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EXECUTIVE SUMMARY 

 

The Heads of State or Government of the euro area agreed on the Pact for the Euro on 

11 March 2011. The pact sets out policy commitments to foster competiveness, raise 

employment, enhance the sustainability of public finances and reinforce financial 

stability. It is intended to supplement existing initiatives like the Europe 2020 strategy 

and the economic governance package. 

 

EFRP very much welcomes the pact’s commitment to pay the highest attention to the 

sustainability of pensions, health care and social benefits, for two reasons: 

 

1. The Stability and Growth Pact takes a very short-term view of public finances. Its 

corrective arm focuses entirely on the current deficit and debt. The medium term 

budgetary objective in the preventive arm is insufficiently related to sustainable 

finances. The lack of long-term orientation has encouraged Member States to 

postpone – or even reverse – the development of funded pension systems. 

 

2. A greater emphasis on sustainable public finances is much needed to prevent 

excessive debt levels in the future. This would constitute a serious threat to price 

stability. High inflation provides heavily indebted governments with a very tempting 

exit strategy. However, high inflation imposes great costs on (future) pensioners by 

eroding the purchasing power of their retirement savings.      

 

Although the Pact for the Euro marks a big step forward, more can be done. Therefore, 

EFRP would like to convey the following recommendations to the European Council 

taking place on 24-25 March 2011: 

   

1. The long-term view of public finances should be integrated into the Stability and 

Growth Pact. The excessive deficit procedure should not only consider funded 

pension systems on a permanent basis, but also in a symmetrical way to 

diminish the incentive to reverse reforms. The medium term budgetary objective 

should be explicitly linked to the sustainability indicators developed by the 

Commission.    
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2. The Member States should increase their commitment to price stability by 

issuing more index-linked bonds to put an end to governments speculating on 

higher inflation. This would enable pension providers to better protect citizens’ old-

age income against inflation. At the EU level, the European Financial Stability 

Facility (EFSF) – and its successor the European Stability Mechanism (ESM) – 

could finance itself by placing inflation-linked bonds. 

 

3. Last but not least, EFRP feels that the European Council should aim for greater 

convergence towards funded pension systems. Public pension replacement 

rates are projected to decline by 20% during the coming decades. There is a real 

risk that future pensioners will demand higher benefits, exerting upward pressure 

on government expenditure. Therefore, in order to provide future generations with 

adequate and sustainable retirement income, it is essential to further develop 

funded pension systems.          

 

Higher pension saving will also be conductive to the EU’s economic and social 

objectives as put forward in the proposal for an excessive imbalance procedure and the 

Europe 2020 strategy for smart, sustainable and inclusive growth: 

 

• Fostering funded pension provision will reduce economic imbalances throughout 

Europe. It will help to bridge the gap between countries with low savings rates and 

current account deficits and countries with already high savings rates and current 

account surpluses. 

 

• Funded systems will ensure a steady stream of long-term capital for Europe’s 

industry, including small and medium-sized enterprises and innovative start-up 

companies. Hence, higher retirement savings will contribute to investment, 

enhancing economic growth and job creation. 

 

In conclusion: EFRP calls upon the Spring European Council to maintain the holistic 

approach to pensions as economic, pension and social policy are all intertwined and 

cannot be considered in isolation.   
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1. THE PACT FOR THE EURO 

 

Europe is striving for a smart, sustainable and inclusive economy delivering high levels 

of employment, productivity and social cohesion.1 As part of this broader Europe 2020 

strategy, the Commission has published a Green Paper with an overall objective of 

realizing adequate and sustainable pension systems. 2  In addition, the European 

Semester was introduced to advance economic policy coordination and the so-called 

economic governance package was put forward to enhance fiscal discipline and 

prevent macroeconomic imbalances (see Box).     

 

At their informal summit on 11 March 2011 the Heads of State or Government of the 

euro area agreed on the Pact for the Euro, supplementing these existing initiatives.3 By 

means of the pact they commit themselves to fostering competitiveness and 

employment and reinforcing financial stability, but also to enhancing the sustainability 

of public finances:   

 

“In order to secure the full implementation of the Stability and Growth Pact, the highest 

attention will be paid to: sustainability of pensions, health care and social benefits. 

