A Service of

[ ) [ J
(] [ )
J ﬂ Leibniz-Informationszentrum
° Wirtschaft
o Leibniz Information Centre
h for Economics

Make Your Publications Visible.

Milligan, Kevin

Article

Evaluating the impact of social security

NBER Reporter Online

Provided in Cooperation with:

National Bureau of Economic Research (NBER), Cambridge, Mass.

Suggested Citation: Milligan, Kevin (2011) : Evaluating the impact of social security, NBER Reporter
Online, National Bureau of Economic Research (NBER), Cambridge, MA, Iss. 2, pp. 14-16

This Version is available at:
https://hdl.handle.net/10419/61974

Standard-Nutzungsbedingungen:

Die Dokumente auf EconStor durfen zu eigenen wissenschaftlichen
Zwecken und zum Privatgebrauch gespeichert und kopiert werden.

Sie dirfen die Dokumente nicht fiir 6ffentliche oder kommerzielle
Zwecke vervielféltigen, 6ffentlich ausstellen, 6ffentlich zugénglich
machen, vertreiben oder anderweitig nutzen.

Sofern die Verfasser die Dokumente unter Open-Content-Lizenzen
(insbesondere CC-Lizenzen) zur Verfiigung gestellt haben sollten,
gelten abweichend von diesen Nutzungsbedingungen die in der dort
genannten Lizenz gewahrten Nutzungsrechte.

WWW.ECONSTOR.EU

Terms of use:

Documents in EconStor may be saved and copied for your personal
and scholarly purposes.

You are not to copy documents for public or commercial purposes, to
exhibit the documents publicly, to make them publicly available on the
internet, or to distribute or otherwise use the documents in public.

If the documents have been made available under an Open Content
Licence (especially Creative Commons Licences), you may exercise
further usage rights as specified in the indicated licence.

Mitglied der

Leibniz-Gemeinschaft ;


https://www.econstor.eu/
https://www.zbw.eu/
http://www.zbw.eu/
https://hdl.handle.net/10419/61974
https://www.econstor.eu/
https://www.leibniz-gemeinschaft.de/

fiscal adjustments raises inflation risks.
Finally, even when long-run expectations are
anchored on Regime M — where monetary
policy can control inflation perfectly — the
central bank’s loss of inflation control can be
dramatic along the transition path.

This research demonstrates that inflation
can arise for fiscal reasons that are beyond the
control of independent central banks. It also
suggests that efforts by central banks to off-
set fiscally-induced inflation through more
aggressive monetary policy cannot succeed
if fiscal policies and their expectations are
inconsistent with the central bank’s infla-
tion goals.

U The CBO posits a constant inflation rate
over the projection period, implying that infla-
tion achieves some target level throughout.

2 H. Chung, T. Davig, and E.M. Leeper,
“Monetary and Fiscal Policy Switching,”
NBER Working Paper No. 10362, March
2004, and Journal of Money, Credit and
Banking 39(4), 2007, pp. 809-42; T. Davig
and E.M. Leeper, “Fluctuating Macro
Policies and the Fiscal Theory, NBER
Warking Paper No. 11212, March 2005,
and in NBER Macroeconomics Annual,
vol. 21, D. Acemoglu, K. Rogoff, and M.
Waodford, eds., Cambridge: MIT Press,
2006, pp. 247-98; T. Davig and E.M.
Leeper, “Monetary-Fiscal Policy Interactions
and Fiscal Stimulus” NBER Working

