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The Threat to the German Welfare State

A. A special historical situation

Gamany now faces a spedid hidoricd Stuaion with three concurrent developments as potentia burdens
for the welfare Sate.

Fra of dl, the Gaman economy is fadng increesng competitive pressure from low-wage
countries With globeization high German wages are baing compared more frequently with wages in other
parts of the world, and in comparisons of investment locations Garmany isincreeangly a a disadvantage.
The Asan crigs only brought temporary rdlief. With devaued currendes, the countriesin the Far Eagt have
become even sronger competitors. In addition, there is new competition in Eagtern Europe. Poland is
experiending an economic boom, the arigs in the Czech Republic will soon be overcome, and western
Hungary is presently one of the fastest growing regionsin Europe. At wages that are often only one tenth of
Gearman wages, Garmany is being put under pressure. The new tigers at Germany’ s doorstep are preparing
to legp. Wage competition will cregte unemployment in Germany if high wages are defended, and if they
are not defended poverty will be created in the lower sodd draa Asssance from the wefare date is
more crudid then ever beforein this stugtion.

Ssoondly, the Germen populaion is ageing. The Germans are not only becoming older, they are
ds0 having fewer children. DINKSs are in. With two incomes and no children, per capitaincome s five
times higher than with three children and one income. It is not surprisng thet over the lifetlimes of every ten
Gamans, less than seven children are born and that Germiany occupiesthe third lagt position in internationd
birth Satistics

In the mid-2030s, when people who are now in thar thirties or forties will retire, the ratio of dderly
over 65 to young people over 20 will betwice as high asit is today, which will aso be the case despite the
dleviaion, as assumed by the Garman Federd Statidtical Office, of 11 million immigrants A sodd security
computer Smuldion is not necessary to redize that this will be the end of the pay-asyou-go penson
sysem. With the penson sysem asit wasin 1992, the shift in the ratio between old and young would meen
adoubling of the current 20% contribution rate for the sodid insurance system to 40%; without an increese
in the contribution rate, pensons in 2035 would only be haf of that which was origindly promised to the



contributors. The choice open to policy-makers lies between having pensions and doubling the contribution
rate—amagic bullet does not exig.

With penson cuts, as have been implemented by reform legidation between 1992 and 1999, a
middle way between the two extremes was chosen. If the percentage of employees obliged to pay into the
sodd insurance system in the working population and the average income tax rate remain condant, the
contribution rate will rise to about 30% by 2035. This is the result of caculations made by CES for the
Sdentific Advisory Coundl to the German Federd Minidry of Economics
Figure 1 illusrates the resullts of these caculations”

Hgure 1: The devdlopment of the sodid insurance contribution rate
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Source: Saentific Advisory Counal (1998).

Geaman unification is the third factor — besdes globdization and the agang populaion — that is
putting pressure on the wefare date. The recovery has not gone as smoothly as the paliticians wanted the
public to bdieve. Today, eesern Garmany has an asorption of DM 650 hillion but the netiond product is

! Theforecast beginsin 2000 with the same contribution rate as forecast by the federal government for this year (see

Wissenschaftlicher Beirat 1998, p. 9 and Bundesministerium fr Arbeit und Sozialordnung 1997, p. 17). In accordance
with the 1999 Social Insurance Reform Law, anincrease in the federal subsidy of one percentage point isincluded. For
the following yearsit is assumed that the changesin the level of ad-hoc benefits paid by the social insurance system,
but not inherent to it, will be covered by changesin the federal subsidy in correspondenceto prevailing legislation.



only about DM 440 hillion. The goods and sarvices used by private households and governments exceed
eas Gamany's own production by about hdf — an intolerable gtuation. A third of the eestern German
defict on the current account is finenced by private capitd imports, two-thirds by public tranders, a smdl
partion of which are for invesments and the mgor portion, however, for sodd gpending. This is dl
financed on credit. Before unification, the German nationd debot good & DM 900 hillion; today it is DM
2.2 trillion. It has more than doubled.

The delat to GDP ratio that hes resulted is 60% today. If we cdculate the impliat netiond detat,
which exigstoday in the form of sodd insurance entitlements and which is now & an agonishing 290%, the
delot ratio isatota of 350%. GNP of three and ahdf years has been pawned off.

