems for financing of the pension system.

Significant inter-generational and intra-generational inequalities — These relate to
imbalance between paid contributions and pension benefits received for women
(who typically retired earlier) and men, self-employed (incentivized to make a mini-
mal contribution) and regular employees who paid contributions based on this wage.
Furthermore, as overall imbalance in financing of the pension system developed,
new entrants onto the job market could expect to pay higher contribution rates and
receive lower pension benefits than current pensioners.

However, this mixture of above mentioned complex factors can be summarized into a sin-
gle problem facing most transition economies - sustainability of public finance with (de-
sired) welfare and social parameters implicitly included. Sustainability of public finance
related to PAYGO pension system here refers to increasing burden of gap between cur-

3 CANGIANO, M.; COTARELLI, C.; CUBEDDU, L. (1998). Pension Developments and Reform in Transition Econo-

mies, IMF Working Paper, WP/98/151 (Washington: IMF), pp. 18-22.
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rent/future contributions and current/future liabilities that will need to be financed or
even subsidized from state budget - so called "implicit gap”

Reform of transitional pension system and transition costs
Ailments of existing PAYGO systems have led governments to re-think their pension frame-
works. In general, there are three main paths in reforming a pension system:

a) Reform of existing PAYGO system
b) Shift to mandatory fully funded system
c¢) Adopt a combination of the two (a multi-pillar system)

Opting for (b) and (c) in essence eliminates (i.e. reform in Kazakhstan) or reduces scale
of the implicit gap, but shifts value of future costs into current expenditure. In essence
implicit gap transforms into an explicit gap.

“Starting from an unsustainable PAYGO scheme, a pension reform will usually aim at curb-
ing the growth in total government liabilities over time. Thus a pension privatization can
involve a trade-off between reducing total public (implicit plus financial) debt in the long
run, but increasing the riskiness of the composition of liabilities in the short and medium
term as financial debt replaces IDP (implicit pension debt), at least during the transition
period of the reform.” (Cuevas, Gonzales, Lombardo, Marmolejo, 2008)*

Hence, introduction of a funded component as part of the reform creates a fiscal hole in the
PAYGO system.This fiscal hole (a set of transition costs) has to be financed from the available
sources. In general there are five ways in which these transition costs can be covered:

a) Additional income from sources such as privatization can be realized

b) Taxes can be raised for the current generation, either directly on payroll by adding on’
the individual account contributions without reducing contributions to the PAYGO
component, or by increasing other unrelated taxes

c) Current expenditures on pensions or on other expenditure programs can be reduced

d) Debt can be issued, to be paid back in the future either by tax increased or expendi-
ture cuts

e) Efficiency gains of some kind can be sought, for instance through reductions in payroll
tax rates that remove labor-market distortions, or growth in output (GDP growth)

Each method has its pluses and minuses. Tax increases or expenditure cuts can most di-
rectly lead to positive future gains from pension reform but are likely to be politically
unpopular. Issuing debt can postpone the costs of pension reform, but will also postpone
many of its benefits. Issuing debt can also create unintended problems - explicit debt gen-
erally carries a much higher interest rate than the implicit rate of debt carried by PAYGO
promises (market interest rates vs. the rate of growth of the wage fund). Merely swapping
implicit debt for explicit debt therefore often worsens the fiscal stance of government
by increasing interest rates it must pay on its debt. Efficiency gains always are desirable

4 Source: CUEVAS, A.; GONZALEZ, M.; LOMBARDO, D.; LOPEZ-MARMOLEJO, A. (2008). Pension Privatization
and Country Risk, IMF Working Paper, 08/195 (Washington: International Monetary Fund), pp. 4.
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since they give benefit without being at the expense of anyone — however, these can be
hard to achieve.

Sizes of these explicit gaps and forms of their financing occurred in different size in differ-
ent countries. However, main factors related to this variability were mostly similar:

(i) undertaken reform path or scope of reform (single fully funded pillar vs. multi-pillar),
(ii) robustness and accuracy of actuarial models used as basis for scope of the reform,
(iii) willingness to follow-through by subsequent governments (i.e. 13th pension, early
retirement, selective non-standard high pensions, policies that promote evasion from pay-
ing taxes and social contributions), and (iv) reliability of assumed financing sources. Political
and economic approaches toward financing of the explicit gap are closely intertwined with
sustainability of the overall reform — improper mixture coupled with political choices can lead
to introduction of new uncertainties and materialization of risks which can destabilize one or
more elements (or even stakeholders) essential to proper functioning of the reformed pension
system.

Private pension administrators as new stakeholders

Process of implementing a fully funded pension pillar (single or multi-pillar) breaks down
stakeholders into three main categories: (i) citizens - those impacted by pension system re-
form (parameters of PAYGO) and future savers, (ii) government — guarantor and "privatizer"
of public finance, and (iii) private pension administrators — new profit oriented stakehold-
ers. It is imperative to realize that investing into creation of pension administrator has to
make business sense. This is a private-ownership element that has been embedded into
public framework and opportunity cost of required capital has to be lower or at least equal
to that attained elsewhere within financial service industry. Failure to understand this fact
by other stakeholder (mainly governments) can seriously hamper long-term sustainability
of such reform.

Private pension administrators and risk vs. uncertainty
Impact of political and economic choices on pension administrators and hence sustain-
ability of pension reform can be described through concept of "risk and uncertainty".

“It is important to distinguish risk and uncertainty. With risk, the probability distribution
of potential outcomes is known or estimable, with uncertainty it is not. The distinction is
critical, among other reasons, because actuarial insurance can generally cope with risk but
not with uncertainty. Pension schemes face both uncertainty and risk — the future is an
uncertain business, and no pension scheme can give certainty”. (Barr, 2000)°

Being one of the key elements for a successful reform, pension administrators too face
risks and uncertainties. Risks are quantified and projected into business cases and deter-
mine final required rate of return on the business. Uncertainties do not find their way into
quantitative parts of business cases. Incorrectly priced business cases can force a pension
administrator out of the market; however, irresponsible or short-sighted policy choices

5 BARR, N. (2000). Reforming Pensions: Myths, Truths, and Policy Choices, IMF Working Paper, 00/139 (Wash-
ington: International Monetary Fund), p. 5.
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by a government can convert too many uncertainties into risk and force all private play-
ers out.

Case study of Slovakia: Some uncertainties "materialized" into risks

Recent amendments to second pillar legislation in Slovakia and already publicly stated
future intentions of Slovak government in this respect offer a relevant example of how
some uncertainties can be transformed into risks. These can subsequently pose a serious
threat for business sustainability of private pension administrators. Initial second-pillar
(fully funded pillar) pension legislation was passed by Slovak parliament in the beginning
of 2004. Legislation clearly defined attributes of the system as well as rules for private
pension administrators. These legislative rules and attributes were used by future pension
administrators to calculate long term business feasibility. However, following 2006 elec-
tion victory by leftist social democrats, financing of government’s "pro-social" programs
became a top priority. Assets accumulated by private pension administrators turned out
to be too tempting as they were missing in the budget of Social Insurance Company and
had to be financed from other sources (financing of explicit gap). Since then, the govern-
ment proposed and executed several amendments to Slovak pension legislation, which
substantially altered till-then generally accepted rules and attributes, and jeopardized ex-
istence of private administrators on the market. Table 3 below illustrates major proposed
and realized changes, together with their status.

In addition to these changes, government also amended legislation on fund performance
with a guarantee element. In practice this requires a pension administrator to subsidize
negative fund performance from own assets and potential impact is multifold:

a) Amount of assets held by pension funds is so high, that even small negative per-
formance would cause a significant damage to business feasibility of the pension
administrator

b) In order to avoid this new risk, pension administrators invest into very similar con-
servative financial instruments. Hence (i) potential gain for savers is limited (even in
growth funds), and (ii) composition of funds and their performance is very similar,
hence savers have very little choice

c¢) In fact, depending on market conditions, asset appreciation in pension funds will
most likely drop below rate at which PAYGO is indexed (Slovakia uses Swill indexation
of a basket of inflation and average wage growth)

As consumer understanding of pension system in general is quite low, these implications

can form yet another basis for the government to question validity of a fully funded pillar

in Slovakia.

Scenario of reversal from multi-pillar to Defined Contribution is very rare (Argentina is
a recent example), and has not been studied by academia in much depth. Although full
reversal could be the most radical outcome of current challenges to pension systems
in transition countries (and post-transition), case study of Slovakia certainly provides an
example of how it could materialize into reality.

Academic community has to shed more light into topic of reversal to help governments
and other institutions better understand full implications of their policy choice.
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Table 3: Changing parameters of Slovakia 2nd pillar

Management fee

| Description

This fee is deducted from AuM on the monthly
basis. It has been lowered from 0,065 %-0,025 %.
A new fee “success fee” has been introduced, but
itis linked only to positive asset appreciation
and in case of negative result, pension adminis-
trator has to inject own funds into the fund

| NETH

Already part of Slovak legislation
effective as of July 1, 2009

Contribution rate

Percentage of gross monthly salary sent

to a private pension administrator. to this
date this was 9 % of gross salary, but is was
expected to be decreased

To this date, the contribution rate has
not been changed. However, govern-
ment officials hinted at it lowering
following next parliamentary elec-
tions in 2010

Initial fee

This is a 1 % fee deducted from each

saver's monthly contribution. For pension
administrators on Slovak market, this is the
most important fee in the initial post-reform
years before AuM build up

As with the contribution rate,
government has hinted at lowering
of this fee - depending on scale of
decrease, this could have very serious
consequences for 2nd pillar pension
administrators

Change from manda-
tory to voluntary

Under original legislation (2004), second pillar
was voluntary for people who were employed
at the onset of the reform and mandatory for
all new entrants on the job market. Latest legis-
lative changes made 2nd pillar voluntary for all

This is already part of legislation
since 2008

Opening of pillar for
exit by existing savers

2nd pillar has been “opened” for voluntary exit
by existing savers twice in the years 2008-2009

Altogether roughly 170,000 people
left the 2nd pillar (roughly 11 % of
total savers)

Graph 4: General Government Debt in selected EU countries, 2008 and est. 2009
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Challenges ahead: External environment is getting worse

Challenges described in the paragraphs above will likely intensify with time, as the exter-
nal environment will most likely become significantly tougher. We are already observing
how already chronic public finance tensions further deepen due to current financial and
economic crisis.

