
 
 

3  Manual on Government Deficit and Debt 

 complex financial operations to understand who bears the financial risks and who has 
control over the rewards, irrespective of how the contracts have been constructed. In the 
context of measuring Government Deficit and Debt, this search for the economic reality 
affects such matters as the following.  

• The classification of units: is a unit inside or outside the Government sector? The 
Government Deficit and Debt is primarily affected by units classified to the Government 
sector. This is determined by considering whether or not a unit is public (performs a 
government function, or controlled by another public unit), and by whether it is market 
(financed by its own sales) or non-market. Market institutional units are not in the 
Government sector.  

• The timing of transactions: ESA95 records transactions when the economic activity 
takes place, rather than when the cash is paid if different. Such differences might be 
large, and therefore significant for the deficit, in the case of some taxes and the 
purchase of capital assets. 

• The nature of a transaction: non-financial transactions such as consumption, wages 
and salary, subsidies and grants to cover losses directly affect the deficit, whereas 
others do not such as the acquisition of financial assets or the repayment of debts.  

Structure of the manual 

The following terms are used when referring to text within the manual, based on the 
hierarchical structure shown in the table of contents on the next page. 

I. Part 

I.1 Chapter 

I.1.1 Section 

I.1.1.1 Sub-section 

 

Each of the eight parts starts with an overview and ends with keywords and references. 
The links to legal texts are shown in Annex 1. An index can be found at the end of the 
manual. 
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I.2.4.4 Application to hospitals 

• There are important differences among Member States concerning the way the 
payments are made by the general government to public hospitals: 

i. according to their costs; 

ii. according to a negotiation (global budget) between general government and 
each hospital. These negotiations focus on several factors (final output, 
maintenance of building, investment in technical equipment, payments for 
compensation of employees); 

iii. according to a system of pricing applied only to public hospitals; 

iv. according to a system of pricing applied to both public and private hospitals. 

• Only payments made under iv) can be considered as sales. This is because the 
other methods are just ways to ensure the government’s payments cover each 
hospital’s costs. 

I.2.4.5 The borderline between taxes and sales of s ervices 

• In assessing whether a unit has market output it is necessary to check whether a 
unit’s income from non-government sources should be classified as sales or as 
something else. For example payments for licences should be treated as sales of 
services only if government uses the issue of licences to organise some proper 
regulatory function (such as checking the competence or the qualification of the 
person concerned, suitability or safety of the business premises, reliability or safety 
of the equipment employed, quality or standard of goods and services produced), 
and if the payments are not out of all proportion to the cost of providing the 
services. The payments should be treated as taxes if either of those conditions is 
not satisfied. Chapter VI (Overview) provides more guidance on this. 
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I.3 Pension schemes  

I.3.1 Background to the issue  

I.3.1.1 Main definitions 

1. Pension schemes provide an income after retirement from work. They can be 
provided through a social insurance scheme or through insurance policies and 
other long-term savings instruments arranged by individuals on their own initiative. 
In national accounts, social insurance means collectively organised protection 
against a list of “social risks or needs” such as, in the case of retirement pensions, 
the risk of not having an adequate income when old. The main flows under a social 
insurance scheme are “social contributions” (payments to the scheme) and “social 
benefits“ (payments by the scheme). 

I.3.1.2 Social assistance  

2. In national accounts, social insurance differs from social assistance. ESA95 says 
that social assistance payments "are similar in nature to social security benefits but 
which are not made under a social insurance scheme incorporating social 
contributions and social benefits" whereas social assistance benefits “are not 
provided in the context of a social insurance scheme". Social assistance does not 
require contributions from beneficiaries that are earmarked for that purpose. In 
addition, an insurance scheme defines in advance clear rights acquired by 
participants in the context of the rules set up in the scheme, whereas social 
assistance is adjusted to situations on the basis of rules that are subject to change 
by the government. 