With this palicy, Gamany is snning agand the coming gengdion. The presant generdtion is
burdening future generations not only with sodd insurance contribution rates that will gpproach 30% but
aso with additiond taxes to sarvice the enormous nationd debt. Germans cannat go on shifting the burdens
of the wdfare date into the future but mug findly begin to ether reduce the debt today or to bear the
burdens themsdves

B. The dilemma of the welfare state

Bearing burdens onedf is eeder sad than done gnce tax increeses are hardly posshle in an age of
growing globdizaion. Globdization is not only putting pressure on wages and increesng the ned for
protection from the wdfare date, it is a0 leading to competition among wefare daes thet is seting
spending limits that would not exis in a daosed economy. If borders are open for goods and factors,
legidators must condder the effects of every tax reform on the internationdly mobile factors The German
debate on locationd atractiveness dealy illudrates this congderation. Fiscd taxes, which load a net
burden onto a mohile factor beyond the cost of the infrastructure used by that factor, and which are needed
in order to finance the wdfare date ae hardy posshle aty more Thus egpeddly highly mobile
internationd capital can no longer be usad to finance the wdfare date in future

Thisisared dilemma At atime when low-wage competition crestes poverty, where an ageing
population leads to new sodd insurance contribution burdens, and where sodd tranders are needed to



cushion the difficult trandformation problems in essten Gamany, the increeangly fierce competition
between wefare sysemsis robhing the wefare date of part of its revenue base.

In addition, in aworld with afree movement of factors, the messures of the wefare Sate have lost
agood ded of thar effectiveness Snce the wdfare date dtracts the poor. Why does the mgor portion of
EU immigrants land up in Garmany and why do more and more people from non-EU countries dream to
Gamany? This catanly has something to do with the generosity of the wefare sysem.

Immigrating refugess of povety neutrdize to some extent the nationd effects of wdfare-date
messures, Snce the immigrants offer their labour in the same underground economy as the domestic poor
and gnce they sask houdng in the same housng maket. They rob the domedtic poor of market
opportunities, they lower their wages, and they increase thar rents. In short, they lower the degree of target
fulfilment of domestic wdlfare pdlides

At the same time, of coursg, the target fulfilment degree of foragn sodd polides is increasad.
When the poor in other countries leave, there is a reverse effect on market opportunities, rents, and the
wages of the poor that reman there. With free migration the impact of netiond sodd polides is patidly
exported, and for this reason the nationd possihilities and incentives for continuing such palicies & previous
levels are reduced.

C. Why we need the welfare state

There are people who welcome this devdopment ether because they mud pay for the wdfare date or
because they fed tha the duggards encouraged by the wdfare Sate cost more than the benefits derived
from amore even didribution of income. However, things are not that draightforward.

It is catanly true that the wefare date leads to extremdy problematic behaviourd effects These
are wdl known. The mog importart are the effects of unemployment compensation and wefare payments
on the labour market supply. Both sysems only pay benefits, ssemingly in accordance with their prindples,
when people do not work. They are thus not only assstance for the needy but aso subsdiesfor idleness. If
idleness is subddized then it is no wonder that more and more people decide to do nothing. Or as
Friedman once sad, in words to this effect, by subsdizing poverty you cregte poverty.



Wdfare entittements are dmog more problematic than unemployment compensation sSnce ther
amount is nat linked to how high wages are Wdfare payments, for dl practicd purposes, cregte a
minimum wage in the Garman wage negotiaion sysem, snce no one would work if wages are bdow
welfare benefits. For this reason the levd of the lowest negotiated-wage group is dreedy established before
wage negatiations actudly begin. Garmany does have a prescribed minimum wage even if lavyers ssek in
van the corresponding laws where this is stipulated. People whaose margind product of labour lies bdow
this minimum wage are unable to find market employment.

Added to this are the negative incentives of income tax and sodd insurance contributions, a leest
to the extent that these taxes have no equivdence rdaion and are not regarded as the price for what the
date givesin return. In recent decades the factor |abour has had to bear an increesingly large portion of the
daes finandng burden. It is no wonder that many have sought refuge in the underground economy, in
domedtic adtivities, and in saf-employment.

