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They Will Definitely Need Us, When We Are 64: Old-Age Provision in

Germany

For the next two decades, Germany will be among the
fastest ageing countries in Europe and in the world. This
is not so much due to an extraordinary level of, or in-
crease in, life expectancy. In fact, longevity in Germany
is currently close to the EU average, and it is expected
to go up slightly less than elsewhere in the future (Euro-
pean Commission and EU Economic Policy Committee,
2017, 7). However, following a baby boom that was rela-
tively late and small by international standards, the Ger-
man total fertility rate fell from 2.5 to under 1.5 between
1965 and 1975 (Statistisches Bundesamt, 2020, 5-7). In
West Germany, the rate has fluctuated around 1.4 during
the four decades that followed, showing a slight increase
only very recently.!

The fast and strong reduction in the number of births has
triggered a long-term shift in the age composition of the
population that is still ongoing and, with an eye on old-
age provision, will now become acute soon. The German
baby boomers will enter retirement by 2030. During this
period, old-age dependency will roughly double that of its
2000 level and, thus far, there are no signs that it will go
down again until 2060 (Statistisches Bundesamt, 2019) or
even afterwards (Werding and Lapple, 2019). Obviously,
this change in demographic fundamentals creates a huge
challenge for the German Statutory Pension Scheme
which is operated on a pay-as-you-go basis and is still
the dominant pillar of the overall system of old-age provi-
sion in this country.

Politicians have responded to this challenge through
a wave of reforms taken in the early 2000s, which have
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1 Despite the differing political and economic systems, fertility trends
in East-Germany were surprisingly similar to those in the West until
1975. Afterwards, the East-German fertility rate was pushed up again
(to over 1.8) for a short while by strongly pro-natalist policies, but the
effects subsided over the 1980s. During the economic transition, the
rate dropped dramatically (to below 0.8) in the early 1990s. Since
then, it has converged to the West-German level (Kreyenfeld, 2001).
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rendered the system financially viable until around 2025.
While these reforms took effect, labour market perfor-
mance has remarkably improved against earlier years
and remained almost unaffected by the Great Recession.
This has created temptations to partly undo the reforms
that are already in place. Some steps in this direction
have been made through amendments enacted in recent
years. Untimely demands for additional and more far-
reaching reversals of earlier reforms are now on the table,
when plans have to be devised for how to fully adjust the
pension system in light of a strong and lasting ageing pro-
cess.

Currently, a government commission consisting of poli-
ticians, social partners and researchers is expected to
draft a new series of pension reforms with a time horizon
until 2045. After more than a year of internal discussions
and only a few weeks before the scheduled release of a
final report, it is unclear whether this group will be able to
reach any agreements.

Earlier reforms and recent amendments

Various figures from Deutsche Rentenversicherung
(2020) can be used to demonstrate that, for the moment,
the budget of the German public pension scheme has a
rather favourable stance. In 2019, it spent almost 290 bil-
lion euro — close to 9% of GDP - on old-age, survivor and
disability benefits. It holds reserves of 40 billion euro, ex-
ceeding the legal ceiling for the eighth year in a row. The
contribution rate is currently at 18.6% of covered wages,
down from a peak at 20.3% reached in 1997-1999. While
this situation must be expected to change rather soon, it
is the result of a series of major reforms, supported by
the effects of a strong labour market performance. The
reforms were enacted between 2001 and 2007, based on
the recommendations of another government commis-
sion.

In 2001, German pension policy abandoned the task of
providing for a constant level of benefits that had been
pursued — with a few alterations of the precise defini-
tion — since the late 1950s. Instead, an ad hoc correc-
tion was introduced in the formula for annual benefit up-
ratings which was meant to reduce the net benefit level
(compared to current wages of those contributing to the
system) in the long run. In 2004, this was replaced by a
self-stabilisation mechanism (Bérsch-Supan, 2007) by
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which annual benefit up-ratings were inversely linked to
changes in the system dependency ratio (number of pen-
sioners per contributors) that was projected to increase
continuously in the future, with a strong acceleration be-
tween 2020 and 2030. Another important element of the
2001 reform was the introduction of a subsidised scheme
for supplementary, private provisions, where active mem-
bers of the public pension scheme were expected to save
up to 4% of their covered earnings, in order to make up
for the gradual decline in the benefit level of the public
scheme.

The most controversial issue in these reforms was an
increase in the statutory age threshold for drawing full
benefits. In 2007, a law was finally made prescribing an
increase of this age threshold from 65 to 67, for women
and men alike, which was to become effective between
2012 and 2031. In spite of persistent criticisms, the in-
crease has been phased in as scheduled. Together, these
reforms brought enormous improvements regarding the
prospects of ever-rising contribution rates (Werding,
2007). The unexpected rise in employment that followed
due to (among other things) strongly increasing participa-
tion rates of older workers (Werding, 2016, R14-R15) even
led to temporary reductions in the contribution rate. Over
time, this resulted in discussions about the ongoing de-
cline in the benefit level which, by some observers, was
considered unnecessary or even harmful.

