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Comments on  
 

“Impact of Future Growth on Pension Expenditures: The Effect of the 
Rules of Indexation” 

 
By Corinne Prost  



What the Paper Does  

• Assess the effect of switching form wage indexation to price 
indexation on  

• Pension replacement rate 
• Pensions as a share of GDP 

• Compares this change to other pension reforms that took place 
• Microsimulation model going out to 2060 
• Considers different possible paths of aggregate growth rate 
 



Findings 

• Switch in indexation did more than  other reforms to cut spending 
 

• Due to switch in indexation, both the replacement rate and the ratio 
of pension spending to GDP are now dependent on productivity 
growth 
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The indexation on price inflation contributes the most but the impact depends on 
future growth  
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The pension at retirement increases but the replacement rate decreases  
 
 
 



Discussant's Prerogative: The Big Question 

• Is price indexation preferred to wage indexation other than as a 
means to cut the value of pensions? 
 

• If the answer is “no,” then it would have been better to change the benefit 
formula directly.   
 

• But of course that is a political issue 



Step 1:   A World with Certain Growth 

• Indexing to prices gives flat real income; also more recent cohorts of 
retirees will have higher income than older cohorts 

• Indexing to wages gives rising profile of real income in retirement, 
and flat profile across cohorts of retirees.   

• Also lower initial replacement ratio (holding total spending fixed) 

• Welfare Considerations:  
• Incentives to early retirement.  
• Difficulty in planning for long retirement 
• Relative depravation 
• These would all argue that the rising profile (wage indexation) is better.   

 



Step 2: World with Uncertain Growth 

• With price indexation, retired cohorts do not bear any of the risk 
surrounding output growth in the period after they retire.   Should 
they?   

•   In general, it is always better to spread risk.  So it seems like at least 
some of it should be borne by these folks.  

• The elderly are more risk averse than working age, so maybe you 
don’t want them bearing a fraction of their risk that is proportional to 
consumption.  



Relative Income Risk 

• While price indexation eliminates risk to real income, it induces risk in 
relative income.    

• This could matter a lot to the welfare of the elderly.   
• If growth is high, they will feel deprived and bug their kids and/or 

politicians for money.  If growth is low, elderly will be unusually well 
off.  Then their kids will bug them (or politicians) for redress.   

• Indexing to output avoids these problems.  
 



Feedback from Pensions to the Economy 

• Pensions are funded by distortionary taxation 
• Reasonable to worry that the tax rates that might be required to fund 

pensions in European countries as populations age could be high 
enough to impede growth.    

• The system of  not indexing pensions to wage growth makes it so that 
in the state of the world where growth is low, the ratio of pensions to 
GDP is high, and taxes have to rise, further slowing growth. 

• “automatic destabilizer” (same true of local pensions in the US) 
• Raises the possibility of a disastrous meltdown.  
• This is a further reason to prefer wage indexation to price indexation 



Conclusion 

• I suspect that moving from wage indexing to price indexing was 
simply a politically expedient way to cut benefits, but that it 
introduced bad risk properties.  
 

•  It would have been better to just make a cut in the benefit formula!  



Comments on  
“Income Inequality, Social Mobility, and Economic Growth” 

By Federico Cingano 



Issues Addressed 

• How are Growth and Inequality Related? 
• What is the causal relationship? In particular, does inequality affect growth? 
• What are the channels linking inequality to growth?  
 

• Bringing data on mobility to bear to examine a particular channel of 
causality from inequality to growth.   



The Effect of Inequality on Growth 

• Possible channels: higher inequality leads to….. 
• desire for redistribution  higher taxes  deadweight loss 
• conflict over redistribution instability, lower growth 
• low human capital investment of poor families (G&Z) low growth 
• Higher savings (Marx, Piketty)  higher growth 
• sign of higher incentives, less leaky bucket transfer, higher output  

• Sorting this out in the data 
• Previous work is inconclusive 
• This study uses high quality OECD data 
• Finds causal effect of higher inequality lowering growth 

• Effect biggest for bottom-end inequality, suggestive of human capital channel 
• Identification by system GMM  

• I am dubious that econometric technique is enough.  You need a story for why there were big 
exogenous changes in inequality.   