Paper No. 15133, July 2009, and European

Economic Review 55(2), 2011, pp. 211-27;
E.M. Leeper, Anchoring Fiscal Expectations,’
NBER Waorking Paper No. 15269, August
2009, and Reserve Bank of New Zealand
Bulletin 72(3), 2009, pp. 7-32; E.M.
Leeper, Anchors Aweigh: How Fiscal Policy
Can Undermine the Taylor Principle” NBER
Working Paper No. 15514, November 2009,
and in Monetary Policy Under Financial
Turbulence, Santiago: Central Bank of Chile,
2010, pp. 411-53; 1. Davig, E.M. Leeper,
and TB. Walker, “Unfunded Liabilities
and Uncertain Fiscal Financing” NBER
Working Paper No. 15782, February 2010,
and Journal of Monetary Economics 57(5),
2010, pp. 600-19; 1. Davig, E.M. Leeper,
and T.B. Walker, “Inflation and the Fiscal
Limit)” NBER Working Paper No. 16495,
October 2010, and European Economic
Review 55(1), 2011, pp. 31-47; E.M.
Leeper, “Monetary Science, Fiscal Alchemy,”
NBER Working Paper No. 16510, October
2010, and forthcoming Macroeconomic
Challenges: The Decade Ahead, Kansas
City: Federal Reserve Bank of Kansas City;
1. Davig and E.M. Leeper, “Temporarily
Unstable Government Debt and Inflation,”
NBER Working Paper No. 16799, February
2011; E.M. Leeper and T.B. Walker, “Fiscal
Limits in Advanced Economies,” NBER
Working Paper No 16819, February 2011.

3 For a derivation of these two policy regimes,
see ELM. Leeper, “Equilibria Under Active’
and Passive’ Monetary and Fiscal Policies”
Journal of Monetary Economics 27(1),
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attention of policymakers from year to year,
the problems associated with the fiscal con-
sequences of an aging population are always
looming in the background. The eventual
impact of Social Security and Medicare on
the long-run budget in the United States
is likely to be substantial. But, the prob-
lems facing other OECD countries are

1991, pp. 129—47. Pre-Accord policies are dis-
cussed in M. Woodford, “Fiscal Requirements
for Price Stability” NBER Working Paper
No. 8072, January 2001, and Journal of
Money, Credit and Banking 33(3), 2001,
pp. 669-728. Recent policies are examined
by J.H. Cochrane, “Understanding Policy in
the Great Recession: Some Unpleasant Fiscal
Avrithmetic” NBER Working Paper No.
16087, June 2010, and European Economic
Review 55(1), 2011, pp. 2-30.

4 T Sargent and N. Wallace, “Some
Unpleasant Monetarist Arithmetic,” Federal
Reserve Bank of Minneapolis Quarterly
Review S (Fall), 1981, pp. 1-17.

5 Sargent and Wallace rule out the fiscal
theory a priori by using perfectly indexed debt.
6 Sticky prices and long-term bonds alter the
inflation dynamics, but not the underlying
economic logic.

7 This work takes sovereign debt default off
the table, which is reasonable for the United
States, but suspect for other countries. Some
recent work connects fiscal limits to the prob-
ability of default: H. Bi, “Sovereign Risk
Premia, Fiscal Limits and Fiscal Policy,”
CAEPR Working Paper No. 007-2010,
Indiana University, May 2010; H. Bi and
E.M. Leeper, “Sovereign Debt Risk Premia
and Fiscal Policy in Sweden,” NBER Working
Paper No. 15810, March 2010; H. B,

E.M. Leeper, and C. Leith, “Stabilization
versus Sustainability: Macroeconomic Policy
Tradeoffs” manuscript, Indiana University,
November 2010.

perhaps even more severe. Birth rates else-
where are lower, meaning that fewer work-
ers will be paying for the benefits of retirees.
Moreover, the share of retirement benefits
provided through the state is higher in many
other OECD countries than in the United
States.!

In light of these pressures, many coun-




tries already have implemented substan-
tial reforms. Italy and Sweden are phasing
in notional defined contribution plans to
replace their traditional social security pro-
grams. Canada has a 140 billion dollar trust
fund invested in a diversified portfolio of
financial assets. Germany has lowered the
public pension entitlement and encouraged
the establishment of occupational pensions
and individual savings plans. In the fall of
2010, France advanced the retirement age
from 60 to 62 in the face of mass protests,
joining the United States and other coun-
tries in a movement toward later benefit enti-
tlement ages. Further reforms, both large and
small, are under discussion in many other
nations.