Stability and Growth Pact punishes countries that have converted part of their implicit
pension debt into explicit fiscal burden - by including this into overall budget deficit. In
other words: the transition costs of the partial shift to funded pensions are not accepted
as an investment in favor of long-term sustainability of public finance. This can effectively
discourage some countries from implementing a systemic pension reform.

Lastly we observe a clear ideological shift from neo-liberal approach toward a more sig-
nificant role of states in economy - socialistic tendencies in all public policies across the
developed world. Such an environment will also be an obstacle for paradigmatic reform
approach in the pension area.

Conclusion - End to ,age of naivety”

Since early 90°s paradigmatic pension reforms were accomplished in more than 20 middle-
developed countries across LA and CEE. Private financial sector took an active role in most of
these cases as a provider of technical know-how, supplying products and services, making
significant investments into the financial services infrastructure, marketing and education of
the public. Today, 10 to 15 years on (at least in CEE), pension providers and investors are ex-
periencing significant frustration with newly materialized politically driven uncertainties and
risks. In very real terms, these threaten sustainability of pension providers and pension reforms
as a whole. Case study of Slovakia clearly illustrates how newly materialized risks damage long
term business feasibility of private pension administrators. It is becoming more and more evi-
dent that many of the emerging transition economies were not sufficiently prepared for such
a kind of radical pension reform. This especially applies to level of institutional development
and quality of state administration and political culture. If pension reforms of the World Bank
model are to be successfully implemented in the future, lessons must be learned from current
developments. One of the key lessons is solid long-term anchoring of reform principles (leg-
islative and technical) into political and economic framework. It is clearly insufficient to intro-
duce a private element (private pension administrators) into public framework through mere
legislative means. Instead future reforms need to be built on at least two pillars — legislative
and contractual. Contractual pillar should be structured like classical Public Private Partnership
project and serve as an insurance against foreseeable political uncertainties. Authors invite the
academic community to build on arguments presented in this article and expand research in
the area of long-term pension reform sustainability.
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Development Trends in Social Security with an
Emphasis on Europe and Czechia
Vyvojové tendence socidalniho zabezpeceni se
zaméienim na Evropu a Cesko

The area of social security represents an intersection point of social, economic, and politi-
cal interests. It has been the case for centuries and the social security will likely get more
complicated and complex in the future. One of the theses hereof is the fact we should aim at
resolving these issues in a comprehensive and systematic manner - preferably in the given
country or uniformly in Europe, on the basis of a model. Easy to say, but hard to do - there
are many strong economic and political interests in the world. Politicians and lobbyists tend
to prefer partial solutions, which are beneficial for their careers. However, everybody will
probably agree with our thesis concerning the need for a comprehensive solution on general
basis, and it is up to us, theoreticians, to come up with the “correct” model solutions.

Europe has given the world the “Bismarck model”and the “Beveridge model”. The significance
of these models lies in the fact they represent comprehensive social security systems, in spite
of the fact the Bismarck model did not represent a solution for the majority of population
at the time it was drawn up. But it had to start somewhere - mainly due to political reasons;
however, financing of the system was critical as well. The Bismarck system has undergone
many changes; however, it is remarkable that the basic frame remained, and the Bismarck
model represents a fundamental social security alternative to this day. Not only is the Bis-
marckian “social insurance” still endorsed by Germany, Austria, and other prominent coun-
tries, following the failure of the communist systems, the model has been reapplied in many
Eastern European countries, e.g. in Slovakia and Poland. Currently, Czechia is “surrounded”
by countries with a social insurance. The social insurance has not won recognition in Czechia,
even though many reforms were implemented, while many reforms have failed for various
reasons. Before we talk about some of them in more detail, we will try to define social insur-
ance as a social security model or method.

In the USA, the social insurance is perceived as a synonym for the government'’s activity
in the social area. We may come across an idea that the insurance provided by the gov-
ernment is marked as a “social insurance’, its purpose being the protection of people from
poverty. In line with this concept, the main American social insurance program is the US
“social security system’, which provides public pensions and health / disability provisions
to the participants of the system (Act). According to this approach, other significant social
insurance programs comprise the pension systems for federal public officials and soldiers,
unemployment insurance, revenue and price support of farmers, and a number of support
programs for war veterans (Tresch, 2008). Such interpretation of the term “social insurance”
is very extensive; however, it is not associated with any specific construction of benefits and
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social insurance premium payments so typical for the Bismarck model. Therefore, the views
of certain American authors, who declared the social insurance to be a wrong income tax
because it is not progressive, are not surprising. It is not useful to study the social insurance
model from American textbooks; American authors are obviously not able to sufficiently free
themselves from the American reality.

Bismarck model

In the European / Bismarckian approach to the social insurance, two equivalent fundamental
principles of the social insurance are applied - the principle of equivalency and the principle
of social solidarity; these two principles are then taken to the totally crucial construction
of the social insurance premium and pecuniary benefits. The social insurance was (and, in
principle, is to this day) primarily intended for employees, i.e. not for all individuals or just
poor individuals. The social insurance is not intended for rich individuals or employees. The
specific classification of employees - fully covered by social insurance and others - is deter-
mined by an earnings ceiling, designated as a multiple of a nationwide average salary. The
social insurance model targets employees below the earnings ceiling; this limit is best set at
the amount between once or twice the nationwide average salary. Higher earnings ceilings
do not make much sense from the model perspective. Originally, the earnings ceiling also
served as the limit for inclusion in the statutory insurance system: the system was mandatory
only for employees with salaries up to a certain amount. Today, however, the earnings ceiling
serves this purpose only sporadically. On the other hand, the economic construction of the
insurance premium and benefits has been intact.

The earnings ceiling is crucial both for the calculation of social insurance premium as well
as for the calculation of pecuniary benefits; the identical limit is applied in both cases. That
is the profound purpose of the social insurance and the equivalency principle. The insured
pays insurance premium from a salary falling below the given earnings ceiling, and his/her
benefits are calculated on the basis of the same earnings, up to the same earnings ceiling. The
basis for my payments is the basis for my benefits. It is simple and fair. (“Fairness” served as
the slogan for an implementation of the social pension insurance in Slovakia.) This principle
may be applied at all points in countries with social insurance, even before a constitutional
court. This was the case in Germany, and the approach was brought to the attention of the
Czech population by the Constitutional Court judge Mrs. E. Wagnerovd, when she consid-
ered it necessary to disavow the “not enough radical” ruling of our Constitutional Court in
respect of the Act on the Public finance stabilization. The judge referred to the fact that the
German Federal Constitutional Court had come to the conclusion that in case an insurance
premium is collected from an employee’s income (it concerned a “Christmas bonus” in the
case under review), it is necessary to include this income in the salary, which is the basis for
the calculation of benefits. The ruling of the German Constitutional Court complies with the
social insurance model; however, it is not conclusive for us, because there is no social insur-
ance system in place in our country.

The social insurance model comprises the sickness insurance branch, which, in its classic
form, also includes health care as an in rem benefit. Originally, the significance of health
care was only subsidiary within the social sickness insurance (especially from the financial
point of view; however, the situation changed dramatically after the Second World War, and
health care became crucial within the original classification of the social insurance (to the
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detriment of pecuniary sickness benefits). This is only partially affected by an introduction of
long guard periods (e.g. 6 weeks) for sickness benefits as the basic pecuniary benefits of the
social sickness insurance — whereas during the first weeks, employees receive benefits from
their employers, i.e. in the form of occupational provision.

Public health care - and thus also in the framework of the social insurance system - is
dominated by the social solidarity principle. This somewhat modifies the whole modern
social insurance model — and ever more so that public health care services in Europe were
expanded to almost the entire population after the Second World War. In terms of social
insurance systems, health care is not longer provided to employees only; it is also provided
to retirees as former employees, to the insureds’ family members (unless they are insured
directly), self-employed, etc. Even the social sickness (health) insurance in Germany has re-
cently been modified in this direction, whereas in this context, it is actually the “last” country
from the group of countries firmly embedded within the social insurance system. However,
it is becoming apparent that it does not have to necessarily prevent the comprehensive
approach to the social security issues; social insurance continues to be the primary pillar
of the system.

The significant application of the equivalency principle means that the (modern) social insur-
ance system is associated with a relatively smaller extent of redistribution than the model
liberal system. We refer to the intra-generation redistribution, whereas we do not consider
the risk sharing within a group of clients typical for any insurance (insurance as such) to be
income redistribution.

We do not have a social insurance

Following our Velvet Revolution, the relevant ministry tried to introduce a social insurance
system; however, it had failed, namely due to the significant liberal bias of the former cabinet.
It is logical - classical and neoclassical liberals tend to prefer the Beveridge model, which
provides universal benefits for the entire population. For the same scholarly political reasons,
other elements of the social insurance model failed in Czechia as well. Today, the term social
insurance is only used as a slang term (abbreviation) for the social security area in our coun-
try, where the “social security insurance premium and contribution for the state employment
policy” apply. It does not apply to “health insurance”; on the other hand, the term “social and
health insurance”is used as slang - this may partly be motivated by the need to express that
our “public health insurance” is not part of the “social insurance”.

From the legal point of view, the factual existence of the social insurance can hardly be
deduced from the mere application of the terms “insurance premium’, “pension insurance’,
and “sickness insurance of employees’, or from the collocation “premium for pension insur-
ance”, etc. Besides, the aforementioned “insurance premium” is just another form of the
state budget revenue. Furthermore, the following legal provision: “The pension insurance
premium shall be maintained within a separate state budget account and reported as a sep-
arate state budget revenue item” does not indicate that we should have a social insurance
system in our country; the aforementioned provision was motivated by political schemes
concerning the public pensions, including the schemes relating to the privatization of the
pensions (in order to cover up the public deficit increase resulting from the privatization).
In spite of this, our Constitutional Court overruled the guard period of 3 days relating to the
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sickness insurance of employees introduced by the Act on the Public finance stabilization,
on the grounds of an alleged infringement upon the right to adequate material security in
case of an incapacity to work, since the obligation to pay insurance premium was not af-
fected. Apparently, the Constitutional Court subconsciously based its deliberations on the
presumption we actually have a social insurance system —i.e. that it is correct to apply the
equivalency principle.

