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Early Retirement at 63: Fair
Compensation or Pension
Giveaway?

Anika Rasner| arasner@diw.de | Socio-Economic Panel at DIW Berlin

After Easter, Germany’s new labor and social affairs minister Andrea Nahles will
be presenting the grand coalition’s first major reform proposal for parliamentary
debate: a bill to improve the benefits provided under the statutory pension
system. A centerpiece of the reform package is early retirement on a full pension
at 63 for those who have been paying into the state pension system for a long
period of time. In defense of the proposal, Nahles has launched an information
campaign emphasizing that “It’s not a giveaway; it’s earned.” Critics, however, call
early retirement at 63 a costly political gift to favored groups of voters with
dubious social policy value, and warn that it could unleash a new wave of early
retirement. In their view, the reform could undermine recent successes in
securing the long-term financial sustainability of the pension system and in
gradually extending working life.

Background

After four years of legislative inertia on the issue of pension reform, labor minister
Andrea Nahles has set the tone for action with a draft bill to improve benefits
provided under the statutory pension system (Gesetz tiber Leistungsverbesserungen
in der gesetzlichen Rentenversicherung). Alongside a new “mother pension” that
would let women with children born before 1992 count more of the years they spent
at home caring for children as if they had worked and paid full pension
contributions, the bill also improves pension benefits for the disabled and older
employees who are no longer able to work full-time (Kemptner, 2014) and introduces
early retirement on a full pension at 63 for those who have contributed to the
pension system for at least 45 years.

According to current plans, as of July 1 of this year, when the reform is set to take
effect, it will allow people who have contributed to the system for at least 45 years,
whether through work, care for children or other family members, or even short-
term unemployment (receipt of unemployment benefits) to retire early and receive a
full pension without any reductions to their pension payments (Bundesregierung,
2014). The regulation will only benefit the baby boomer generation: those born
between 1953 and 1963 (Sellin, 2013).

Retirement on a full pension at 63 is a clear break with the pension policies of past
decades. All of the previous reforms passed since 1989 have been aimed at extending
working life without significantly reducing pensions or significantly increasing
pension contributions (Bundesministerium fir Gesundheit und Soziale Sicherung, 2003;
Rirup, 2005). These past reforms were designed to distribute the financial burdens
fairly between those actively contributing to the pension system and those already
receiving pensions. Policy makers have repeatedly questioned whether an acceptable
level of fairness in the system has been achieved (Bicker & Koch, 2003). Enduring
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controversy surrounds the issues of benefit reductions for early retirement, the
increased retirement age, and the elimination of special pensions that allow for early
retirement if employees meet certain eligibility criteria.

Public discourse on the proposed full pension at 63 revolves around three main
questions: First, who will profit from the rule, and is that fair? Second, will the
possibility to retire on a full pension at 63 unleash a new wave of early retirement?
And third, who will pay for it?

Is retiring on a full pension at 63 fair?

In the labor minister’s view, a full pension at age 63 is “not a giveaway; it’s earned”
(Bundesministerium fiir Arbeit und Soziales, 2014a). To support this view, she argues
that those who have paid into the pension insurance system for many years have
been supporting it with their contributions, and that their lifetime contribution to
the system should not be whittled away by lifelong pension reductions. For pensions
expert Bert Riirup, the proposal of retirement on a full pension at 63 looks more like
“an attempt to reconcile labor unions somewhat with the idea of retirement at 67”

Rarup, 2014).

From an individual point of view, retirement on a full pension at 63 may appear to be
a justified social policy. Opponents of the planned reform, however, point out its
financial implications and undesirable redistribution effects, arguing that it shifts
the costs to future generations while failing to consider what would be fair to them
(Stiftung fiir die Rechte zukiinftiger Generationen, 2013).

The Confederation of German Employers’ Associations claims that the proposal
violates the principle of fairness in the system of pension contributions
(Bundesvereinigung der Deutschen Arbeitgeberverbdnde, 2014). They point out that
those with 45 years or more of contributions to the pension system would receive
preferential treatment over their colleagues who are the same age, even if the actual
amount they had contributed over the course of their working lives were the same.
Similarly, those born before 1951, who are subject to pension reductions for early
retirement under the present legislation, have no hope of having their pensions
recalculated under the new legislation even if they otherwise qualify for a full
pension at 63 by having contributed for at least 45 years (Boehringer, 2014).

Of those eligible for benefits under the proposed legislation, the majority are men. In
order to receive the full pension amount, insured people must have contributed to
the pension system for at least 45 years, whether through employment, through
credits earned by caring for children or other family members, or through short-
term unemployment. According to the federal government’s 2012 pensions report,
this applies to 43.5 percent of men but only 18.3 percent of women who retired in
201 (Bundesregierung, 2012). Although the reform takes periods spent on childcare
into account, a large majority of women do not qualify because, in many cases, the
female life course still deviates significantly from the ideal of the “benchmark
pensioner” (Simonson et al., 2012).

Critics also note that those who qualify for a full pension at 63 have no gaps in their
employment histories and have faced very few labor market risks over the course of
their working lives (Bundesvereinigung der Deutschen Arbeitgeberverbiande, 2014). If
one compares the long-term insured (who have contributed to the system for 45+
years) with all other pensioners, it becomes apparent that the former have
significantly higher pensions, a longer period of pension receipt, and higher average
income than the latter (Krickl & Hoffmann, 2013). The long-term insured could
therefore represent a positive selection of people in their age cohort, characterized
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by above-average life expectancy and therefore a longer period of time in which they
benefit from full pensions.