I.3.1.3 "Unfunded" pension schemes 

3. There is a basic distinction between “unfunded” or “funded” schemes. Some 
schemes might have elements of both. 

4. Unfunded schemes, frequently referred as to “Pay as you go systems”, are schemes 
where one unit is “responsible” for the unconditional payment of the pensions and, 
therefore, takes the financial risk of payment of the benefits. The managing unit may 
modify the rules that fix the contributions and the benefits. The accumulation of 
some reserves may also be observed, but there is in this case no intention to use 
invested assets as a major source of resources for payment of the future pensions. 
It is a discretionary decision from the unit managing the scheme that could decide 
at any time to use the reserves for something else. 

I.3.1.4 Funded schemes  

5. Funded schemes are arrangements where there is an accumulation of assets, 
mainly 
financial assets, from contributions, with the explicit objective of ensuring all or a 
major part of payment of the future benefits from these assets (resale with possible 
capital gains, property income). In this case the financial risk comes mainly from 
uncertainty over asset performance. During a given period the benefits may not be 
financed exclusively from the current income generated by the assets due to the 
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variability of their financial performance. A funded scheme is a scheme where the 
assets are assumed to be sufficient to ensure the payment of all the benefits in the 
long-term. As a result, this "adequacy" must be considered in a dynamic way, 
notably for schemes that have been created recently. The participants do not own 
directly the assets that are collectively managed (similarly to mutual funds) but they 
hold an individual claim on the reserves that are accumulated. 

I.3.1.5 Defined-contributions funded schemes 

6. ESA95 uses the term “money purchase pension schemes” (see ESA95 7.59) for 
the same concept. In this case, the individual pension benefits depend on the 
accumulated assets. The level of the future pensions is uncertain as individual 
households bear the whole financial risk of the performance of assets comprising 
the accumulated reserves. Generally (but this is not a required condition), the 
participants in the scheme may have some individual choice in the orientation of the 
investment of their funds in one or more market segments. As a result, the same 
amount of contributions accumulated during the same period may give rise to 
different amounts of pensions. The accumulation of the assets is very similar to 
individual saving. Normally, participants in the scheme cannot dispose of their 
holdings before retirement. 

I.3.1.6 Defined-benefit funded schemes  

7. This is where there is an accumulation of assets but the unit responsible for 
management of the scheme bears the financial risk, taking the commitment to pay a 
promised level of benefits irrespective of the value of the accumulated assets. As a 
result, such schemes may show a positive (”over-funded”) or negative (“under--
funded”) net worth if the market value of the assets is higher (or lower) than the 
present value of the promised benefits. The unit responsible for the scheme (the 
sponsor) has to inject money to better match the assets and obligations if the 
scheme becomes under-funded. 

I.3.2 Treatment in national accounts  

8. National accounts have drawn a line between social insurance and any other 
personal protection against social risks or needs (see ESA95 4.87 and 4.88). One 
of the following conditions has to apply for the scheme to be social insurance. 

• In order for an individual policy to be treated as part of a social insurance 
scheme, the scheme must be compulsory, whatever the level of this obligation 
(all the population, some categories of workers, branches, some firms, etc.) 
although experience shows that this criterion must be interpreted with some 
flexibility. Notably, there may be cases where there is no strict legal obligation 
to enter into a given scheme but where it is observed that a very large majority 
of the population is de facto member of the scheme because of some obvious 
advantages compared to other possibilities existing on markets. In addition, the 
expression “encouraged” is also used, which expresses that this criterion of 
“compulsory” is not too prescriptive. 

• The scheme must be collectively organised, meaning that the participants are 
submitted to general rules and cannot enter in specific negotiations about some 
conditions. 
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• The employer must pay a contribution (even if there is no actual payment in the 
case of “imputed contributions”) on behalf of their employees. Social insurance is 
therefore part of the total labour cost. 

I.3.2.1 Unit responsible for the management of a sc heme 

9. a. A government unit  is judged to be responsible for the management and scope 
of a scheme if participation is imposed by law or specific regulation and the 
government controls the level of the main flows by setting (or approving in last 
resort) the rules. (Note that this role differs from the role government might have in 
supervising pension schemes and other financial institutions to ensure they are run 
according to prudent principles).  