Certain constructions have been preserved within the Czech public pension system, which
remind of the standard social pension insurance system. A pension is calculated from the
personal basis of assessment, which is derived from the insured’s earnings, taking into ac-
count the insured period. However, the personal basis of assessment fully includes the earn-
ings up to the amount corresponding to 45% of the nationwide average salary; in the next
“reduction”band of up to 115% of the nationwide average, only 30% of the earnings are used
for the purpose of the calculation, while only 10% of the earnings are considered within the
last band of up to 400% of the nationwide average salary. Such construction is miles off the
social insurance model.

In addition to the aforementioned, we have a “basic pension assessment’, which resulted
from an integration of the “state compensatory contribution” within the public pension sys-
tem, whereas the “state compensatory contribution” was introduced in 1990 as a general
allowance for all citizens (it is actually a negative head tax), with the aim of partially com-
pensating the negative impacts of the elimination of state subsidies for foodstuff and certain
other products (elimination of the “negative turnover tax” - a rarity within the former system
of centrally controlled retail prices). The “basic pension assessment” is actually a universal
pension, which amounts to 9% of the nationwide average salary this year.

However, the social insurance model is completely different: there is “only” one earnings ceil-
ing, e.g. at the amount of 200% of the nationwide average salary; in such case, the personal
basis of assessment equals to the actual earnings of the insured ranging from 0 to 200% of
the nationwide average. Any earnings of an insured person exceeding the limit of 200% shall
be disregarded. It is plain and simple. This is the real beauty of a social insurance model. The
model provides security to employees proportionally to their earnings, respecting the maxi-
mum salary ceiling. The specific amount of the security is given by political and economic
decisions. It amounted to the subsistence minimum during the days of Bismarck, while today,
it amounts up to 70% of the previous earnings in case of lifelong gainful activity. However,
on a model basis, it may even amount to 100% of preretirement earnings, which is typical
for the “(civil) service model” used in many countries to this day (and also for the European
Union officials).

The characteristics of the existing Czech public pension system and its significant difference
from the social insurance model are also documented by an OECD study. The so-called pro-
gressivity index is used here with a view to assess the extent of application of the equivalency
principle; in case the value of 100% is assigned to a certain country, it means that the given
country uses the Beveridge model - i.e. all citizens receive the same pension, irrespectively of
their previous earnings. On the other hand, in case the value of 0% is assigned to a country, it
means that only the equivalency principle is used for the given country, which is the typical
attribute of a social insurance model (up to the earnings ceiling).
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There are only a few countries with an universal pension as the only element of public pen-
sions. In the aforementioned study, Czechia was assigned index of 69% and it was included
in the group of countries with a “highly progressive” system (the index exceeds 65% — to-
gether with New Zealand and Ireland (both countries were assigned 100%), Australia, Great
Britain and Canada. We are thus in the company of countries with the most liberal system.
In this regard, we are quite unique in the region of Central and Eastern Europe. Slovakia was
assigned the progressivity index of 1%, while Poland and Germany were assigned 3% and
24%, respectively.

The existing construction of pensions in Czechia, which is unambiguously dominated by the
social solidarity principle (over the equivalency principle), results from the partial reforms of
the system in the previous 20 years, including the implemented system of pension valoriza-
tion, which provides a significant room for the government to apply a “sneaking” modifica-
tion of the pension construction, e.g. by promoting the importance of the “basic pension
assessment” of pensions. A major reform of the Czech public pension system has not taken
place, and this is why no model is applied within the basic pension system in our country
(either Bismarck or Beveridge model). Currently, no major pension reform is proposed by any
of the important political parties. This may also be affected by the minimum supply on the
part of Czech theoreticians.

Beveridge model

The Beveridge model with its universal benefits and universal insurance premiums was es-
tablished after the social insurance model. Furthermore, it was not established thanks to
W. Beveridge in Great Britain in 1946 — 1948, but actually a few years earlier, since 1938 in
New Zealand. It is a significantly more liberal concept, with a special construction. The mod-
ern concept of the pure liberal model does not include universal benefits, but only a social
assistance as the (key) social security method. Nevertheless, when the retirement age is high
enough (i.e. 65 - 70 years), it does not make any sense to examine whether persons over
this artificial limit are disabled or not. This is the general concept of pensions, and it is also
valid within the social insurance system at the time of its establishment. Let us suppose that
analogical approach is also practical during the period of incapacity for work / disability of
employees.

When the universal benefits are set below the subsistence minimum, we get the cheapest
“modern”social security system, for the entire population. But why does the Beveridge mod-
el include a general “national insurance premium” paid by employees? It actually concerns
a head tax paid by employees! Why should this tax be paid solely by employees and not by
all individuals or residents? It is incorrect or at least controversial from the system point of
view; a liberal system should include financing of universal benefits (moreover, at the social
minimum amount) as a standard expenditure program, i.e. not by means of insurance pre-
miums or any other specific tax.

However, the Beveridge system was formed the way it was - universal “national insurance”
premium is a mirror image of the universal benefits of the “national insurance”. It makes as
equal sense as when employees and employers share the social insurance premium costs
equally (50:50) - this originated as a political compromise, and many politicians still believe
that this should be a general characteristic of a social insurance system. However, it cannot be
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supported by the economic theory. Besides, insurance premium payments were significantly
simplified in many countries with a social insurance, as only one payer is sufficient.

The Beveridge model also includes a universal health care, organized in the form of one na-
tionwide public network, identified as the National Health Service in Great Britain. The health
service is outside of the “national insurance” scope; however, for some reason, it currently
receives 15% of collected insurance premiums from the system.

It may be important to point out that the term “national” in Great Britain refers to “state” or
“government” rather than to “national” in our (Czech) meaning of the word. It has been the
common practice to translate the term “national insurance” as “narodni pojisténi’, so we will
adhere to this. However, the British national insurance is not a social insurance system. And
on the other hand: the Czechoslovak national insurance (since 1948) was a social insurance
system, the last system of its kind within the territory of Czechia.

It will remain a historical fact that the Czech Cabinet led by V. Klaus practiced the policy of so-
cial expenditure damping in the past decade, which resulted in the social security system we
have today. The social insurance model was rejected; however, for a long time, no model had
been declared as a social reform objective. In terms of health care, there were attempts aimed
at introducing plurality of health insurance companies and their products at first; however,
the system of detailed central control was restored very quickly, namely due to fiscal reasons.
No other system was available. The health care reform was then attempted by the Cabinet
led by M. Topolanek; however, it was the beginning of its end. There were various discussions
about the pension reform, and it is the key contribution of a government committee, and
factually nonparty committee (the so-called Bezdék Committee), which not only prepared
the prognosis of the existing public pension system, but also caused the parliament parties
to specify their ideas on the pension reform. It is not the fault of the Bezdék Committee that
no reform has actually taken place on the basis of its research.

With regard to the Beveridge model, it is interesting that approximately one year prior to the
formation of the Bezdék Committee, V. Klaus declared for an introduction of universal pen-
sions in our country. At that time, he was the Chairman of the Chamber of Deputies and his
party (ODS) was the opposition party, preparing its “flat tax” concept and subsequently the
“flat pension” concept. The pension reform proposal of ODS, targeting universal pensions at
the amount of 20% of a nationwide average salary, was also tested by the Bezdék Committee.
After the election stalemate, ODS - as the new leading government party - did not readdress
the general pension concept, as it settled for parametrical modifications of the existing pub-
lic pension system and only approved the concept of partial privatization of this system just
before the end of its term (vote of no confidence). Today, the concept of universal pensions
is endorsed by P. Mach and his political party, which is ideologically very close to V. Klaus.

Countries, in which the Beveridge model set in, experienced significant development of cor-
porate/occupational provisory care as the second pension pillar. In principle, the following
statement applies: the lower the level of public pensions (e.g. as a result of the Beveridge
model application), the higher the need and room for the development of subsidiary pension
systems. The corporate/occupational provisory care was originally a system based on the
promotion of employees’ “loyalty” to “their” company; employees lost their (pension) ben-
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efits upon leaving the company. The concept of the corporate/occupational provisory care
has totally changed in the past decades, also due to activities of international organizations.
Today, such pension benefits are typically “transferable” to a new employer or to the system
of individual pension security. This is a fundamental conceptual change, which makes the
pension security even more similar to the primary system. In some countries - e.g. in France,
Switzerland, or in the Netherlands - this pension security has actually become part of the
primary system. This is more or less the case in the (few) countries, which (still) maintain
general pensions.

Civil principle

Significant occupational schemes considerably modify the Beveridge system. In respect to
our country, it is interesting that V. Klaus and ODS cabinets always stood out against the occu-
pational schemes. This attitude corresponds to significantly liberal approaches: occupational
schemes are associated with corporatism or collectivism. Furthermore, they also “spoil” the
system of universal pensions, increase corporate expenditures, etc. On these grounds, the
Cabinet of V. Klaus rejected this form of the standard 2nd pillar of the pension provision at the
beginning of the past decade, and came up with a“civil” principle of the supplementary pen-
sion insurance, according to which a government may only support such insurance, which is
concluded by a“citizen”- not by an employee or even an employer. As a result, state subsidies
could also be drawn by retirees...

When applying the“civil” principle, employers may contribute to the supplementary pension
insurance of their employees. Extreme liberals should probably refuse such “contributions”
- however, with a reference to the current monopolization tendencies of the labor market
(abroad), the government restricted certain pension benefits of mineworkers and similar pro-
fessions in 1993-1994, and had to allow the provision of supplementary pension insurance
contributions on the part of employers as a certain form of compensation.

