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Dismant!l ing the earnings—related social policy scheme
— @Germany beyond a cross—road —

Winfried Schm-hl

1. Introduction

Present pension policy in Germany as it is pursued by the red-green coalition government, which has
been in power since autumn 1998, is characterised by a paradigm shift. Over time, this will affect
old-age security arrangements in Germany remarkably — the role of different institutions as well as
old-age income in particular. The paper starts with a brief outline of the pension schemes in
Germany as they were designed in 1989 (based on the fundamental pension reform of 1957
introducing a dynamic earnings-related pension). The focus will be mainly on the statutory (social)
pension insurance which is quantitatively by far the most importani part of pension provision in
Germany, covering most of the employees and even part of self-employed persons (2.). Subsequently,
a few remarks will illustrate the reasons for the pension reform debate in recent years (3.) and the
approach finally adopted by the new federal government (2001 pensiop reform). In order to fully
understand the paradigm shift, it is useful to compare it to the approach existing before (4.). Some
consequences of the strategy implemented by the reform measures are outlined (5.), before the most
recent proposals by a commission — which was appointed by the federal government — are described.

These proposals pursue the strategy on which the 2001 Reform was based (6.). Finally, some major
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consequences resulting from this new approach are outlined, focusing on changes of the pension

landscape in Germany and its effects on income distribution in particular (7.).

2. Anoutline of the German pension arrangements

In Germany, three tiers (often labelled as ‘pillars) of old-age security have been
existing since a long time. There are mandatory basic pension schemes for different
groups of the population as first tier, supplementary occupational schemes as second tier

and additional private voluntary arrangements for old-age provision as third tier.

Regarding the first tier, statutory social pension insurance is the dominating element.
It is also the most important part of the whole German pension system. It covers in
principle all blue- and white-collar workers (including miners) but also some groups of
self-employed. It is financed on a pay-as-you-go (PAYGO) basis. The dominating
source of revenue is from contributions paid in equal parts by employees and employers.
But there is also revenue from the federal public budget.] This scheme is in the centre
of the political debate. Also a major element of the paradigm shift of the ‘2001 reform’
is focused on this scheme.

Supplementary occupational pension schemes are the second tier of the German
pension system. In the private sector they are in general voluntary with a great variety in
the design of pensions. Only about 50 per cent of all employees are covered and
coverage is very unequal according to the branch and size of the firm. Pensions are
mainly defined benefit and mainly employer-financed. Occupational schemes in the

private sector are based on capital funding.

1 The rules for miners as well as for self-employed differ from the general rules relevant for

employees (civil servants have a separate scheme).
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During the nineties a decline in occupational pension arrangements took place, by
giving less favourable conditions for new employees or by closing schemes for newly
hired employees. It can be assumed that — among other reasons — (employer-financed)
occupational pensions have lost their importance as an instrument of attracting qualified
labour because of the labour market conditions (high unemployment). Collective
agreements were an exception in the private sector up to the ‘2001 reform’,2 quite in
contrast for example to the Netherlands. After the ‘2001 reform’ this is in a process of
change.

Occupational pension schemes for wage and salary earners in the public sector are

based on collective agreements in contrast to the private sector. The supplementary
pensions in the public sector were fully integrated with the statutory insurance pensions,
that means that a reduction in social insurance pension will be compensated by higher
supplementary pensions — if the collective agreement is not changed. From both types
of pensions, wage and salary earners in the public sector shall receive a pension benefit
that is targeted at the level of civil servants’ pensions, a final salary scheme. After the
‘2001 reform’ trade unions and public employers agreed upon a new collective contract
that will abolish this integrated approach: It will separate the supplementary pension
from the development of the first tier schemes — i.e. from the development of civil
servants’ pensions as well as statutory pension insurance.3 It will also be changed from

defined benefit to defined contribution.

2 This has existed in the building industry and for employed journalists.

Both schemes were relevant for the development of the supplementary pensions: From civil servants

scheme the development of the target replacement rates and from statutory pension scheme the

development of the benefit amount was decisive.
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As third tier there exists a great variety of voluntary and capital funded additional

types of saving for old age, some with risk pooling (life insurance), others without such
insurance elements, some types are tax-privileged. Empirically it is very difficult to
identify which part of the saving of households is for old age.
The borderline between the second and the third tier became more and more blurred
over time because of using models of deferred compensation and especially earnings
conversion financed only by employees but with the suppox;t of the employer, for
example by negotiating group insurance contracts with a life insurer resulting in better
conditions compared to individual contracts. Time saving accounts are used as well.
Several collective agreements are tailored to maximise net labour income by avoiding
tax and social insurance contributions on that part of labour income that is deferred for
old age security. The ‘2001 reform’ is extending the concept of earnings conversion and
introduces new possibilities for taking up subsidies for voluntary old age provision.