 

This will be assessed notably on the basis of the sustainability gap indicators. These 

indicators measure whether debt levels are sustainable based on current policies, 

notably pension schemes, health care and benefit systems, and taking into account 

demographic factors. 

 

Reforms necessary to ensure the sustainability and adequacy of pensions and social 

benefits could include: 

 

• aligning the pension system to the national demographic situation, for example 

by aligning the effective retirement age with life expectancy or by increasing 

participation rates; 

• limiting early retirement schemes and using targeted incentives to employ older 

workers (notably in the age tranche above 55).” 

 

The pact will be formally adopted at the European Council of 24/25 March 2011. 

Member States not participating in the euro may participate in the pact on a voluntary 
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basis. The Spring European Council will also give strategic guidance on economic 

policies to be taken into account by the Member States in their Stability and 

Convergence Programmes and National Reform Programmes. 

 

 

The Commission’s economic governance package 

 

The package, which was released on 29 September 2010, contains six proposals to enhance 

fiscal discipline and counter macroeconomic imbalances: 

  

1. The preventive arm of the Stability and Growth Pact is extended with the principle of 

prudent fiscal policy making.
4
 Expenditure growth is not supposed to exceed the medium-

term growth rate of GDP, unless taxes are raised. Member States that do not meet their 

medium-term budgetary objective (MTO) do not only have to improve their cyclical-adjusted 

budget balance by annually 0.5% GDP, but will also have to constrain expenditure growth 

below expected GDP growth. 

 

2. The corrective arm of the Stability and Growth Pact – the excessive deficit procedure – will 

place more emphasis on the criterion that the debt should not exceed 60% of GDP or 

diminish sufficiently towards it.
5
 The latter is proposed to mean that the gap between the 

actual and required debt level is reduced by one-twentieth per year in the past three years. 

At the same time, some flexibility is introduced by including relevant aggravating or 

mitigating factors in assessing compliance with the debt criterion.  

 

3. The enforcement of budgetary surveillance in the euro area is strengthened.
6
 A fine – in the 

form of an interest-bearing deposit of 0.2% of GDP –  will be imposed on countries in the 

euro area that fail to comply with the principle of prudent fiscal policy making in the SGP’s 

preventive part. The financial sanctions in the corrective part will be advanced. An interest-

bearing deposit amounting to 0.2% of GDP will already be applied when a member of the 

euro area has an excessive deficit. The imposition of sanctions will be subject to the reverse 

voting mechanism. A Commission’s proposal is considered to be adopted unless the 

Council decides by qualified majority to reject it.  

 

4. Member States will also have to strengthen their national budgetary frameworks in order to 

align them with the objectives of the European budgetary coordination framework.
7
 The 

Commission proposes to impose requirements on public accountings systems, statistics, 

forecasting practices, numerical fiscal rules, budgetary procedures governing all stages of 

the budgetary process and fiscal relations among government sub-sectors.   

 

5. An excessive imbalance procedure will be introduced to prevent and correct 

macroeconomic imbalances jeopardising the economic and monetary union.
8

 The 

Commission will establish a scoreboard of macroeconomic and financial indicators together 

with upper and lower alert levels. It will regularly release a report containing an analysis of 

the scoreboard results in order to determine which Member States are at risk of imbalances. 

Member States experiencing excessive imbalances have to take corrective actions. 
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6. A fine of 0.1% of GDP is imposed on Members of the euro area that have failed to submit a 

sufficient corrective action plan after two successive deadlines or have not taken the 

recommended corrective action.
9
 The fine will be imposed by the Council using the reverse 

voting mechanism.     

 

The Parliament’s response 

 

The European Parliament has an important say in the economic governance package as four 

regulations are subject to the co-decision procedure and the two other proposals require the 

parliament’s opinion. The six rapporteurs of the ECON Committee presented their draft reports 

on 14 January 2011. In their view, the “European Semester” of economic policy coordination – 

which was approved by the ECOFIN in September 2010 – should be incorporated in the legal 

package, instead of just being part of the implementation guidelines of the Stability and Growth 

Pact. In addition, an automatic sanction regime without political escape clauses is advocated 

and fines should be increased. The fines could be used to set up a European monetary fund, 

replacing the existing intergovernmental bailout mechanism. 