Generally speaking, the “civil” principle is only a marketing support of purely individual insur-
ance; however, it also has a general rational core. Individual insurance policies fit the modern
approach to occupational schemes, which refuses the loss of pension rights when leaving
an employer - it is the simplest arrangement, which, in principle, cannot be legislatively
modified. On the other hand, the legislative arrangement of transferability of pension rights
represents a modification of the basic construction of an insurance (or any other) contract,
entered into by and between an employer and an insurance company (or by an employee if it
does not concern insurance, but it concerns savings or pension promise). From this perspec-
tive, itis possible to explain introduction of personal pensions in Great Britain or the so-called
Riester pensions in Germany. The preference of the 3rd pillar to the 2nd pillar (occupational
schemes) has / may have this logic behind it.

However, in addition to possible legal reasons for the preference of an voluntary individual
insurance to voluntary occupational scheme, it is also necessary to consider the economic
aspect. This specifically concerns the costs of private insurance companies or other pen-
sion providers, associated with the provision of pensions — both in case of the occupational
schemes and in case of individually arranged contracts with individual “citizens”. In general,
it applies that the occupational schemes are considerably less expensive; however, these
deliberations must always be based on the specific conditions in the given country.
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Currently, the situation in Czechia is as follows: the product called supplementary pension
insurance with a state contribution (it is a contribution-defined pension plan) has such high
administrative costs that on long-term basis, it generates zero real revenues to clients and
zero dividends to shareholders of the providers. At the same time, itis a product used by the
majority of economically active population — and the reason is the high state support, which
is not included in the aforementioned real revenues. This product actually has the highest
state contributions in comparison with all other countries of the world. The high subsidies
significantly deform the whole savings market. At the same time, the supplementary pen-
sion insurance with a state contribution has successful competition - the so-called buildings
savings, a system, which only has a common name with building or housing. Both products
represent blatant unfairness and market deformation, which would, for example in Germany,
be remedied by the Constitutional Court — by annulling state contributions of both products.
The most absurd fact is; however, that the “right” liberal would not provide state support to
any product, let alone a financial product.

Therefore, we have a basic public pension (and not only pension) system, which is close to
the Beveridge universal pension, and we also have a system of personal pensions with the
highest subsidies in the world. It almost seems we would like to provide a maximum support
to private pensions. At the same time, virtually nobody takes out personal pensions from this
system, because clients have a capital option (to take advantage of a “one-off settlement”
instead of a pension). The so-called Pension Directive of the EU, which regulates “institutions
providing occupational retirement provision” with a view to create common market and to
decrease the administrative costs, does not have any practical significance in our country
- because occupational pension products do not receive any state support in Czechia. How-
ever, these institutions could bring pensions with lower administrative costs in comparison
to those of the Czech so-called pension funds, which are - from the economic point of view
—just specialized life insurance companies, not respecting the EU legislation on life insurance
and life insurance companies.

Universalism of health care

Today, the Beveridge model is basically a historical model, as it is only used in a significantly
modified form, and in just a few developed countries. From the contemporary perspective,
its most important component is the public health care system. A question is; however, to
what extent the universal health care fits within the system of universal benefits. After all,
there is a considerable difference between universal pensions at 15-25% of the nationwide
average salary and health care, which was defined as a free health care for all citizens, which
is to be the best and most modern health care (British White Paper of 1944). One way or
another, the model of state (national) health care has survived and it is currently used in
a number of countries - e.g. Great Britain, Sweden, Denmark ... and, in principle, in Czechia
as well. The primary concept of our detailed central control of health care is close to the state
health care system.

The public health care represents a very specific component of the social security. While
the public pensions, for example, “only” concern money to a certain extent, health care also
concerns services provided by doctors and medical facilities as well as medicines and other
goods and services. Not only insurance companies (or other providers of financial servic-
es), but also doctors, pharmacists, hospitals, etc. have their interest and significant room to
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enforce them. The basic fact is the ever accelerating development of medical options and
medicines. The potential of health care is always ahead of the budgetary restrictions on the
part of the government, population, and other entities. In this regard, we talk about “medical
inflation” - and the spread is higher and higher, and this otherwise positive development of
health care potential will definitely continue.

One of the key consequences induced by the medical inflation and longer lifespan consists
in the universalism of health care. While it was virtually implied in the past that (universal)
health care should be provided to each individual to full extent and quality (“complete health
care for everyone”), today, the system is dominated by “new universalism”, according to which
it is possible to provide only the basic care to everyone. In other words: in case health care is
to be for everyone, it is not possible to provide all the services.

It is possible that we are going back, in a new form, to the “two-pillar” provision of health
care — with the fact that all people or the majority of population may not“reach”the 2nd pillar
care. Otherwise, however, the situation is comparable with other components of the social
security — in respect of the pension security, for example, not everybody reaches the 2nd or
even 3rd pillar, if only due to different preferences. It is possible to object that lives are at
stake in case of health care; however, this has always been a case and, after all, some people
have always had better position. During the times of leading role of the communist party,
the party / government officials (some on the district level, too) had their SANOPZ - special
health care system. Today, everybody can theoretically buy not only health care outside of
the public health insurance system, but they can also pay extra for special or preferential
health care in certain hospitals and other medical facilities. The offer also includes - outside
of any insurance system - products of the so-called occupational preventive care, which
receive tax benefits from the government.

However, the new universalism principally represents a new perspective in providing health
care - it is not just the fact that “chosen ones” have always been advantaged. In principle,
the quantity of the new health care supply has changed into new quality. At the same time,
health care - similarly as other components of social security, public economics, and public
expenditures — must be subject to regular analysis in respect of its relevant costs and ben-
efits, and it is necessary to seek more effective solutions. At the same time, new information
systems allow not only higher standards of client care, but also higher level of information
provided to clients as well as more options and higher level of consumer protection. All this
also brings new perspectives with regard to the status of health care participants, and new
preferences. And it does not concern solely lives and health - it also concerns money. At
the same time, the classic social security models are being modified, with completely new
models being formed.

The new universalism has not been reflected to the relevant legislation yet, especially to
constitutional laws. This also applies to Czechia, where the Charter of Fundamental Rights
and Basic Freedoms (which is part of the constitutional regulation) states the following: “On
the basis of public insurance, citizens are entitled to free health care and medical aids, under
the statutory terms and conditions.” The term free health care creates problems for the con-
struction of the health care financing systems, and it forces authors of the reforms to bypass
this provision.
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Private insurance opt-out

At the beginning of 1980's, a new security model is being formed in Chile, which is char-
acteristic by the fundamental emphasis on the mandatory private security. The pension
/ health provision reforms were part of the economic and social policy practiced by the
Chilean military junta assisted by the “Chicago boys”. The Chilean reform of the pension
and health security was not motivated by the demographic developments in Chile, as the
development was actually quite positive. The basic principle was a radical and complex
privatization and maximum room for the market and competition. In 1981, the transforma-
tion of the social insurance system to the mandatory private pension insurance took place
in the form of an opt-out — with the fact that the government provided all participants, who
converted to the new system, with a bulk of insurance premium corresponding to the insur-
ance premium paid to that date. Approximately 25% of existing insureds took advantage
of the opt-out in the first month alone. The resulting budgetary deficit was financed by
government loans, temporary taxation of salaries, privatization of state-owned enterprises,
and previous surpluses of the state budget. Today, approximately 95% of employees take
part in the system.

The Chilean system contains a number of motivational elements, e.g. after generating certain
amount of funds on an individual account (enabling a pension at 50% of an individual’s sal-
ary), there is no obligation to pay insurance premiums any more, and after reaching another,
higher limit (with a pension at 70% of an individual’s salary) it is possible to withdraw the sur-
plus funds. Individual accounts are maintained by specialized private pension funds, which
compete with each other and are subject to strict state regulation. Old-age security may be
realized by purchasing pensions from a private insurance company, by withdrawing funds
from an individual’s pension fund account (programmed withdrawals), or by combining the
two methods. The pension funds purchase disability and survivor insurance (as group in-
surance) from private insurance companies, charging the relevant fees to the participants
(insurance premiums). The pension funds also charge a separate account administration fee
to their clients, as a percentage of earnings.

In Chile, an insurance premium in the amount of 10% of earnings is intended for old-age
security, and it is paid by the insured from his/her gross salary. Clients may also use this
basic system in the form of a supplementary insurance - they may pay higher old-age pen-
sion insurance premium with the fact that this insurance premium is subject to the same tax
mode as the mandatory pension insurance up to the amount of further 10% of gross salary.
The supplementary insurance thus receives government tax support. Pensions are subject
to an income tax.

The significant difference from the principally liberal Beveridge model as well as from the
modern liberal social support model is apparent from the characteristics of the Chilean sys-
tem of mandatory private pension insurance. Generally, employees receive pension security
at the level approximately corresponding to what is customary in social insurance systems.
In Chile, employees were promised that by saving 10% of their salaries — with a conservative
4% annual valuation - they will receive pensions at 70% of their salaries upon retiring, pro-
vided they would work throughout their life. At the same time, the specific amount of funds
accumulated in pension funds significantly depends on the achieved return of resources
allocated to individual funds.
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The pension security has the nature of the product called funded (or financial) defined con-
tribution pension scheme, or FDC in short. Investment risks are fully borne by clients with the
fact that the government guarantees the minimum pension payout as well as 75% of claims
exceeding this minimum.

J. Pifera, labeled as the “architect of the social security privatization” (he acted as the Chilean
minister of labor and social security in 1978-1980), states in his paper of 2004 that:

e  Average real annual return on the personal accounts of pension funds from inception
are 10%j;

e  Pension funds accumulated resources equivalent to 70% of GDP, and these savings
helped finance economic growth and spurred the development of liquid long-term
domestic capital market;

e  Pension reform contributed to doubling of the growth rate of the Chilean economy from
1985 to 1997 (from the historic 3 percent to 7.2 percent a year);

e  Personal accounts have become the “third rail” of Chilean politics.

The critics of the Chilean pension reform point out the following deficiencies (Leiva 2005):

High transformation costs and high public debt;

Weak effective coverage of employees;

High operational costs and management fees;

High level of volatility and misleading rates of return;
Discrimination against poor employees and namely women.