Such schemes qualify as “social security schemes” (ESA95 4.88.a). The 
government unit managing such schemes, where clearly identifiable, is classified 
within the sub-sector “Social security funds”.  

b. Employers  (including government units employing civil servants) organise 
schemes exclusively for their own staff (or part of them in some cases) and manage 
directly, and are fully responsible for, all the underlying flows that are related to the 
rules in the framework of some specific legislation and regulation that aims to 
protect the pension rights of the employees. 

These schemes qualify as “non-autonomous employer pension schemes” (ESA95 
4.88, b2). In this case, the employer acts directly as a sponsor for the scheme such 
that the flows, and possibly assets and liabilities, are allocated to the sector in 
which this employer is classified. In other words, such schemes can belong in all 
institutional sectors except households. 

c. Financial institutions  manage schemes operating in a wide variety of ways 
including schemes that employers (including government units for civil servants) 
organise exclusively for their own staff. The manager, a different unit from the 
employer of the participants, receives the social contributions paid by the 
employers, and manages the flows and the accumulated assets. This is performed 
under a variety of control regimes established by specific regulatory bodies, 
employers or the participants themselves. These schemes are defined as 
“autonomous private funds” (ESA95 4.88, b1). The flows of contributions and 
benefits, and the corresponding assets and liabilities, are in the financial institutions’ 
sector. 

I.3.2.2 Unfunded schemes  

10. If a government unit is responsible for the management and scope of an unfunded 
scheme, the scheme is a social security scheme or a scheme for government 
employees. 

11. The origin of the resources used for the payment of benefits does not matter in 
judging the classification of such schemes. Nor does the way the participants’ 
accumulated rights are measured (such as percentage of earnings, points, 
monetary accounts, etc.) and the amounts of benefits determined (such as “flat 
pension”, percentage of earnings on a given period, period of contributions, age of 
retirement, etc) and adjusted during the retirement period. 

12. If some financial reserves are held in the context of an unfunded scheme they are 
recorded as assets of the unit managing the scheme and not of the beneficiaries – 
see ESA95 Annex III.4 
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I.3.2.3 Defined contributions funded schemes 

13. The financial assets (bonds shares, property…) forming the accumulated reserves 
of the scheme are recorded as assets of the unit managing the scheme, and the 
same amount is recorded in liabilities in AF.612 "net equity of households in 
pension funds reserves” . As a result, by definition in ESA95, the net worth of such 
defined contributions funds is zero and the notion of under-funded or over-funded is 
not relevant in this context. As there are no promised benefits, no comparison is 
appropriate. However it is possible to estimate the pension that would be received 
on the basis of the assets accumulated to date such that the sponsor (or even 
government as supervisory body) would take some measures to increase 
contributions if the level were judged too low: but this has no influence on the 
classification of a funded scheme.  

14. In recent years, some countries have set up defined-contributions funded pension 
schemes where a government imposes or encourages participation, collects 
contributions from employers and pays pension benefits to households, fixes the 
level of contributions and maybe change the rules, but where it is explicitly stated 
that pension benefits will predominantly depend on accumulated assets. Under 
these conditions, it seems that all ESA95 criteria for classifying such schemes as 
social security schemes are not fulfilled, as government is not fixing the level of the 
pension benefits and it is difficult to consider that it is “financing” the scheme. As a 
consequence, the unit managing the scheme must be considered as a separate 
institutional unit not classified within the government sector and must be classified 
as a public financial corporation within the sub-sector S.125 “Insurance 
corporations and pension funds”. 

15. Therefore, the flows of contributions and benefits under this defined-contribution 
funded scheme are not recorded as government revenue or expenditure and do not 
have an impact on government deficit or surplus. However, redistribution may play 
an important role in such schemes. Contribution payments may be fixed as a share 
of income, whereas entitlements do not fully reflect the differences between 
contributions paid by different persons in a single period. In such cases, the 
redistribution of contributions has to be recorded within the government sector 
(without any effect on general government deficit or surplus), whereas the pension 
scheme remains a public financial corporation. The estimated amount of 
contributions paid by those scheme members who pay more than their increase in 
entitlement are shown as a social contribution paid by households to government; 
and the same amount is recorded as a social benefit paid by government to those 
households whose entitlement grows by more than their contributions. 