In Germany, at the end of the 90s of the last century about 80 per cent of all pension
expenditure for old age, invalidity and survivors was PAYGO financed (around 68 per
cent social insurance, 12 per cent civil servants’ pension scheme). 10 per cent of all
pension expenditure came from the second tier — occupational pensions — and as a rough
estimate another 10 per cent from the third tier.4 It is an explicit goal of the ‘2001
reform’ to change these ratios towards more capital funding.

Social pension insurance covers by far most of all gainfully employed persons in

Germany: In 1999 nearly 93 per cent of those persons covered by mandatory first tier

4 This is measured on the base of expenditure, not financing. In recent years there is an increase for

example in life insurance premiums which may in the future change the weight between the different

tiers. That this also is an explicit political objective will be discussed later.
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schemes are members of this scheme. Nearly 69 per cent of total pension expenditure
was from this scheme. This was nearly 10.6 per cent of GDP.

It is not surprising that social insurance pensions is (at least on average) by far the
most important source of (monetary) income in old age in Germany.

Germany had no general minimum pension. If household income is lower than a
certain amount, means-tested social assistance can be claimed. Only less than 2 per cent
of all elderly people received (at the end of 1998) social assistance. If those persons are
added to this number who may be eligible for social assistance but do not claim this
payment, then even most pessimistic estimates state that no more than about four per
cent of pensioners are living in ‘poverty’ — i.e. their income is below the social
assistance level.?

The ‘2001 pension reform’ introduced two new elements into the German pension
system. The first one is a means-tested transfer payment in case of insufficient income

for persons age 65 and older as well as for disabled persons. The benefit amount,

however, is calculated in the same way as the already mentioned means-tested social
assistance. But there is one major difference: Children are not obliged to pay back the
whole sum or part of it (as in the case of social assistance — depending on their own
financial resources) if their parents claim this new means-tested benefit and if the own
income of children does not exceed 100 000 EUR per year.

The second new elements is a subsidy for contributions for a private pension that

fulfils certain criteria in order to get a certificate which is a prerequisite for subsidies.

It can be expected that a high percentage of those people not claiming social assistance in old age

would only receive a small additional social assistance payment. There is, however, the assumption,
that not claiming social assistance in old age is mainly because of the fear that children have to pay

back these transfers to the social assistance organization.
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This approach — subsidizing private pensions — is labelled as the ‘heart’ of the 2001
pension reform by the ruling coalition government (Social Democratic and Green

Party).6

3.  Major reasons of pension reform debate in Germany

In the eighties as well as in the years following German unification in the nineties,
debates on further reform measures especially regarding the PAYGO financed social
pension insurance and — to a minor extent also civil servants’ pensions — were based on
projections showing an increasing future economic burden of social security: increasing
expenditure, rising contribution rates and rising non-wage labour costs. The topic of
labour costs became highly important in the public debate and mainly focused on
assumed negative effects regarding competitiveness. This had two dimensions, a
national one — competitiveness of the official sector compared to shadow work activities
and by this expected negative incentive effects on the labour market — and one focused
on international competitiveness of the German industry. Despite the fact whether and
how far the assumed effects are empirically well-founded or not, the arguments were
and are important in the political debate.

In the German public debate the future contribution rates often are calculated
according to the development of the old-age dependency ratio (number of persons
above retirement age compared to number of persons in working age). Because old-age
dependency ratio was expected to double until the year 2030, also a doubling of the

contribution rates was often ‘forecasted’. This can be misleading, because for financing

6 I has, however, to be mentioned that there exist already tax-privileged types of private saving and
for occupational pensions. Official statements read as if the 2001 reform’ introduced such

incentives for the first time.
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the pensioner ratio (number of pensioners compared to contributors) is decisive, which
may develop differently, for example if labour force participation rates are changing.
And also the effects of already implemented political decisions affecting revenue and
expenditure of the pension scheme are neglected.