In 1981, Chile also introduced opt-out in the public health insurance - into the private insur-
ance system. This private security is also operated by specialized private (health) insurance
companies. The product offer comprises standard health insurance products with individu-
alization according to (individual) risks and with the creation of technical reserves. Only the
rich and healthy took advantage of the opt-out. In 1997, this form of insurance covered ap-
proximately 25% of the population, and only 15% used the opt-out in 2008.

The government does not regulate this private health insurance in any significant manner,
and the insured may return from the private system to the public system. Due to the public
system deficit caused by the departure of the best risks, the public system insurance pre-
mium increased significantly — from 4% to 7% of incomes. In 2005, the basic health care pack-
age was defined, which must also be provided by the private health insurance companies.
In 2008, approximately 8% of the population lacked any form of insurance coverage. Europe
would view the Chilean system of public and private health insurance as socially unfair and,
as such, politically unbearable.

Mandatory private pension savings

In 1994, the World Bank published its research report on the old-age security, which signifi-
cantly affected pension reforms of many countries. In principle, it is based on the Chilean
public pension reform, whereas it is aimed at promoting some other pension products and
systems, too. The basic ideological frame is basically identical with the pension reform in
Chile. It emphasizes macro- and microeconomic effects and influence of pension systems.
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The research report contains a number of partial analyses, which are to document the need
for a major reform.

The 1994 research report of the World Bank significantly richened the pension theory and
policy. Instead of public pensions and public sector, it offers, as a priority, mandatory private
pensions and the regulation of private pension funds and other financial institutions. The
offer does not apply to the World Bank as such (pension insurance of its employees), but to
governments throughout the world, to which the World Bank provides advice and loans,
which are usually subject to the execution of recommended reforms. The overall neoliberal
approach to pensions represents analogy to approach to other areas with significant barriers
for the free market system (e.g. the energy sector). All this is presented knowing that there are
different conditions in different countries, and alternatives can therefore be considered.

While the social insurance model is built on two equivalently important basic principles -
the equivalency principle and the social solidarity principle, the fundamental theoretical
scheme of the 1994 World Bank report separates the two principles in two systems labeled
as pillars:

e  “Mandatory private pillar” is marked as the second pillar, and it operates exclusively
under the equivalency principle - identified in the report as the “savings function”;
e  “Public pillar”is identified as the first pillar, with the “redistribution function”.

According to the 1994 World Bank concept, the mandatory private pillar may be realized in
two alternative forms: in the form of personal saving accounts and occupational plans; both
alternatives require “rigorous regulation”. Personal saving accounts take precedence - with
the exception of countries with existing extensive and functional occupational schemes.

According to this concept, the public pillar may be executed in any of the following forms:
general social assistance system, guarantee of minimum pension within the second pillar (as
is the case in Chile), or in the form of universal pensions or pensions depending on employ-
ment duration only. On general level, this pillar is also assigned other “insurance functions”:
it should “coinsure” for the case of long-term low investment revenues, recession, inflation,
and private market failures. The report does not contain any detailed specification of how to
execute this“insurance function” of risks, which are uninsurable in the private sector. It can be
interpreted that the government has to insure its citizens against the private pillar failure.

The role of the public pillar within the 1994 World Bank concept is significantly sidetracked,
even though this pillar is identified as the first pillar. The existence of a general social assist-
ance system, which is intended for the socially needy irrespectively of their age, is implied in
all developed countries. In principle, the guaranteed minimum pension from the mandatory
private insurance (or savings) system is part of an extensively defined social assistance sys-
tem —and itis not necessary to discuss it separately. Therefore, we are left with the universal
pensions, which are the core of the Beveridge model, and which are mainly provided in the
World Bank concept as concession to the countries, which use these pensions.

The 1994 World Bank concept also envisages a third, voluntary private pillar. There is nothing
specific on this matter.
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Itis also worth noting the thesis that the “insurance function” should be ensured by all three
pillars - justified by the fact that “an extensive diversification is the best alternative to insur-
ance against the very unsecure world”. It can be seen as a starting point for the theory and
policy of pillar diversification (with the motto “security through diversity”).

The key question of each pension system is assessment of specific amounts of pensions for
individual clients and their valorization. The World Bank report only discusses these issues
in one of its appendices (Issue Brief 10). Due to the known problems of private pension mar-
kets as such (predictability of longevity risk, inflation protection) and under the preference
of the FDC system (volatility of returns, especially in the preretirement period), the issue is
very difficult to resolve, even from the perspective of the World Bank; this is apparent in the
statement that pension markets (sale of pensions) must be strictly regulated, as well as in
the deliberation, whether these pensions should be mandatory at all - i.e. whether clients
should be forced to buy their pensions. The final sentence of the appendix states that the
best solution could be the combination of public pensions and private pensions (annuities);
furthermore, retirees should be able to choose from annuities and other alternative benefits
in case the given minimum is exceeded. The private pension security could thus end with
public pensions. This explains the emphasis on the “savings function” in characterizing the
mandatory private pillar as savings — and not as (pension) insurance. The model enforced by
the World Bank at the end of the last century may be characterized, above all, as a mandatory
private pension savings model, with following public or private pensions.

The macroeconomic dimension of the 1994 World Bank model is based on the presumption
that the private pension insurance will lead to an increase in savings within an economy; the
increased savings will induce growth of productive investments, which will be reflected in
the (additional) economic growth. This dimension of the model is so crucial within the World
Bank approach that it has been reflected in the title of the publication; the subtitle empha-
sizes (in bold) that it is about policies to protect the old and promote growth.

The World Bank report is characteristic by the boundless confidence in the effectiveness of
the private sector in respect of old-age security, as it is immune to political interventions on
the part of governments. At the same time, it envisages strong government regulation - as
if the regulation is immune to political interventions and activities of lobbyists or relevant
financial groups - private pension fund owners. The regulation also directly determines the
maximum rates of fees, which would be deducted from the clients’ individual accounts.

One of the principal hypotheses of the mandatory private savings model is that the model
will, on long-term basis, generate significantly higher valuation of clients’ assets in com-
parison to those, which would be accrued by governments or social pension insurance
institution. Together with the considerably higher administrative costs of the competitive
private system, it means that the returns from the financial allocation of private funds’
resources must be significantly higher than the revenues from government bonds. This
is generally only possible with a significantly higher risk. In this situation, the volatility of
financial revenues becomes crucial, as it also affects the overall value of individual pension
funds’portfolios and, consequently, the amount of paid out one-off benefits of the pension
funds as well as the following pensions. This is no “pocket change”, but tens of percent in
pensions.
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The mandatory private pension savings model is based on a number of hypotheses, the le-
gitimacy of which cannot be proven; in general, it is neither possible to prove the opposite.
Similarly as in other cases, it is possible to find evidence or“proof” of everything in the world.
This evidencing method is used quite frequently in the reviewed World Bank report. Finally,
we should underline the question, whether the volatility of benefits is acceptable within the
basic social security. | personally believe that it is not; generally speaking, it is the key issue
of pension policy. Furthermore, we should probably recall that even the authors of the report
are not sure, whether to allocate the payment of pensions from the basic pension security
system to the private sector.

The mandatory private pension savings model leaves aside the security of disabled and sur-
vivors, which means, in fact, that it envisages a public social security system.

10 myths, diversification theory, and great circle of the World Bank

At the time of publication of the World Bank report (1994), pension reforms were carried
out in line with the Chilean example, more or less, in a number of other South American
countries. The World Bank recommended the reforms based on its scenario to the countries
of the former Soviet Bloc. This was the case in a number of countries, with a different level
of the private sector involvement. When enforcing pension reforms in individual countries,
the World Bank proceeded with more caution that could have resulted from the preceding
presentation of the mandatory private pension savings model. The main reason consisted
in high transformation costs associated with a conversion to the funded system - in this
regard, the World Bank had to, willy-nilly, behave responsibly to certain extent; impact on
the public finance, which would be induced by the single-shot privatization of public pen-
sions according to the Chilean example, could not be endured by any European economy. It
is also remarkable that the European Commission officially tolerates (ignores) public budget
deficits induced by the pension system privatization when calculating deficit for the purpose
of compliance with the Maastricht criteria.

In the course of the theoretical justification of the public budget deficits caused by the pri-
vatization of the social old-age security, its protagonists used the theory on implicit public
pension debt. This implicit debt is a theoretical, artificial construction, which should express
the volume of pension claims that should be met by the government in the future - subject
to existing legislation. The implicit public pension debt construction is aimed at emphasizing
that the government is actually strongly indebted - with the fact that existing pension claims
are not “backed” by the existence of actuarial provisions created in line with the actuarial
principles of the private pension insurance.

Many authors, who write about social reforms, do not know that the original Bismarck model
worked with actuarial provisions similarly or identically as the private insurance does. In
practice, these provisions (and not only these reserves) were literally destroyed by wars and
hyperinflations. Following such events, the provisions were recreated. (The creation of these
provisions in our country was last envisaged by Act on the national insurance of 1948; how-
ever, this approach was abolished at the beginning of the 1950’s, because the creation of
provisions did not make any sense under the new political-economic system.) Following the
Second World War, pensions were significantly increased, together with the higher lifespan
and lower retirement age, etc., which multiplied the need for actuarial provisions — even to
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the extent these funds would play a major role on the capital market. For these reasons, the
relevant countries (with a social insurance system) abandoned the funded system, which was
originally assumed from the private insurance.

In general, itis possible to say that the social pension insurance system need not create provi-
sions in the same manner the private insurance does. However, it may be (it is) meaningful
to create these funds within social insurance system in order to deal with the fluctuations
in pension payments and other benefits. However, such funds are incomparably lower than
the standard actuarial provisions, which are generated for the reason of redeeming clients in
case of a sudden termination of a private (life) insurance company'’s activities. This risk does
not exist within a social insurance system, provided we abstract from wars and other similar
events. This is why the concept of implicit public pension debit is “solely”a concept, which is
to facilitate the position of privatizers of the social security system. It is actually a “dirty trick
of academicians”.