Responding to this perception, politicians recently
started to expand some categories of pension benefits
for the first time in many years. Two packages passed
in 2014 and 2018 were based on typical ‘grand coali-
tion’ agreements, where each party got what it wanted
for their voters, e.g. mothers (with children born before
19922) or workers with extremely long careers. Given the
current outlook on a pronounced and imminent wave of
demographic ageing, further amendments made in order
to increase benefits for disabled workers appear to be
defendable, as this is clearly a vulnerable group facing
enormous difficulties if working longer and saving more
are basic requirements for future retirees. However, all
this contributes to further increases in pension expendi-
ture in decades to come, when financing the system will
become really difficult.

It is currently projected that, in spite of a further decline
in the benefit level (by about 10% by 2045), contribution
rates will jump up to 20% before 2025 and to over 23%
by 2045 under the existing legal framework (Werding,
2019). Together with increasing contribution rates for pub-

2 They are now treated almost as generous as mothers of children born
since 1992, with a re-assessment of pensions already awarded.
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lic health insurance and long-term care, social insurance
contributions may even total about 50% in Germany at this
future stage of the ageing process (Werding and L&pple,
2019).

Gaps in the current legal framework

A new round of reforms is thus definitely needed, adher-
ing to the principles of earlier reforms, extending them
to a longer time horizon, and addressing the main gaps
involved in the current legal framework. By the simple
arithmetic of a pay-as-you-go pension scheme, working
longer is the only approach that can produce favourable
effects for both the benefit level and the contribution rate.
If this approach is ruled out, as it is in current political de-
bates, pensioners are basically doomed to receive very
small amounts of annual benefits for a retirement period
that becomes longer and longer, while active workers
have to pay excessive contribution rates.

Further increasing the legal retirement age after 2030 is
thus urgently needed. A related gap that needs to be ad-
dressed was created through one of the recent amend-
ments. In 2014, a new option for early retirement was es-
tablished for workers with 45 years in activity. They can
now enter retirement, without any deductions, two years
before reaching the age threshold relating to anyone else.
It was expected that this would help a minority of low-
educated workers in bad health to exit jobs with physi-
cally demanding working conditions. Actually, one-third
of all new retirees have used this option since 2014, re-
ceiving benefits that are substantially higher than those
of average pensioners, and most of them are in rather
good health (Bérsch-Supan et al., 2019). This has, in fact,
stopped the increase in the actual, average retirement
age - from about 62 years of age in late 1990s to just over
64 years in 2013. For all other workers, early retirement
is possible under deductions from their benefits (of 3.6%
per year) that are relatively low by international standards
(and the same applies to premiums for working beyond
the legal retirement age, of 6% per year). The rules gov-
erning entries into retirement therefore need a compre-
hensive overhaul.

Another serious gap in the existing framework is that, fol-
lowing the 2001 legislation, supplementary savings for
old age are highly recommended and actively subsidised
(through direct subsidies for workers on low earnings and
a favourable tax treatment for those on higher earnings),
but not mandatory. Take-up in this scheme increased sig-
nificantly in the early years after its introduction, but has
come to a halt after 2010 with a coverage of about 10 mil-
lion people, i.e. about one-third of the target group. The
scheme involves a number of additional drawbacks. It is
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mainly targeted at private, third-pillar provisions, which
is a high-cost environment in general. Providers have to
offer guarantees of the amounts invested, which is also
costly. At the same time, the most widely used types of
products are mainly invested in bonds, rather than shares,
which leads to relatively low returns, certainly under cur-
rent conditions on financial markets. Also, the market
for certified products is perceived to be rather opaque,
which makes it difficult for investors to select successful
plans and often hinders them from choosing any plan at
all. Thus far, all attempts at raising transparency and in-
tensifying competition have not brought much progress in
terms of broader coverage.

What is, and what should be, discussed?

In the run-up to installing the new pension commission,
the current government has defined a number of ‘stop
lines’. There are now official limits with respect to a mini-
mum benefit level and a maximum contribution rate, both
valid until 2025, which may become binding shortly be-
fore they expire. A kind of unofficial limit is in place re-
garding the legal retirement age, which the current coali-
tion does not want to discuss during this election period.
Also, the government has created the expectation that the
commission will continue to define similar — though prob-
ably not identical — stop lines for the benefit level and the
contribution rate for a longer period of time. This strongly
reduces the room for manoeuvre and largely ignores the
strength of the ageing process that lies ahead. With an
approach of this kind, channelling billions of taxes into the
pension budget would be the only way out in the years
from 2030 onwards (Werding, 2019), which does not seem
to be a feasible solution either.