 

The Council’s general approach  

 

On 21 October 2010 the Task Force chaired by Herman van Rompuy published its report with 

recommendations on strengthening economic governance in the EU.
10

 It was endorsed by the 

European Council and constitutes the basis for finalising the position of the Council. The 

ECOFIN Council reached a general approach on the six proposals on 15 March 2011, so that 

they can be adopted by June 2011.  

     

      

 

2. MORE EMPHASIS ON SUSTAINABLE PUBLIC FINANCES  

 

EFRP welcomes the commitment made in the Pact for the Euro to pay the highest 

attention to enhance the sustainability of public finances. It may prevent short-term 

policies that shift the burden of ageing to future generations and encourage reforms 

that take a long-term perspective. 

 

2.1 THE SHORT-TERM NATURE OF THE EXCESSIVE DEFICIT PROCEDURE  

In the aftermath of the crisis, many governments have resolved budgetary problems by 

implementing short-term measures that endanger the long-term adequacy and 

sustainability of pension systems. Hungary and Poland have reversed reforms 

establishing a mandatory funded pension pillar. Other countries – including the United 

Kingdom – have targeted voluntary pension saving by reducing tax facilitation. France 

and Ireland have withdrawn assets from their public pension reserve funds and 

Portugal has nationalised private pension funds.  
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The Stability and Growth Pact very much encourages governments to shift the burden 

of ageing to future generations due to its emphasis on short-term budget deficits and 

gross public debt: 

 

• To comply with the deficit ceiling of 3% of GDP, Member States may reduce 

contributions in mandatory systems – which are directly financed through the 

government budget – or tax deductibility of contributions in voluntary systems. 

However, in the long term this will lead to a deterioration of budget balances due to 

higher pay-as-you-go expenditures or lower tax revenue on future pensions.  

  

• To comply with the gross debt ceiling of 60% of GDP, Member States may claw 

back privately managed pension assets to the public pay-as-you-go scheme or sell 

off assets in public pension reserve funds. Of course, the net debt position remains 

unchanged as the reduction in gross debt is compensated by higher pension 

liabilities or lower government assets.    

 
The modifications proposed by the Commission in the economic governance package 

address these issues to some extent by introducing flexibility in assessing compliance 

with the debt criterion. This means that other government assets and liabilities will be 

taken into account, including recently introduced funded pension systems – which is 

already the case with respect to the deficit criterion. However, funded pensions will be 

considered for a limited time period of five years only.  

 

In that respect, the Council’s general approach on the package is a major improvement 

by taking into account funded pension on a permanent basis. However, it only 

considers the introduction of multi-pillar systems and not their reversal. This means that 

governments may sacrifice funded pensions all over again when another 

recession hits Europe. 

 

2.2  THE WEAK LINK BETWEEN BUDGETARY OBJECTIVES AND SUSTAINABILITY  

Of course, it is complicated to transform the short-term budgetary criteria – which are 

very much enshrined in the Treaty – into robust, long-term measures. But there would 

be less need for that if only there was a more explicit link between the medium term 

budgetary objective (MTO) in the preventive arm of the Stability and Growth Pact and 
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sustainable budget balances. The sustainability gap measures developed by the 

Commission cannot simply be evaded by implementing short-term consolidation 

measures at the expense of the future. 

 

At the moment, nearly all Member States have a MTO of just above or below the 

balanced budget (see Figure 1). There appears to be very little correlation between the 

MTOs and the budget balances required for sustainable public finances, which amount 

to a surplus of around 1-6% of GDP for the majority of Member States.      

 

Figure 1: Medium term budgetary objectives (MTO) and sustainable budget balances   
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Source: Commission’s assessments of the 2010 stability and convergence programmes. The sustainable budget 

balance has been taken as the structural balance in the last year of the programme plus the sustainability gap (S2). 

 

The reason for this disparity is that there is no clear, quantifiable relationship between 

the two in the Stability and Growth Pact. It just states that the MTO should “ensure 

rapid progress towards sustainability”. The Code of Conduct further specifies that the 

“MTOs should take into account a fraction of the adjustment needed to cover the 

present value of the future increase in age-related government expenditure”. Hence, it 

would constitute a significant improvement if the pact’s commitment to sustainable 

finances would be included in the Stability and Growth Pact by explicitly linking the 

medium term budgetary objectives to the sustainability gap indicators.  
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3. PROTECTING CITIZENS OLD-AGE INCOME - THE THREAT OF HIGH INFLATION  

 

The greater emphasis on sustainable finances will also reduce the risk of future debt 

expanding beyond control, which would be a serious threat to price stability. Heavily 

indebted governments will welcome higher inflation, since it reduces the real value of 

their obligations. Indeed, diminishing the public debt through inflation is far less painful 

than implementing austerity measures.    