Over the past few years, I have partici-
pated in a number of research projects eval-
uating social security programs around the
world. The broad goal of this work is a bet-
ter understanding of the economic responses
to the incentives embedded in public pen-
sion programs. Research on these issues can
provide policymakers with some guidance
as they face the demographic challenges of
the future. Some of this work is undertaken
through the NBER’s International Social
Security group, organized by Economics of
Aging Program Director David A. Wise.
It features the work of teams from twelve
OECD countries, collaborating to produce
comparable analyses that address important
questions for the design and future of Social
Security programs. To date, this project has
produced four published volumes, with
more on the way.

Here I describe work from two phases
of the International Social Security project,
as well as two other research projects related
to retirement behavior.

Disability Insurance

The International Social Security proj-
ect has focused recently on disability pro-
grams. Wise and I have written a summary
paper describing and exploring the detailed
work being done by the country teams.?
In most countries, public disability insur-
ance programs provide important insurance
against income loss from disability for those
too young to retire. However, in many coun-
tries disability programs may become a path-

way for carly retirement. Across countries,
the uptake of disability insurance among
younger working people is quite similar;
however, among those who are older, uptake
displays enormous variation. For men at age
64, for example, uptake ranges from 8 per-
cent in Italy to 37 percent in Sweden. The
cross-country comparisons suggest a strong
level of substitutability between the avail-
ability of early public retirement pensions
and disability insurance uptake.

We are also interested in how much of
the growth of disability insurance programs
can be attributed to changes in health and
improvements in life expectancy. Japanese
men aged 65 in 2005 could expect to live ten
years longer than Japanese men who were 65
in 1960. There also have been large increases
in self-assessed health over time. Still, the
use of disability insurance has grown over
these years. Making use of the cross-country
data, we can compare changes in disability
benefit use in countries with large and small
improvements in health status. We find no
evidence of a relationship between health
changes and disability rates. Instead, the
main driver of disability insurance uptake
seems to be policy choices about how dis-
ability is defined, as well as variation in the
generosity of benefits.

Elderly and Youth Employment

An ecarlier phase of the International
Social Security Project delved into the rela-
tionship between elderly workers and youth
employment. Over the last thirty years,
governments around the world have occa-
sionally extended early retirement benefits
to older workers in periods of high youth
unemployment in an effort to improve the
employment outcomes of the young. Most
economists are quick to invoke the “lump of
labor fallacy” in rejecting these efforts, but
the idea remains attractive to many policy-
makers. The introductory chapter for this
phase of the research, written with Jonathan
Gruber and Wise, pools the data to gener-
ate cross-country analyses and picks out the
most compelling examples from the experi-
ence of individual countries.?

This cross-country analysis reveals no
consistent relationship between long-run
changes in elderly employment and the

employment of those at prime labor market
ages. Furthermore, each country team pro-
duced a detailed simulation of the retirement
incentives embedded in its nation’s public
retirement insurance programs. While the
cross-country results show a clear pattern
between these incentives and the employ-
ment rates of older workers, no such rela-
tionship is found for younger workers.

Looking at the experiences of individ-
ual countries, the most striking comes from
Denmark. In 1979, the “Post-Employment
Wage” program was introduced, leading to
an almost immediate drop of 28 percentage
points in the employment rate of men aged
61-65. Over this same short time period,
the employment rate of males aged 20-24
lost 5 percentage points, meaning that the
young did not capture the lost employment
of the older workers.

Health and Wealth Allocation

To relieve pressure on public retirement
income plans, many countries have consid-
ered private savings schemes designed to
supplement or even replace incumbent pub-
lic plans. Therefore, one important focus of
the vast literature on social security priva-
tization is the effectiveness of individual
portfolio decisions among elderly popula-
tions. Courtney Coile and I have studied the
impact of health shocks and aging on house-
hold portfolio decisions,* following the asset
allocation of elderly American households
in the Health and Retirement Study as they
grew older and experienced health setbacks.
We find that when an elderly couple experi-
ences a death or a large shock to health, there
is substantial disposition of assets, including
the principal residence, vehicles, and small
businesses. We also find a significant increase
in the share of wealth that is held in domi-
nated assets, such as bank accounts. This lat-
ter finding corroborates my earlier finding,
using Canadian data, of a rising share of lig-
uid assets held as households age.