The mandatory private pension savings model, included in the 1994 World Bank research
report and enforced by the WB in the course of its activities, stirred up various reactions.
A number of national economists and journalists adopted the model and even improved it
further. In our country, the then biggest supporters of the model included the trio of young
macroeconomists O. Schneider, V. Kreidl and T. Jelinek. In their articles and presentations,
they finalized the model in all aspects, concluding that-“mandatory private pillar” shall be
the pillar no. 1, which is absolutely correct from the model perspective. Furthermore, they
simulated the profitability of this model.

The model mainly provoked negative reactions of organizations engaged in social security,
including the International Labor Organization.

A paper by P. R. Orszag and J. E. Stiglitz at the 1999 World Bank conference in Washington
represented a significant reaction to the 1994 World Bank report. The conference theme
was “New ideas about old age security’, and the paper of the above mentioned authors had
a concise title: “Rethinking pension reform: ten myths about social security systems”. Simply
said, the paper generally dishonored the “World Bank model”, specifically its basic, mandatory
private pillar, and - with its provocative presentation - significantly affected further analyses
and pension policies as a whole. We should recall that Professor Stiglitz is, inter alia, a recipi-
ent of the Nobel Memorial Prize in Economic Sciences (2001) and the former Vice President
of the World Bank. P. R. Orszag is currently a member of President Obama’s administration.
The above mentioned 10 myths relate to the research report of 1994; myths are classified in
three groups: to macroeconomic, microeconomic, and political economic. Researchers, and
subsequently politicians, could not ignore this paper - in case they were seriously dealing
with the issue of pension system privatization after 1999.

In the following years, changes can be seen in the standpoints of the World Bank, which
was clearing out its positions. The need for a “multi-pillar” is being stressed more and more,
together with the effectiveness of (even a temporary) existence of a significant public pillar.
This “evolution”resulted in the new World Bank report titled Old Age Income Support in the
21st Century: An International Perspective on Pension Systems and Reform, which was pub-
lished in 2005 and prepared by a team led by R. Holzmann and R. Hinz. This report is free of
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downright one-sided views of the private pension markets functioning and their regulation.
It takes into account experiences with the enforcement of the mandatory private pension
savings model. Instead of this mono-pillar model, the report formulates a “multi-pillar model’,
consisting of (on general level) 5 pillars:

0. Non-contributory “zero pillar”is intended to do away with poverty - i.e. in principle, it
has a social assistance or low universal benefit character (“demogrant” or “social pen-
sion”);

1. Mandatory “first pillar” should replace some portion of the lifetime pre-retirement in-
come - it should be financed from earnings-related contributions, and it should typi-
cally be a pay-as-you-go system;

2. Mandatory “second pillar” typically represents an individual savings account (defined
contribution plan), with a wide set of options relating to the product design, with ben-
efits linked with risks resulting from the private asset management, high transaction
and administrative costs, and also with the longevity risks, provided that benefit in the
form of annuity is requested;

3. Voluntary “third pillar’, which is customized to individual needs of clients, and which
may be in different forms - e.g. individual old-age, disability or death savings, occupa-
tional schemes; therefore, it is aimed at compensating the rigidity within the design of
other pillars;

4. Non-financial “fourth pillar” comprises access to informal support (e.g. family support)
or other formal social programs (e.g. health care and/or housing) and other individual
financial and non-financial assets (such as home ownership or reverse mortgages).

The aforementioned sophisticated formulations have been taken over from the World Bank
Pension Reform Primer and they are based on precise formulations, which should be suitable
for various situations prevailing in individual countries, to which the World Bank provides
assistance. Should we simplify the interpretation to European conditions, we could say the
basis of this new concept is:

e  Mandatory public pillar (e.g. in the form of social insurance); and
e  Mandatory private pillar (identically with the 1994 concept).

At the same time, it is not said which of the pillars is the primary one — both are important,
crucial. The significant difference from the 1994 model consists in the fact that the “basic”
public pillar is in play again. The former first pillar became the “zero” pillar. The third and the
fourth pillars represent supplementary pillars, which need not be addressed.

With some effort, this “multi-pillar model” may be regarded as a concept justifying the mix
of public pensions and mandatory private pensions; according to this approach, both types
of pensions have their pros and cons — and the optimum solution is to “combine” them in
line with the specific conditions of the country in question. This is the theoretical basis for
the pension reforms carried out in Poland and Slovakia; in Slovakia, they combined the
two types in the rate of 1:1 (insurance premiums of 9% x 9%), while the combination rate
amounted to 5:3 in Poland - all under the motto of Security through Diversity. However,
some of the formulations of leaders of the World Bank team, which prepared the 2005 con-
cept, signal that the basis of a modern pension system is a mandatory public pillar, and if
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a country wants to privatize its public pension system, the World Bank would be happy
to provide its advice, so that the local politicians avoid associated problems as much as
possible. Naturally, this approach represents a major reversal - negation of the revolution-
ary ideas of the Chicago Boys, included in the 1994 concept. The key national economy
maneuver included in the concept, generally promising an economic miracle as the product
of public pension system privatization, is not discussed in the new concept. On the other
hand, it is not possible to play down the microeconomic effects of various construction ele-
ments of individual products and pillars, they have their meaning and place in each modern
deliberation on pension systems.

In conclusion of deliberations on models enforced by the World Bank, it is also possible to
point out two different alternatives of the private pillar: In the original alternative (let us say
Chilean alternative), clients are obliged to conclude a contract with one of the licensed, spe-
cialized pension funds. In this alternative, pension funds compete for clients, and the relevant
financial groups also use their client databases to offer their other products.

The second alternative, which was applied in Sweden, for example, consists in the fact that
a client selects (maximally) one of the more or less risky products, and based on this selec-
tion, the relevant public authority allocates assets to its selected investment companies -
the reason being considerably lower administrative and management costs (fees). Generally
speaking, this alternative is far less interesting for the private sector.

With regard to the supporters of the theory on the major national economic maneuvre as-
sociated with the public pension privatization, it is possible to draw up another (third) invest-
ment variant (alternative): not only will this alternative do without the collection of insurance
premiums and the whole pension savings agenda on the level of individual pension funds (as
the second alternative), but it will also get by the link of the state-invested financial funds to
the existing (any) pension system. A government shall take a bulk of money from the state
budget and remits it to a selected financial group (or groups) to allocate it on financial mar-
kets — it will reach significant returns for the state budget. The government may even borrow
money for this financial maneuvre - after all, it would have to borrow substantial funds in
case of a privatization. If we do this on the necessary scale, it will not be necessary to even
pay taxes in time; instead, we will borrow money (cheaply) and invest the borrowed money
(with higher revenues) in private investment funds. Naturally, this is an attempted joke; nev-
ertheless, the public pension privatizations are similarly profitable maneuvre: governments
will borrow money so that it could invest the borrowed money in private funds.

Modern social pension insurance: NDC

At the end of the last century, a new alternative of the social insurance model (in the area of
old-age pensions) was formed in Sweden, Latvia, Italy, and Poland. It is the NDC system, which
originally was the abbreviation of the term notional DC (DC = defined-contribution), which;
however, more and more refers to non-financial DC, i.e. non-financial defined-contribution
system. In this system, old-age pensions are calculated from the individual account balance,
using the standard actuarial appliances (pension for single premium). The insured’s individ-
ual account is credited with the insurance premiums by the insureda (or his/her employer).
The insurance premium shall be assessed in the same manner as in the “standard” social
insurance model - i.e. on the basis of income, up to an earnings ceiling. Unlike the private
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pension insurance, the NDC system does not create any actuarial provisions — hence the
adjective non-financial or notional.

The key contribution of the NDC system is its flexibility in respect of the demographic devel-
opment, automatic reaction to population aging — without the need of political interventions
in the form of amendments to various acts. Similarly as any other public / private pension
system, even the NDC system is notimmune to political interventions. The flexibility, simplic-
ity, and transparency of the whole system are also important.

The standard social insurance model is a the so-called defined-benefit system (DB), contain-
ing “strict” old-age threshold and “strict” condition of minimum insured period (which has
been extended throughout the long-term existence of the social insurance, thus becoming
more and more important); upon the fulfillment of the defined criteria, a person was entitled
to a pension on the basis of the following formula: “personal basis of assessment” multiplied
by the number of insured years and ratio assessing each year of insurance period. This was
(later) completed with various surcharges and bonuses for late / early retirement. All these
parameters could be modified in practice, on the basis of volitional deliberations. This is how
the social pension insurance system originated. We may also recall that old-age pensions
were originally a special form of disability pensions (where it was not necessary to check the
disability). Today, old-age pensions dominate the pension systems from the perspective of
expenditures.

Last but not least, it is important that contribution-defined systems have only arisen and
developed (within the private personal insurance) in the past decades. The key motivation
for the formation of defined contribution (DC) systems was the reduction of actuarial risk,
i.e. transfer of the (whole) investment risk to clients of private insurance companies. This has
also led to higher dynamics of the private personal insurance throughout the world. New
branches of life insurance are being formed on the basis of clients’individual accounts - such
as universal life insurance and variable universal life / unit-linked insurance. The defined-
contribution product, which is commonly offered by pension funds in the USA, is actually
a universal or unit-linked insurance, narrowed down to savings (investments) within an in-
dividual account. It is actually a bank / investment product, which may be offered as an
insurance coverage (e.g. in our country). | point out that the defined-contribution insurance
schemes in the USA normally end with a one-off payment of the accumulated funds; a pen-
sion is not part of these products.

Naturally, the NDC system did not originate to transfer investment risks to clients. However, it
is a mechanism, which can more easily react to demographic changes, i.e. it concerns a trans-
fer of the demographic risk (longevity risk) to clients. This possible use of the NDC system is
very important from the practical point of view; however, the construction of the system is
neutral. The system may be used under any demographic conditions.