If we compare for example the projected contribution rates for the year 2030 that
were officially calculated in 1989 and take into account the already decided changes in
the statutory pension scheme before the ‘2001 pension reform’, we see that remarkable
changes took place over time. In 1989, it was projected that contribution rates for West
Gennany’ will rise to more than 36 per cent until 2030. That means a doubling of the
contribution rate compared to the rate that existed at that time. In 2000 the projection
being the basis for political decisions of the ‘2001 pension reform’ give a different
picture: an increase of the contribution rate up to ‘only’ 23.6 per cent in 2030 for West
and East Germany (Schméhl 1998b, p. 261).

To evaluate such contribution rates it should be taken into consideration, among
other things that German unification increased the overall contribution rate in pension
insurance by about one percentage point. This situation will not change for a long time.
And not only PAYGO but capital funded schemes as well will become more expensive
in the process of demographic ageing, especially if life expectancy is increasing.

This past development and in particular the expected negative economic effects of
population ageing stimulated the development of crisis scenarios. Here, an interaction of
many economists, actors in the financial market, politicians and the mass media took
place. Rolling back the Welfare State became a much recommended strategy to cope

with future economic problems.” Cutting back PAYGO financed expenditure was

7 An analysis of economic consequences is given in Atkinson (1999).
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demanded and above all an increase in capital funding. The already mentioned present
ratio of 80 per cent PAYGO financed pension expenditure and 20 per cent based on
capital funding should be changed, for example to 60 : 40 as some economists proposed.
This would make it necessary to reduce the level of public pension expenditure
remarkably. Capital funding — some economists declared — is dominating PAYGO
financing in nearly all aspects.8 Therefore, it was argued that such a shift towards
funding would improve the well-being of the population — at least in the long run.

The public debate about the coming “demographic crisis” and nearly daily reports in
the mass media prepared the ground for a major paradigm shift based on an informal
coalition aiming at the same direction: reducing the public PAYGO financed scheme
and substituting this by private capital funded elements. The actors involved have
different motives: The minister of finance, who became a major actor in the pension
policy arena, is particularly interested in reducing the burden for public budgets and
public debt in line with the Maastricht convergence criteria. Lower contribution rate
also means lower federal grant to social pension insurance, because part of the grant is
linked also to the development of the contribution rate of the pension scheme.

Many mainstream economists are arguing in favour of only minimum protection
which should mainly be for interpersonal redistributive purposes. This purpose is also
supported by those who recommend more interpersonal redistribution (often labelled as
‘solidarity’) in pension policy instead of a close contribution-benefit link. Employers’

organizations are in favour of a reduction of the PAYGO public scheme because of

8  For example Neumann (1998). See also Siebert (1998). For a detailed description of the coming

‘crisis’ because of the population ageing see Wissenschaftlicher Beirat (1998), which is an Advisory
Group of Scientists for the Federal Ministry of Economics. For a discussion of these findings see

Schmihl (1998a).
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lower contribution rates. And — of course — the actors and of the financial market like
banks, pension funds, insurance companies are highly interested in a reduction of the
benefit level in public PAYGO schemes. The total sum of pension money is increasing
in an ageing population and makes this field more attractive for companies. It is argued
that the rate of return of funded schemes would by far exceed the low rate of return of
the PAYGO scheme.?

Many, especially younger persons were convinced by the argument that only by
saving in capital funded schemes one is doing something for oneself, while contributing
to a PAYGO scheme is paying for others (the present pensioners). Although this is a
highly biased argument, in particular if the PAYGO scheme has a strong
contribution-benefit link, it was an argument that influenced the view of many persons
regarding the need for a reform that (at least) reduces the PAYGO scheme and gives the
opportunity for more capital funding.

The political debate was finally framed by the new government which came into
power in autumn 1998 in such a way, that a contribution rate of about 24 per cent in
2030 in social pension insurance would be unbearable and would burden the ‘younger

generations’ too much.10 “Intergenerational equity” as well as “sustainability” became

9 Advocates of a remarkable shift towards funding do not focus so much — as in former times — on the
argument of higher saving rate, increased investment and positive for economic growth — arguments
which are intensely debated and often questionable. The debate is instead primarily framed towards
rate of return. These calculations often are based on highly optimistic assumptions and are not very
transparent, neglecting costs in general as well as transition costs when substituting PAYGO by
capital funding. These calculations are only for capital funded old-age pensions, while in the
statutory pension insurance also disability pensions and expenditure for rehabilitation are covered
which reduces the rate of return. Regarding the biased discussion concerning financing methods see
Schmihl (2000).

10 For more information regarding the framing of the public debate, especially focusing on

intergenerational aspects see Schmihl (2001c).
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