Pensioners with 45+ .
. Total pensioners

years contributions

Men Women Men Women
Average pension (in €) 1.411 1.085 899 532
Years of pension contributions 49.2 46.6 39.8 30.4
Average pension entitlement points 1.18 0.91 1.06 0.74
Age a.t payment of first pension 14.8 15.3 16.6 18.2
contribution

Comparison of the group of “long-term insured” with “total pensioners”
Source: Krickl & Hoffmann (2013)

An early start of working life could be an indicator of low education in the group of
long-term insured. Although there have been no studies on the longevity of this
group, a DIW study reports that individuals with low education show a significantly
higher mortality risk starting at the age of 65 (Kroh, Neiss, Kroll, & Lampert, 2012). In
general, however, the effect of education on mortality patterns in old age remains
unclear.

Will the possibility to retire on a full pension at 63 unleash a new wave of early
retirement?

While average life expectancy has increased constantly over the last few decades, the
statutory retirement age has remained largely unchanged (Bloom, Canning, & Fink,
2010). Longer periods of pension receipt and the accompanying financial burdens on
pension funds motivated the reform initiatives of recent decades. Figure 2 depicts
the rationale underlying these reforms. Between 1980 and 2010, the average life
expectancy at birth for West German men increased from 7o to 78 years, and the
residual life expectancy at age 65 went from 78 to 82.6 years. During the same
period, the legal retirement age was raised from 65 to 67 years (Statistisches
Bundesamt, 2012). The increase in the actual age of entry into retirement from 62.2 to
64.1 years (Deutsche Rentenversicherung, 2013) shows that the reforms have produced
the desired effect.

Age 30 Age 40 Age 50 Age 60 Age 70 Age 80
1980 . .
2010 . .
Life expectancy at birth @  Actual age at retirement
Life expectancy at age 65 . Statutory retirement age

Evolution of the retirement age, statutory retirement age, and life expectancy
Source: Pension insurance in time series and mortality tables of the Federal Statistical Office 1980/1982 and
2009/2011, diagram by the author.
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Retiring on a full pension at 63 thus represents a retreat from efforts to extend
working life. This turnaround has aroused fears of an impending wave of early
retirement (Schnabel, 2014). Employers argue that if periods of short-term
unemployment counted toward retirement on a full pension, people could register
as unemployed and thereby “bridge” the period up to retirement without working
while sustaining no losses in pensions (Bundesvereinigung der Deutschen
Arbeitgeberverbande, 2014). It should be noted, of course, that this possibility also
exists today, but is not being measured systematically.

If possibilities exist for early retirement, both employers and employees use them. In
the 1980s and 1990s, labor market policy measures, early retirement laws, tax
exemptions for redundancy payments, and flexible age limits were all coordinated to
enable older employees to retire as early as possible (Gatter & Hartmann, 1995). In
some cases, people stopped working at 55 and “bridged” the period up to full
retirement with wage compensation payments (Rosenow & Naschold, 1994) without
having to look for work or take jobs offered to them by the employment agency
(Miimken & Brussig, 2013). It is planned that legislators will develop regulations to
prevent the misuse of early retirement in the future (Bundesministerium fiir Arbeit und

Soziales, 2014b).

When evaluating the proposed full pension at 63 for the long-term insured, it should
be kept in mind that voters overwhelmingly support the planned reduction of the
retirement age. When asked for their views on the coalition agreement between
CDU and SPD, the majority of the population answers that they consider retirement
on a full pension at 63 after 45 years of contributions the grand coalition’s most
important project to date (Infratest Dimap, 2013). Furthermore, over half of Germans
surveyed report that they intend to retire at 63, even if they have to accept pension
reductions due to early retirement. This means that if the opportunity exists to retire
early—whether or not this comes at a cost in terms of pension reductions—people
use it (von Borstel, 2014). A survey conducted by Allensbach last year (Institut fir
Demoskopie Allensbach, 2013) shows that more than half of the population considers
a fair distribution of burdens between generations an important policy objective,
although it remains unclear what this implies specifically for policy implementation.

Who is paying for the new pensions?

Projections on the financial implications of the pension package are still subject to
rather wide margins of error since it is unknown whether all those eligible will want
to make use of the new regulation. In an article in the newspaper Wirtschaftswoche,
Axel Borsch-Supan points out that the reform offers numerous incentives to retire
early but no financial incentives to retire later (Wirtschaftswoche, 2013). As a result,
he argues that, first, the pension insurance system loses payments from jobs that are
subject to social insurance contributions, and second, the duration of pension
receipt is extended by two years but without any reductions in the total amount of
the pension. The costs are estimated at up to 30 billion euros (Schnabel, 2014).

Those who profit most from retirement on a full pension at 63 are members of the
baby boomer generation. When these cohorts retire, it will create a massive
demographic shift. And if they retire early, this will accelerate the reduction in labor
force potential and will lead in turn to a reduction in wages (Schnabel, 2014).

The bulk of the financial burden of such a shift will fall on future contributors to the
pension system (Bach et al., 2013). This will bring about a major redistribution of
wealth from young to old (Fratzscher, 2014). Since the expansion of benefits will be
paid for mainly through pension contributions, the scheduled reduction in the
pension contributions from 18.9 percent to 18.3 percent will be postponed. It would
have taken place automatically because of the record pension insurance revenues,
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with a sustainability reserve of 1.8 monthly payments (Bundesversicherungsamt, 2014).
The German Council of Economic Experts has warned sharply against postponing
the reduction in the contribution rate (Sachverstindigenrat zur Begutachtung der
gesamtwirtschaftlichen Entwicklung, 2013).

Rough estimates suggest that the costs of the new pension will amount to around 2.5
percent of total pension expenditures (Borsch-Supan, 2014). Pensioners will also incur
some of the costs of the reform since the increased expenditures and changed
relationship between contributors and recipients will lead to lower pension
adjustments in the long term (Schnabel, 2014). The net pension level will thus, ceteris
paribus, sink faster.
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