We then compare all of these asset
changes for those with and without pre-
existing mental or physical impairment. We
find the largest responses to health shocks
among those with reduced mental capac-
ity. Our findings suggest that the focus on
the risk-return properties of portfolios may
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be misplaced in the literature on aging and
wealth allocation, because for many house-
holds the primary concerns are liquidity and
the complexity of asset holdings.

Public Pensions and Wellbeing

While it is important to understand the
impact of public retirement income plans
on savings and on the labor supply of the
elderly, it is also important to remember
the economic justification for retirement
income insurance in the first place. The risks
of longevity, poor investment returns, and
unexpectedly low career earnings can be
diminished through insurance. Using data
from Canada, Michael Baker, Gruber, and
I investigate the impact of public retirement
income plans on wellbeing in retirement.®

We exploit variation over 25 years in
the rules governing Canadas public pen-
sions to compare cohorts with higher and
lower entitlements to income from public
pensions. We find that expansions of public
pensions increase income, especially among
those at the lower end of the income distri-
bution. Consumption also increases with
higher public pension entitlements. On the
other hand, we don’t uncover any evidence
of changes in happiness related to expansions
of public pension income. Most intriguing,
our measure of consumption poverty shows

Trust and Finance

Paola Sapienza and Luigi Zingales’

In recent years, economists have
become increasingly interested in study-
ing how specific institutions and norms
affect economic behavior and economic
performance. One part of our research,

no change with increases in public pension
entitlements. This result could be explained
by lower-income families finding other ways
to maintain their consumption, for example
through charity, family donations, or other
mechanisms, in the absence of enriched pub-
lic pension benefits.

Summary

Through comparative analysis of the
systems of different countries, and with in-
depth studies of aspects of Canadian and
American elderly families, my research has
contributed to understanding the impact of
retirement policy. This research helps us to
build a menu of the available policy options
as each country within the OECD seeks a
path toward a fiscally sustainable system of
retirement incomes.

U Public pensions represented 6 percent of
GDP in the United States in 2005, but 14
percent in ltaly and 12.4 percent in France,
according to “Pensions at a Glance 2009:
Retivement-Income Systems in OECD
Countries” published by the OECD. hitp://
dx.doi.org/10.1787/651748842654

2 See “Social Security and Retirement
around the World: Historical Trends in
Mortality and Health, Employment, and

developed with Luigi Guiso, examines
the interactions between a small but
important subset of norms and insti-
tutions: trust and civic capital. This
research also explores the effects of these

" Sapienza and Zingales are both Research Associates in the NBER's Pm)agmms on

Corporate Finance and Political Economy. She is also a Professor of Finance at 1

e Kellogg

School of Management at Northwestern University. He is the Robert C. McCormack
Professor of Entrepreneurship and Finance at the University of Chicago’s Booth School of

Business. Their Profiles appear later in this issue.
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Disability Insurance Participation and
Reforms — Introduction and Summary’,
with D.A. Wise, NBER Working paper No.
16719, January 2011.

3 See “Social Security Programs and
Retirement around the World: The
Relationship to Youth Employment,
Introduction and Summary,” NBER
Working Paper No. 14647, January 2009.
The conference volume has been published as
Social Security Programs and Retirement
around the World: The Relationship to
Youth Employment, J. Gruber and D. A.
Wise eds., Chicago: University of Chicago
Press, 2010.

4 See “How Household Portfolios Evolve
after Retirement: The Effect of Aging and
Health Shocks” with C. Coile, NBER
Working Paper No. 12391, July 2006, and
Review of Income and Wealth, 2009, V4.
S5, No. 2, pp. 226-48.

5 See “Life-Cycle Asset Accumulation and
Allocation in Canada,” NBER Working
Paper No. 10860, October 2004, and
Canadian Journal of Economics, 2005, Val.
38 No. 3, pp. 1057-1106.

6 See “Retirement Income Security and
Wellbeing in Canada,” with M. Baker and .
Gruber, NBER Working Paper No. 14667,
January 2009.

factors on economic outcomes, such as
economic growth.

Trust, Social Capital, and
Financial Development

Our first contribution in this area
introduces the concept of trust into finan-
cial economics. One paper investigates
how social norms affect financial develop-