So far, the public appears to be far more concerned
about any further decline in the level of pension benefits
than it is with respect to rising contribution rates or taxes.
However, if the benefit level were fixed at any rate that
sounds adequate, annual amounts of money required to
balance the pension budget in the course of the next two
decades would most probably create a burden that puts
the competitiveness of goods and services produced
in Germany at risk and could have a negative impact on
economic growth and employment. This could then easi-
ly lead to a worst-case scenario. A dynamic development
of labour markets that integrates all people of employ-
able age and also continues to attract migrants is an im-
portant pre-requisite for steering the German economy
and the social protection system of this country through
the upcoming period of rapid ageing. To deal with this
dilemma, an open discussion about the retirement age
and on suitable mechanisms for its future adjustment is
simply inevitable.

Furthermore, it needs to be acknowledged that old-age
provisions, which are predominantly financed on a pay-
as-you-go basis, are actually not ideal for a country with
the demographic situation that Germany will reach after
the current transition period, with a level of old-age de-
pendency that will be permanently increased. Yet, a ma-
jority of Germans seem to shy away from a higher share
of pre-funded old-age provisions, pointing to financial-
market risks and low interest rates as well as the imper-
fections of the scheme already in place. Therefore, other
products and instruments that reduce costs, investment
strategies that are suitable in the current low-return envi-
ronment and alternative institutional arrangements should
be discussed.

For instance, given the corporatist traditions of Germany
and its welfare state, occupational, second-pillar pen-
sions backed by collective agreements might offer a bet-
ter platform for expanding coverage in supplementary
schemes than third-pillar plans. An amendment of the law
on occupational pensions enacted in 2017 already paved
the way in this direction. But, with the current uncertainty
about future directions for the public pension scheme,
nobody has utilised this option so far. Alternatively, invest-
ment funds that are somewhere between public and pri-
vate provisions might prove helpful as a fall-back solution
for investors and as a challenge forcing existing providers
of financial services to become more competitive.

Promising examples in other European countries

Considering the increasingly ageing population in Germa-
ny, it should ideally be a forerunner among the highly de-
veloped countries, demonstrating how to organise — and
cushion, to the extent that this is needed - the transition
to an economy with an older population. Instead, public
discussions in Germany could benefit a lot from taking
notice of many examples for promising rules and ap-
proaches that have been established in other countries,
especially in Europe.

For instance, to deal with their projected ageing pro-
cesses, ltaly (with an enormously long transition period)
and Sweden (in a quick move) have first of all fixed the
contribution rates for their public, pay-as-you-go pension
schemes and installed a strict ‘defined contributions’ log-
ic to assessing future benefits. Many countries followed
the German example in increasing the legal retirement
age, reaching the German standard envisaged for 2030
(of 67 years of age) at an earlier stage (in Ireland: 2021; the
Netherlands: 2021; and Denmark: 2022) or even exceed-
ing it (in Ireland: with 68 years, starting in 2028). A num-
ber of countries (again, Denmark and the Netherlands,
plus Estonia and Italy) have now also tied their legal age
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thresholds for receiving full benefits to ongoing changes
in life-expectancy through automatic, rule-based links,
which is helpful in avoiding repeated political discussions
about this difficult topic. Early-retirement deductions
from full benefits are closer to actuarial standards in many
European countries (especially in Greece, Portugal and
Spain, with 6% per year; in the Slovak Republic and in
Switzerland, with 6.5 and 6.8%, respectively).®

European countries also provide interesting examples
of how to run comprehensive systems of supplementary
cover for all their employees and retirees based on capi-
tal reserves, in spite of the risks and difficulties involved
in this type of old-age provisions. Some countries sim-
ply have longer traditions in this area, like the Netherlands
(with a very broad-based system of occupational pen-
sions). Others have successfully introduced new sys-
tems of this kind in recent years, such as Sweden (with
their mandatory Premium Pension scheme established
in 2000, where quasi-public providers have a core role
as a default option for individual investors) or the United
Kingdom (with their new Workplace Pension programme
established in 2012, based on an automatic enrolment
of all workers, combined with an opt-out clause, offering
the National Employment Savings Trust (NEST) as a de-
fault option for small firms). Assessing the experiences of
these and other countries could help inform the public de-
bate about pros and cons of various elements of reforms
which should now be seriously considered in Germany as
well.

The timing of reforms is the core question

Open questions regarding the future of old-age provi-
sion in Germany are thus not so much what to do, but
relate to the appropriate timing of different moves. Fur-
ther changes in the retirement age need to be announced
in good time, to make sure that individuals — employees
and employers — can adjust their plans. More importantly,
expanding reserves for funded old-age provisions takes
time, and too much time has already elapsed without a
stringent framework. It is practically too late for helping
those who are already approaching retirement and have
not started to engage in supplementary savings dur-
ing the early 2000s. On the other hand, fixing the benefit
level for the next twenty years to support these people
will leave younger workers without the resources they will
need to save for their own retirement phase. Some com-
promise is obviously needed to define a viable time path
for benefits as well as burdens, sharing the latter among
all those who are involved in this delayed transition.

3 Information provided in this paragraph is collected from the EU data-
base MISSOC (2020) and from OECD (2019).
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