I.3.2.4 Defined-benefit funded schemes  

16. The liability of the unit managing the scheme (AF.612), and asset of households, 
must be valued at the "present value of the promised benefits" (ESA95 7.59).  

17. If the scheme becomes under-funded and the managing unit injects funds into it, 
this is to be recoded as a capital transfer.  

18. Even if the value of the assets is lower than 50% of the future obligations (which, 
obviously, could not be considered as a “predominant part”), a scheme could be 
treated as funded if it is obvious that the sponsor shows the intention to “re-
balance” the scheme. 
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19. A government unit might manage a defined-benefit funded scheme. Provided that 
other criteria, as mentioned in ESA95 4.88a (large coverage of population, 
compulsory participation, control of contributions and benefits) are fulfilled, these 
schemes must be classified as “social security schemes”. 

20. In the current ESA95, the liability vis-à-vis households for defined benefit funded 
schemes is not recorded in the government balance sheet. This may be seen as an 
inconsistency in the system (compared to a “private” defined-benefit pension fund) 
but, from an economic point of view, this situation is very similar to a social security 
fund because the government is committed to paying pensions according to rules 
that do not depend on the market value of the accumulated assets. 

I.3.2.5 Government manages a “mixed scheme” 

21. The expression "mixed schemes” (or “hybrid schemes") does not exist in current 
national accounts standards as their creation occurred after publication of those 
standards. It applies to cases where a government unit is involved simultaneously in 
the management of two kinds of schemes (imposed on all the population or only a 
part, for instance based on age criteria in cases where older workers would not 
have accumulated sufficient contributions in order to obtain an adequate pension 
from the assets). In appearance there is a single flow of contributions (a total rate is 
paid) and a single flow of pension benefits such that each household receives only 
one regular payment for a given period. 

22. One scheme is unfunded and organised according to the “normal” features of a 
“pay-as-you go" system where the benefits (fixed according to some factors) are 
directly financed by the contributions collected and, if necessary, by other 
government resources. 

23. The other scheme is a funded one that has all the features of a defined-
contributions funded pension scheme: part of the contributions received from the 
employers is invested on markets (directly by the government unit but more 
frequently through specialised market units) and the individual pension benefits, for 
that part, will predominantly depend on the invested assets. 

24. What matters here is that both corresponding flows, “in” and “out” and relating to two 
different sets of rules, can be identified fully. Similarly the involvement of 
government in each kind of scheme is very different. Under the unfunded scheme, 
government has taken the commitment to pay a promised level of benefits by 
reference to rights, determined by given rules on their calculation. Under the funded 
scheme, the amount of the pension depends normally on the accumulated assets 
and government has no general obligations towards all the participants. 

25. As each scheme is run by clearly a different set of rules and more precisely, as the 
pension benefits are not financed in the same way, the total flows must be allocated 
to each corresponding scheme, and these should be treated differently in national 
accounts. As a result, in such situations, two different institutional units must be 
distinguished in national accounts, each of them referring to one identifiable 
scheme. 

26. In this respect, the unit that is identified (resulting from the “split” for statistical 
purposes of the one apparent government unit) as responsible for the management 
of the defined-contributions funded scheme must be classified outside the general 
government sector. 
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27. Therefore, the flows of contributions made to the unit managing the defined-
contributions funded scheme and the flows of benefits paid from this unit are not 
part of government revenue or expenditure and therefore cannot have an impact on 
government deficit or surplus. 

I.3.2.6 Government guarantee to a funded scheme 

28. Even where government is not responsible for the management of a scheme that is 
not classified as social security scheme, it may have a “strong interest” in the 
sustainability of the scheme, as part of its social protection policy. This can apply to 
non-government unfunded schemes, as well as government-run unfunded 
schemes: the accounting rules to be followed are the same. Government acts as a 
supervisory body closely following the performance of non-government pension 
schemes. Notably, it has to ensure that nobody within the population would be left 
without an adequate pension.  