In principle, the NDC system may be set up in such manner that it is not necessary to change
its parameters in medium-term horizon. However, it requires superior preparation of a pen-
sion reform; it is not possible to have a government proposal, which is subsequently signifi-
cantly (as for parameters) modified by the parliament, as was the case in Czechia in mid-
1990’s.
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Even though the NDC system is fairly young and its qualities are still to be tested in practice,
the World Bank held a conference in 2003 on the Swedish island Sandhamm, dedicated to the
potential application of the NDC system within the European Union. On the basis of papers
presented at the conference, and upon the completion by other written materials, the World
Bank released an extensive publication in 2006 (edited by R. Holzmann and E. Palmer) on
pension reforms in the EU, in which it recommends that the EU focuses on the three-pillar
system, with an NDC system at the core, supplemented with private pensions and social
pensions. Such system would meet “all generic and EU-specific demands on a Pan-European
pension system, including the room for national preferences” (R. Holzmann). Efforts at the
all-European system (EU) are meaningful in respect to the continuing economic integration
of the EU; it should replace the not so effective “open coordination method” used in other
areas of activities within the EU.

The“social pensions”are included in the “social pillar”. In the Holzmann’s concept, this pillar is
not a mere “zero pillar” (as within the multi-pillar model of the World Bank). This pillar, which
currently comprises all “noncontributory” pensions in the form of general social assistance
system or special social assistance system for elderly, or in the form of an universal pension
(demogrant), should be more important within the Pan-European model than it is today, in
average. The reason for this is the relation to the basic NDC system, which is to be built sig-
nificantly on the equivalency principle. The institute of minimum pensions and other similar
instruments should be moved from the primary pillar (newly NDC) to the social pillar.

Private pensions are also very important within the Pan-European model, generally compa-
rable with the social pillar. Therefore, R. Holzmann characterizes this pillar as the “second or
third” pillar of the system. It requires that the basic system (NDC) does not provide generous
compensations, in order to ensure “consumption smoothing” in excess of the NDC benefits,
and also to promote flexibility upon retirement, risk diversification, and support of mobility
within the EU. For these rather general reasons, he prefers private pensions to supplementary
insurance within the NDC. (Holzmann, Palmer 2006)

Four member states of the EU have already implemented the NDC system (find the year of
act adoption / year of effectiveness in parenthesis):

° Sweden (1994/1999)
e Italy and Latvia (1995/1996)
° Poland (1998/1999)

At the same time, Italy and Sweden are implementing the NDC system gradually, for several
decades. On the other hand, Latvia implemented the system immediately for all the insureds.
According to R. Holzmann, only the Latvian method is suitable — in order to ensure the work-
force mobility, which is the primary goal of the proposed Pan-European reform. Germany,
France (and Slovakia - JV) have the so-called point social insurance system, which is close to
the NDC system; this means that a conversion to the NDC system would be simple in these
countries.

The NDC model, completed with social and private pensions, represents a suitable model
for Czechia and the EU.
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Mandatory private health insurance

In the area of health security/insurance models, the World Bank engaged significantly less
that in the area of pension systems. Besides, the Chilean health insurance reform was not
suitable for export. In addition to this, it would first be necessary to advise (from the model
perspective) the government of the USA, where a market model is in force and it is not pos-
sible to apply the universal care standard, which is typical for other developed countries.
Health care expenditure in relation to GDP in the USA are increasing faster than in other
countries, this relation is double compared to other developed countries, whereas approxi-
mately one half of the expenditure is allocated to federal health care programs for poor and
elderly. Approximately 46 million Americans do not have any insurance and further millions
of Americans are underinsured.

Even though the domestic (US) health security problems are crucial, some ideas from the USA
have been exported to Europe, specifically to the Netherlands and partially also to Czechia.
An extensive health care reform has taken place in the Netherlands since 2006, inspired by
the theory and reform proposals of the American professor A. Enthoven, which were, how-
ever, intended for the USA and not for the Netherlands. A. Enthoven calls his system as the
managed competition system. It is a mandatory private insurance system, with very strong
government regulation, including significant social elements. In the Netherlands, the system
tends to be characterized as a private insurance with public guarantees or as a hybrid system
(a combination of the social and private insurance).

The standard private health or sickness insurance has its characteristic construction elements
derived from the equivalency principle and its implementation within the market environ-
ment. Prior to concluding an insurance policy, a private insurance company shall assess the
client’s health, trying to reflect the ascertained facts in the amount of insurance premium.
A contract is simply not concluded at all in case of bad risk. In order to diversify risks and
increase insurability, individual contracts and whole stocks are subject to reinsurance. Insur-
ance contracts are concluded for a limited period of time, i.e. not from a birth till death. Under
market conditions (USA), hundreds of thousands of products are offered by thousands of
dealers. Most insured Americans are insured through their employers —i.e. only in the course
of their employment.

On product basis, the mandatory private health insurance in the Netherlands significantly
differs from a “standard” private health insurance (similarly as for other mandatory private
insurance covers - e.g. “third party liability insurance”; this is common). In principle, it ap-
plies that a product is the same as it is / would be within a social insurance. In order to make
this possible, everything necessary must be included in the relevant acts or agreed in line
with statutory rules. However, insurance policies are arranged in line with private law, and
insurance companies represent (special type) private insurance companies; they may also be
established as nonprofit organizations.

Any differentiation of insurance premium according to risk (age, gender, health) is forbid-
den in respect of the Dutch mandatory private health insurance, and private health insur-
ance companies must enter into an insurance policy with any (eligible) applicant. Insurance
companies do not create fundamental actuarial provisions, i.e. “aging provisions” within the
private health insurance. Had they created such provisions (within the constant insurance
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premium system), these funds would, overall, be higher than in the pension insurance - this
could be an impulse for the supporters of the mandatory private pension savings model:
calculate the implicit public health debt and propose the creation of provisions, which health
insurance companies would allocate on the capital markets — resulting, in line with their
theories, in economic growth.

In the Netherlands, economically speaking, the government actually purchases (majority of)
health insurance for its citizens from specialized private insurance companies; the insurance
companies are selected by people. An insurance company will receive a (capitation) pay-
ment for each insured person, differentiated by age and gender as well as by approximately
30 major diseases (which the clients suffered from during the preceding period). Extremely
expensive care is detached as a separate “pillar’, which has the nature of social insurance. On
model basis, an insurance company receives a payment from the Central health fund in the
form of risk premium insurance. The “redistribution of insurance premiums”works similarly in
Czechia. The revenue of the Central fund comprises “earnings-related insurance premiums’,
paid as a percentage from income (up to an earnings ceiling); employers pay 50% of the
insurance premiums on behalf of their employees (since 2007).

Another important component of the system is the “nominal insurance premium’, which is
determined by the health insurance company in respect of its clients. This nominal insurance
premium is paid to the insurance company by its insureds with the exception of the state
insureds (children up to the age of 18) — the government pays the insurance premium on
behalf of such persons. The “nominal insurance premium”is determined as a fixed amount
ranging from approximately EUR 1000 — 1400 per year. It is possible to get a group discount
(mainly discounts for employees) of up to 10%. The persons in need are entitled to a state
contribution to the nominal insurance premium; approximately 40% of all insureds receive
this state contribution. In respect of adults, the“nominal insurance premium” covers approxi-
mately 50% of costs of the relevant health care (on an average). The basic health care package
included in the mandatory private health insurance is identical for all; however, it was pos-
sible to negotiate a deductible of EUR 100 - 500. The deductible has been mandatory since
2008 (min. EUR 155 per year), with the fact that it does not apply to minors up to the age of
18 as well as to some forms of health care. In 2006 - 2007, it was possible to arrange a no-
claims bonus in the amount of up to EUR 255. The purpose of these constructions as well as
the whole system of the “nominal insurance premium” s for clients to take into account the
health care costs. The overall level of deductibles is considered to be low; the administrative
costs (including profit margin) of insurance companies amount to approximately 5% of the
insurance premium (Leu, 2009).

The Dutch “nominal insurance premium” represents an average private insurance premium
for all clients of the relevant private insurance company. In respect of standard private insur-
ance coverage, insurance premiums are differentiated on the basis of risk and not income
(as is the case for social insurance). No insurance premium should exist in the model of state
health care provision, which dominates in Czechia - it is a public expenditure program, fi-
nanced from taxes — similarly as other public expenditure programs.

The Dutch health care financing model may be characterized, as for insurance premiums, as
the system of average, universal insurance premium, which covers one half of the relevant
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health care; the other half of the health care is covered by the government in the form of
subsidies depending on age, gender, and health of individual private insurance companies’
clients. Globally speaking, the government subsidizes the mandatory private health insur-
ance to the extent of 50%. The other insurance premium - the so-called earnings-related in-
surance premium - is not systematic, because it is an income tax; this tax should be combined
with the general income tax. From the perspective of a model, it does not make any sense for
a government to levy special/separate income tax for financing of the health care (50%).

The main purpose of the “nominal insurance premium” may be for clients to at least par-
tially realize high health care costs. From this price (“nominal insurance premium”), insurance
companies grant discounts for (higher than obligatoty) deductibles. It is easy to image the
existence of such constructions within the social insurance system or state health security
system. The question is, however, the effectiveness of such instruments, including expended
administrative costs. However, it is not necessary to privatize health insurance companies for
these constructions alone.

In the Netherlands, approximately 1.5% of the population (240 000 people) lack any form
of insurance — majority being immigrants and their children (even though the state pay the
insurance premium for children). Sanctions apply to uninsured persons, which exceed the
amount of the nominal insurance premium (by 30%). Further 1.5% of people arrange an
insurance policy, but they do not pay any insurance premium. Insurance companies may get
rid of these insureds.

Since 2006, there has been a rapid concentration of the mandatory health insurance market;
4 insurance companies currently control 88% of the market. The existing evaluations of the
Dutch reform are quite noncommittal, with a reference to the relatively short period of ap-
plication. The reform was mainly aimed at cost cuts and at empowering the role of consum-
ers. In respect of quality in terms of the consumer protection, the Netherlands has ranked
first in the world, followed by Denmark and Austria (Euro Health Consumer Index). However,
the Netherlands claimed victory in this competition in 2005 as well. The classification does
not include health care costs. Germany took sixth place (out of 33 European countries); the
report (Bjornberg 2009) states Germany is a “mysterious” country, with its health care system
most focused (in Europe) on consumers, without restrictions and furiously increasing costs.
As a speculative explanation, the report states that German doctors work harder. According
to the aforementioned classification, Czechia is in the middle of the pack. Another conclusion
of the report is that countries practicing the Bismarck model are beating countries practicing
the Beveridge model.