 



Human Capital Channel 

• Is high frequency panel data the right place to look for this? 
 

• If inequality causes low-income families not to educate their kids (ala Galor 
and Zeira), that will have a very small effect on growth five years later.  
 

• The second part of the analysis addresses this channel more directly 



The Second Part 

• Direct evidence on the question of whether higher inequality makes it 
hard for the children of the poor to get human capital. 



Background: The Great Gatsby Curve 
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Gini coefficient, working-age population  



Data 

• Cross section of ≈64,000 individuals from many OECD countries 
• Data on outcomes including education, literacy, numeracy, 

employment status 
• Data on parental educational attainment (PEB) – three categories 
• Data includes age.  Authors can match this to aggregate inequality in 

their country when individuals were aged 10-14 



Empirical Specification 

• 𝐻𝐻𝑖,𝑡,𝑐 = 𝛽1PEB𝑖,𝑡,𝑐 + 𝛽2PEB𝑖,𝑡,𝑐 ∗ 𝐼𝐼𝐼𝐼𝑡,𝑐 + 𝜇𝑐 + 𝜇𝑡 +ϵ𝑖,𝑡,𝑐  
 
 
                         Three of each of these 

 
 
• Include country and time fixed effects, or even county×time fixed 

effects 



Finding 

• Coefficient on the interaction of low PEB and Inequality is negative 
and significant 
 

• Interpretation: children of the bottom PEB group do especially worse 
relative to the rest of the population when inequality is high 
 

• Seems to say that the channel is via educational investment 



But There is a Problem 

• 𝐻𝐻𝑖,𝑡,𝑐 = 𝛽1PEB𝑖,𝑡,𝑐 + 𝛽2PEB𝑖,𝑡,𝑐 ∗ 𝐼𝐼𝐼𝐼𝑡,𝑐 + 𝜇𝑐 + 𝜇𝑡 +ϵ𝑖,𝑡,𝑐  
 

• Specification has country fixed effects and PEB dummies but it 
doesn’t have country × PEB dummies 
 

• This means that the 𝛽2 coefficients are identified by cross-country as 
well as time series variation in Inequality 
 

• In fact, almost all of the variation in Inequality is across countries, 
especially when an aggregate time trend is included. 



• What we learn from the specification is that in countries with high 
inequality, the children of low PEB parents are less likely to have good 
outcomes 
 

• The data do not allow us to identify the role of conditions at ages 10-
14. So this part of the result does not survive.   
 

• But: the data do allow us to learn that the GG curve is being driven by 
outcomes at the bottom (bottom vs. the middle), rather than the 
outcomes of the middle vs. the top.   
 

• This is certainly consistent with the author’s view (and mine) that the 
opportunity/human capital channel is important in explaining the GG 
curve (and that there is a negative effect of inequality on growth).   



Mechanism 

• Why do children of low SES parents do particularly poorly in countries 
with  high inequality?  
 

• Galor-Zeira mechanism is via income.  This seems unlikely since education 
public and opportunity costs low (especially at ages 10-14). 
 

• Maybe with high inequality there is worse household environment 
 

• Maybe with high inequality, poor get worse government services due to lower 
political power (low income could be both a cause and sign of low political 
power)  
 
 



Conclusion 

 
• Human Capital investment channel is probably the biggest piece of 

low mobility in highly unequal countries 
• This is probably a story about families being trapped in poverty rather 

than a story about middle class families being locked out of the upper 
class 

• Channels include schooling, non-cognitive skills 
• Addressing these issues would raise growth (eliminating waste of 

human potential) as well as improving mobility and inequality  
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