 

The prime victims of high inflation will be bond investors, which are not just wealthy 

individuals, but to a large extent ordinary citizens who have invested their retirement 

savings through pension funds, insurance companies and investment funds. Hence, 

high inflation undermines the adequacy of pension systems by eroding the real value or 

purchasing power of retirement benefits. 

 

Member States could do even more to safeguard price stability by issuing more index-

linked bonds. The proportion of index-linked bonds amounts to less than 10% of 

outstanding debt in the EU (see Figure 2). National governments are effectively 

speculating on rising inflation by financing the bulk of the debt with nominal bonds. 

Index-linked bonds would reduce such a perverse incentive and strengthen the 

independence of the ECB. At the same time, it would allow pension providers to 

increase their allocations to index-linked bonds.   

 

Figure 2: Proportion of index-linked bonds in government debt, 2008 
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At the EU level, the European Financial Stabilisation Mechanism (EFSM) and the 

European Financial Stability Facility (EFSF) – which will be replaced by the permanent 

European Stability Mechanism (ESM) as from 2013 – could be funded by issuing 

inflation-linked bonds 

 

4. TOWARDS MORE FUNDED PENSIONS 

 

The Pact for the Euro suggests aligning the retirement age with life expectancy, limiting 

early retirement schemes and increasing incentives to employ older workers. These 

reforms contribute to adequate and sustainable pension systems, but they need to be 

supplemented by the development of complementary private savings. This would also 

be in line with the priority actions identified by the Commission in its Annual Growth 

Survey launching the first European Semester of policy coordination (see Box).11 

 

 

The European Semester 

 

The European Semester was endorsed by the ECOFIN Council on 7 September 2010. The six-

month cycle aims to coordinate budgetary measures and structural reforms at the EU level 

before they are being implemented into national budgets. The European Semester was one of 

the first recommendations put forward by the European Council’s Task Force chaired by 

Herman van Rompuy. 

 

The Commission published its Annual Growth Survey on 12 January 2011, marking the start of 

the first European Semester. The survey contains ten priority actions to advance the EU’s 

comprehensive response to the crisis. The reform of pension systems through the development 

of complementary private savings is part of the action plan. Based on the Commission’s report, 

the European Council of 24-25 March 2011 will identify the main challenges and provide 

strategic guidance on policies.   

 

The Member States – taking into account the European Council’s guidance – have to present 

their budgetary strategies in the Stability and Convergence Programmes and structural reforms 

in the National Reform Programmes in April. Based on recommendations from the Commission, 

the Council and the European Council will provide policy advice in June and July, before the 

Member States finalize their draft budgets for the following year.        

    

 

Public pension schemes will be hard to afford due to population ageing. In theory pay-

as-you-go schemes could be sustained by rapidly paying off the debt, but in practice 

this will be quite expensive. Such a policy would be identical to setting up public 

pension fund fully invested in government bonds. As a rule of thumb, a higher expected 
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investment return of 1%-point will increase expected retirement income by 35% after 

forty years of pension saving. So, substantial increases in pension benefits may be 

achieved by allocating a proportion of savings to investments in the real economy, i.e. 

equities.  

 

Few nations have set the debt on a rapidly declining path by achieving fiscal 

sustainability. However, most Member States did reform to their state pay-as-you-go 

schemes during the past decade. The Commission estimates that public pension 

replacement rates will decline by on average 20% until 2060. Declines of that 

magnitude may prompt future generations to demand adequate pensions, thereby 

jeopardizing sustainability after all.      

 

Therefore, Member States should aim for convergence of pension systems by 

developing a funded pension pillar with broad coverage. At the moment, only 40% of 

workers is covered by a supplementary funded pension scheme, which means that 

60% is still fully dependent on state pay-as-you-go schemes (see Figure 3). 

