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Cause 1: Baby Boom/Bust
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Ballooning System Dependency
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e Requires prefunding

e Prescribes a very sharply
defined time schedule In
which reform is possible.
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Cause 2: Increasing Life Expectancy
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e Increases life time benefits by more than 50%!
e Requires increase of retirement (eligibility) age
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Cause 3: Costly Incentive Effects
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“Rational policy approach™:
Taylor cures strictly to causes and effects

Babyboom/bust:

Longevity:

Incentive effects:
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i Due to harsh demographics in Germany: little
maneuvering room (Scylla-Charybdis)

e Of course: retirement age, actuarial adjustments

e Need to cut pay-as-you-benefits also for pensioners
e Long-term transparent benefit reduction schedule

e Transition problems for 45-55 year olds

e Moderate rates of return suffice for young

e Need to maintain private pension contributions




Policy: Actuarial adjustments
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Policy: Retirement (eligibility) age
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e Two-third rule
e Transition time

e Fails to undo
mea 1972 effect




Policy: Reduce DB-PAYG, offset by

prefunded pension plans
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Babyboom/bust: Quasi-NDC

General idea of Quasi-NDC system with
“sustainability factor”:

Budget equation of a PAYG system:

cont_rate - wage - NWORK = repl_rate - wage - NPENS

Hold cont rate = repl _rate - NPENS/NWORK = constant!

= repl_rate has to be proportional to NWORK/NPENS
N J
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Implementation in Germany

Benefit = Point_Value * Points * Actuarial_Adjustment

1. Points: individual earnings history:

Points are accumulated over entire life cycle
1 Point = 1 year of average earnings in that year

2. Point_Value: macroeconomics and demography

Point_Value for each calendar year (not cohort!)
determined by wage growth net of contributions
and change of system dependency ratio

A benefits ~ weighted sum(A earnings , A system dep ratio)
2/3 1.5% 1/3 -.3%




Will the new pensions suffice?
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e Time line dictated by demography, differs strongly by
country

Same for maneuvering room (“Scylla-Charybdis”)

“Of course” holds only for economists: retirement age,
actuarial adjustments: lump of labor fallacy

Combine long-term transparent benefit reduction
schedule with feasible pre-funding schedule

Implementation problems, but wait and see is not an
option: diversification approach in social risk
management