29. In this context, where government considers that the degree of uncertainty for 
participants in a non-government pension scheme is not acceptable, for example 
because of operational risks, insufficient level of accumulated reserves, market 
collapse, the government may grant an explicit guarantee to protect the 
participants. Government acts as payer of last resort to ensure that benefits reach a 
level considered as satisfactory. 

30. The existence of a government guarantee, in conditions mentioned above, to a 
funded scheme that is not classified as a social security scheme, does not as such 
imply that the beneficiary scheme should be reclassified as a social security 
scheme. 

31. The government guarantee must be considered as a contingent liability, not 
recorded in national accounts as a government liability according to the general 
ESA95 principles. In this respect the risk borne by government is only a potential 
one as it depends on the occurrence of certain specific events. As a result, neither 
government expenditure nor government revenue is recorded as long as the 
guarantee is not used.  

32. Government may support a scheme for exceptional and temporary reasons, for 
instance a short-term shock on financial markets (such in 1987, 1994, or 2008) such 
that the government intervention is limited in time and amount. This does not imply 
reclassifying the scheme as a social security scheme, unless government takes 
control of the scheme and directly adjusts the levels of contributions and benefits. 
This means that, in a first stage, any government support, although affecting 
government surplus / deficit, would not have the automatic effect of reclassifying the 
scheme. 

33. If government’s support for the scheme is not implemented for exceptional and 
temporary reasons but is observed frequently and assumed to be permanent, 
national accountants should closely examine whether government has obtained 
some controls over the scheme such that conditions for classifying it as a social 
security scheme are fulfilled (notably ESA95 2.74 and 4.88). 

34. In the case of a defined-contributions funded scheme, this reclassification as a 
social security scheme should be implemented only when the government is 
effectively ensuring the payment of benefits for an amount higher from than the one 
paid from the assets accumulated in the fund. In this case, it becomes a defined 
benefit funded scheme under the responsibility of government. 
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I.3.3 Rationale of the treatment  

I.3.3.1 Defined-contributions funded schemes manage d by government 

35. The level of pensions depends on accumulated assets invested on market. 
Therefore, government is not controlling the level of the individual pension benefits 
because it has no direct influence on the market performance of the assets. 

36. All pension funds where the participants bear the financial risk should be treated in 
the same way, whatever the nature - public or private - of the unit managing the 
scheme, or even the obligatory or voluntary nature of the scheme. They are savings 
accumulated by households. Managing assets on behalf of other units is a financial 
intermediation activity that is not normally a function of government. When 
managing such schemes, government is not acting for public policy purposes but is 
acting in a similar way to a financial institution. 

37. Classifying defined contributions funded scheme into the sub-sector S125 
"insurance corporations and pensions funds” means that, although the liability 
relating to the future pensions is not recorded as government liability, the 
government securities held by the pension fund are rightly recorded in government 
debt. Under these conditions, the structure of the portfolio of the pension fund has 
no influence on the recording of Government debt. 

I.3.3.2 “Mixed schemes” managed by government 

38. An important aspect of such mixed schemes is the centralisation of all flows 
through one government unit. However, this is a technical aspect that can be 
justified in terms of efficiency and should not influence the sector classification. 

39. What matters here is that an observed “single” flow of payments in each direction 
(contributions/benefits) covers transactions related to different sets of rules that 
require corresponding treatment in national accounts. In addition, it is important that 
the schemes are independent with cross-subsidy from one to the other. 

I.3.4 Accounting examples  

40. The classification of social contributions and social benefits as government revenue 
and expenditure (in the ESA95 category D.6) does not raise any specific issue. This 
is the same also for temporary support by government to a funded scheme that 
must be recorded as a capital transfer D.99 (see ESA95 4.165.i). 

ESA95 provides an example in its Annex IV. 
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