The insureds in the Netherlands may arrange for a private supplementary health insurance,
and most of them do it. The basic health care package covered by the mandatory insurance
does not include dental care, physical therapy, glasses, and cosmetic surgeries. The supple-
mentary insurance is arranged with the same insurance companies, which hold licenses for
the mandatory insurance; however, it is not necessary to arrange such supplementary insur-
ance with the same insurance company, in which clients have their basic insurance.

The health care reform, which was prepared by the Czech minister T. Julinek, was inspired
by the Dutch reform. However, only the so-called regulatory fees have been implemented,
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which led to the election defeat of the Civic Democratic Party (ODS) in the 2008 regional
elections, and subsequently to the fall of the Topolanek’s Cabinet in 2009. Julinek’s reform did
not have a corresponding political support, unlike the Dutch reform. It is also a fact that the
previous Dutch health care system significantly utilized private insurance and other private
sector attributes.

In terms of Europe, private health care insurance is also significantly used in Switzerland
(since 1996). The Swiss system is much closer to the standard private insurance than in the
Netherlands; however, on the other hand, insurance companies have the form of nonprofit
organizations only. There are significant differences in individual “details” of the two sys-
tems.

A health care reform had been taking place in Slovakia since 2003; however, many attributes
of the reform were either removed or deactivated after the 2006 election. The planned con-
cept the Julinek’s reform in Czechia was roughly the same as the implemented Zajac’s reform
in Slovakia.

Efforts aimed at using certain construction elements of the private insurance or efforts aimed
at the utilization of economic instruments in order to reduce the pressure on health care
expenditure increases, are absolutely logical. The same is being attempted by various theo-
reticians and practitioners within the social insurance or national health service systems as
well. At the same time, additional modifications take place everywhere, after the execution
of reforms, aimed at intensifying as well as correcting the reform. Both the Dutch system of
“private insurance with state guarantees” and the Swiss system (operating since 1996) are
at this stage.

The interim results of the Dutch reform have not proven the effectiveness of health insur-
ance companies’ privatization (in spite of the fact that nonprofit organizations operate / may
operate in addition to typical private insurance companies). Perhaps, it will become obvious
that health care costs can be better regulated by a system of detailed central control - as ex-
isting in Czechia - or within a national (or mainly regional) health service system in Sweden.
In any case, it is not effective and professional to argue in favor of private health insurance
companies, for example, by solely claiming that a private company always works better than
a public company and that nothing beats joint-stock companies. It may have been sufficient
for the Chicago Boys in Chile 30 years ago or in 1994 in the World Bank. The relevant pension
model, corresponding to this health insurance model, is passé in Europe. The only fact is that
some Czech national economists (even from the former National Economic Council of the
Government) and journalists have not realized it yet.

The mandatory private health insurance system strongly reminds of the mandatory private
pension savings model; however, its Dutch version is very sophisticated, and it cannot be
ruled out that this system will generally continue to work — better than different systems in
other countries. At this point, we are not only interested in this system (or another system /
model) as such; we are interested in the social security as a whole, including health care. In
this regard, we will have to decide, whether to aim at a comprehensive social security con-
cept (including health care) or whether to reform health care, irrespectively of other social
security branches and/or tax system.
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The Dutch concept of health care regulation - similarly as the Slovak reform and Julinek’s re-
form - establishes new state supervision authority over health insurance companies. It is
intended even for supervision over private supplementary insurance, which should do with
the existing supervision over the private insurance sector; this does not rule out the supple-
mentation/amendment of relevant acts; e.g. Insurance Policy Act, which regulates private
insurance products. In respect of the social insurance model and national health service
model, the state supervision authority over insurance companies is not necessary.

Pan-European social security model

It is a pity that the World Bank or some other institution does not offer an analogy to the
Pan-European pension system for the health security. We should try to create a model of such
a system. And we should even try to interconnect it with other parts of the social insurance
or security model, especially with sickness and disability insurance.

Our hitherto research and personal experiences have complied with the Pan-European pen-
sion system concept, the primary element of which is:

e  Modern social pension insurance in the form of the NDC system;
Completed with other significant “wings” / systems, namely:

e  Social pensions; and
e  Private pensions.

Another fundamental social security system may be the Pan-European health, sickness, and
disability system, the primary element of which would be:

e  Modern social health, sickness and disability insurance;
Completed with other significant “wings” / systems, namely:

e  Social health and disability care benefits; and
e  Private supplementary health, sickness and disability insurance.

Simultaneously with the reforms aimed at the fulfillment of the Pan-European pension sys-
tem and the Pan-European health, sickness, and disability system, we need to reform the
connected tax / subsidy system in Czechia, because it has been significantly departing from
a meaningful system. | do not know whether a Pan-European tax system would have to be
established first, but we definitely need to clarify that a standard model of taxes and social
insurance comprises:

e  Socialinsurance premiums assessed from earnings up to a earnings ceiling, deductable
from the income tax base;
Integration of all pecuniary social insurance benefits in the income tax base;
Integration of all pecuniary social insurance benefits in the basis of assessment for the
social insurance premiums.
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Furthermore, we need to clarify that the primary form of the state support of private pensions
and private health, sickness, and disability insurance is:

e  Deduction of contributions for private pensions and private health, sickness, and dis-
ability insurance premiums (up to the earnings ceiling) from the income tax base; and

e Integration of private pensions and pecuniary benefits from the private health, sickness,
and disability insurance in the income tax base; whereas other forms of state support
are redundant.

If we are liberals and for this reason, we oppose the social insurance system, but we propose,
for example, an introduction of universal pensions, it is necessary to be consistent and pro-
pose an introduction of a head tax (it may even be called an universal insurance premium),
or — even better — to do without such a tax. In case we refuse social insurance, we must also
refuse social insurance premiums.

Summary

The Bismarckian social insurance model combines two basic principles: the equivalence prin-
ciple and the social solidarity principle. In the old age social pension insurance the equiva-
lence principle dominates whereas in the health & sickness social insurance branch the social
solidarity prevails. The earnings ceiling plays a substantial role in this model: one ceiling for
the computation of insurance premiums and as well as for the computation of pecuniary
benefits. Originally the funded system of financing was used in this model; due to economic
and political reasons the transition to PAYG financing occurred. The NDC system is a modern
social insurance model.

The Beveridge model includes universal pecuniary benefits financed through universal con-
tributions and a tax-financed separate national (public) health service system. The pensions
in this system respect the liberal concept of the authors whereas the universal health care
system covers all population at a relatively high level. This pension system was in practice
substantially modified by the introduction of other important pillars.

The Chicago Boys introduced an opt-out to the private pension and health insurance system
in Chile. The Chilean pension reform, heavily supported by the Pinochet government, was
explained as a big success and taken over as the basic form of the World Bank concept of
pension reform, with the mandatory private savings pillar as its core. To push through this
pension reform concept the World Bank report of 1994 used all many theoretical devices such
as the so-called “Aaron rule” and “implicit public pension deficit” is. The author reveals that
the pushed-through privatization of old age pensions (savings) could be realized without
involving the pensions (savings) themselves. This privatization represents an emergence of
a massive real public debt, with the transfer of the money borrowed in this way to the private
sector — expecting a higher return from this investment that the interest paid on the new
public debt. If this construct were correct then it should be realized in the health insurance
sector as well.

In the process of pushing through the privatization of public pension system (mainly in the

post-Communist countries) the World Bank was changing its recommendations. A character-
istic “semisolution”is the “diversification theory and policy” explaining that the best solution
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is a mix of two mandatory pillars — a public one and a private one. The “Security through
Diversity” slogan was used especially in Poland and this approach was “fully” (50:50) realized
in the pension reform in Slovakia.

The new conditions in the health care sector require a substantial modification of the old
universalism principle, leading to more “pillars” in the provision and financing of the health
care. In Czechia there was an attempt to realize a health insurance privatization of a Dutch
type, partly using also the Slovak privatization concept. Due to the lack of political consensus
this Czech reform failed soon. The Dutch experience shows that it has not proved up to now
that the managed-competition system is efficient as for controlling the costs of the private
health insurance providers.

From 2003 many World Bank managers recommend to introduce a Pan-European pension
model in the European Union countries, consisting of one public mandatory pillar in the form
of NDC and two standard other pillars: (tax-financed) social pensions and voluntary private
pensions. The author supports this approach and recommends extending it to other social
security branches, having in mind especially a potential Pan-European health, sickness, and
disability model.
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Figure 1: Implicit Public Pension Debt as presented by the draftsman of the magazine Fi-
nance and Development, 1996
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Chart 1: Relation of pensions and the multiple of an average earning: Czechia (35 and 45
years of insurance) and the Social Insurance Model (50%, 65% and 100% of net earnings)

Chart 2: Social expenditure as a percentage of GDP
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Next issue of the scientific reviewed journal ACTA VSFS will be concerned with the current problems of the Czech economy, name-
ly in the article about reporting in small and medium-sized enterprises (authors: L. Miillerovd, M. Pasekovd and D. Kubickovd)
and about VAT rates (authors: J. Siroky and A. KovdFovd). Theoretical economics will be represented by the article of morality
in redistribution systems (authors: R. Valencik and P. Budinsky). Experience in economic development abroad describes article
addressing the introduction of the euro in the Slovak Republic (author: M. Spdnik).

PFisti ¢islo védeckého recenzovaného casopisu ACTA VSFS se bude zabyvat zejména aktudlinimi problémy ceské ekonomiky, a to
ve stati autord L. Miillerové, M. Pasekové a D. Kubi¢kové o reportingu v malych a strednich podnicich a ve stati J. Sirokého
a A. Kovdrové o sazbdch DPH. Teoretickd ekonomie bude zastoupena stati R. Valencika a P. Budinského o moralité v redis-
tribu¢nich systémech. Zkusenosti z ekonomického vyvoje v zahraniéi popisuje stat M. Spdnika o dopadech zavedeni eura na
Slovensku.
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