 

Figure 3: Coverage by mandatory and workplace pensions 

0 20 40 60 80 100

Portugal
Luxembourg

Spain
Finland
Austria
France

Italy
EU-27

Ireland
Cyprus

Lithuania
Romania

United Kingdom
Estonia

Bulgaria
Belgium

Slovenia
Hungary

Germany
Slovakia

Poland
Denmark

Latvia
Netherlands

Sweden

% workers

 

Source: EC and EFRP 
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The particular design of the funded pillar should be left to the national competence as 

institutions, preferences, traditions as well as social and labour law may differ 

substantially. However, Member States should attempt to take into account best 

practices with regard to the design of pension systems:    

 

• High coverage Only few countries Member States have attained high coverage 

without any government intervention, most notably through collective bargaining. 

Some countries ensure high participation through compulsory membership or a 

system of auto-enrolment. In other countries, it is mandatory for employers to 

provide workers with a pension plan or at least to provide access to it.      

 

• Low costs Seemingly small levels of investment costs will have a huge impact on 

final pension outcomes. In this respect not-for-profit national pension funds – such 

as ATP in Denmark or NEST in the UK – and occupational pension funds are 

generally the best performers. Such funds can exploit economies of scale and 

avoid marketing and sales expenses.  

 

• Plan design and financial education Investment policy in workplace pension 

schemes is often determined by the employer or social partners and subsequently 

delegated to professional asset managers. Pension schemes that offer investment 

choice to individual plan members will be in need of proper plan design and 

programs to enhance financial literacy. It is, for example, best practice to provide a 

sensible default fund with low fees and charges.  

 

5. SPURRING GROWTH AND JOB CREATION 

 

Higher supplementary pension savings will not only ensure adequate and sustainable 

pensions, but will also contribute to Europe’s objectives to reduce macroeconomic 

imbalances and enhance smart, sustainable and inclusive growth. 

 

5.1 REDUCING MACROECONOMIC IMBALANCES   

The economic governance package aims to prevent and correct macroeconomic 

imbalances by introducing an excessive imbalance procedure. It still has to be decided 

by the Commission which indicators will be included in the scoreboard to assess 
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imbalances, but unit labour costs and current account balances will most certainly be 

among them.  

 

Figure 4: Current account balances and workplace pension coverage in EU-15  
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Source: Eurostat, EC and EFRP 

 

Figure 5: Current account balances and private pension assets in EU-15  
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Source: Eurostat and OECD 

 

There exists a direct link between retirement saving and current account balances. A 

nation’s current account balance is by definition equal to national saving minus 
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investments. This means that countries with well-developed funded pension pillars tend 

to run current account surpluses, although there are of course numerous other factors 

that influence national saving and investment.  Figures 4 and 5 illustrate that a positive 

relationship exists between coverage by workplace pensions as well as private pension 

assets and the current account balance.  

 

Therefore, a convergence towards pension systems with a higher degree of 

funding will diminish macroeconomic imbalances in Europe. It will contribute to 

closing the gap between Member States with low retirement savings and current 

account deficits and Member States with high retirement savings and current account 

surpluses. The increase in overall pension saving may resolve the EU-27 current 

account deficit with the rest of the world.    

 

5.2 ENHANCING SUSTAINABLE GROWTH AND JOB CREATION   

Higher retirement saving will also be conductive in achieving the goals of the Europe 

2020 strategy for smart, sustainable and inclusive growth. It will ensure a steady supply 

of capital to fund investments of Europe’s multinational corporations through listed 

equities as well as small and medium-sized enterprises (SMEs) and innovative start-up 

companies through private equity investments. Pension capital may also contribute to 

finance the much needed investments in European infrastructure projects.12   

 

Pension providers often have long-lasting shareholder relationships with companies, 

since pensions entail very long-term commitments. As such they have an interest in 

companies being managed in a responsible and sustainable manner. Most pension 

funds have active ownership polices in place and incorporate environmental, social and 

governance (ESG) factors in the asset selection process.   

 

Of course, an important prerequisite is that pension institutions are not penalized for 

(private) equity investments. The financial crisis has created a climate of considerable 

risk aversion, resulting in solvency regimes that encourage allocations to government 

bonds. Regulators are rightly attempting to ban the excesses of the credit crisis, but 

this should not result in pension institutions being discouraged from investing in 

Europe’s companies. A thriving, innovating and well-performing economy is 

inherently dependent on some degree of risk taking.   
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