With dl these negative incentives, the podtive effects of the wefare gate must not be overlooked.
The mog frequently mentioned are sodid peace and the reduction of crime. These are cartanly important
effects, but two others are even more important. The mog important is protection itsdf, Snce no one
knows whether they or thar children might someday be dependent on this protection. We live in an
uncertain world, espedidly in the long term. Who is adle to predict the income atus thet their children and
grandchildren will have? What expectant couple knows whether thar child will be hedthy or Sck, whether
it will have good or bed teechers, how intdligent it will be, what professond opportunitiesit will have, ec.?
The wdfare date, the redidributiond date in itsdf, provides this couple with vauable insurance protection
agang career risks that they could never acquire on the private insurance market. In the legd sysem of the
Western world it is not possble for parents to make binding redidtribution contracts for ther children. They
can, of course, bring about a trandfer of resources for thar children themsaves, but they cannot 9gn a
contract thet would force thar children, if they are sucoessful, to transfer resources to the less successful
children of other people What they can do isto induce such atrander of resources paliticaly by voting for
socidly oriented parties, which in fact iswhét they do. The redidributing Sate can be seen in thisrespect as
an dlocation enhanang insurance inditution thet fills a ggp thet cannat be filled by the private insurance

market.



A posgitive result of the insurance protection that the redidributing date offers is an increase in
peoples willingness to take risks and the assodiated enlargement of the nationd product (see Snn 1996).
Any insurance, dongdde the problematic mord hazard effects, dso has an increase in risk taking as a
result, which in itsdf is podtive ance it enables the insured person to take advantage of promising Stugions
in life that he otherwise would have been hestant to do. With carear insurance which is offered by the
redigributing activity of the wdfare gate, it is no different. It would not be surprigng if it turned out to be
the case that the advantage of the indirect productivity effects of the wdfare date exceed the direct
insurance advantage that results from its equdizing effects A recent sudy by Bird (1998) hes
demondrated thet the wdfare date indeed has a Sgnificant influence on risk taking. In a comprenensve,
cross-sectiond andlyss of many countries he has shown that the share of the wdfare dates expensesin the
netional product is postivey corrdaed with the vaiation in the lifetime incomes of its atizens and he
condudes that the wefare date thus contributes to economic growth.

In light of these congderations we should be wary of labdling the wefare date in itsdf as afoe of
effidency and of referring to the dleged god conflict between just distribution and effidency. We should
a0 gop trying to interpret the redigributional dementsin the hedth insurance and penson sysdems as dien
to the insurance purpose. Thisis al much too short-Sghted. Despite the numerous mord hazard effects thet
it produces, the wefare date can be understood to be, a heart, an inditution which in comparison to the
market is ableto bring about Pareto wefare gains

For this reason caution agangd rash cutbacks and ds0 agang placing trugt in the forces of
competition among sodd-wdfare sysems is gopropriaie This competition will damage the wdfare date,
and it is hard to see how it can improve it. Even awdl-desgned wdfare date has only avery dight chance
of surviving this competition.



D. Necessary reforms of welfare benefits

Indead of massve cutbacks forced by competition among sodd-wdfare sysems, | place my hopes in
reason and sysematic reforms that will reduce the negative behaviourd effects touched off by the wefare
date.

I. Subsidize employment instead of idleness

Let's begin with areform of wdfare bendfits. It is sometimes said that welfare, because of its low finanding
volume in comparison to the overdl penson levd, has no impact on the amount of unemployment. Thisis
not true. Since wdfare, as mentioned, introduces a minimum wage in the negatiated wage sysem, the
extent of its efects has little to do with the finandng voalume. It makes margind Iabour, which is mogt
susoeptible to dismissals more expengve and shifts the whole wage scde upwards.

In order to comprehend the nature of fase incentives, it is hdpful to look a a concrete example. A
family of five in Garmany recaives ca DM 30,000 in wefare paymentsif no one works in thisfamily. If a
family member decides to work, wdfare payments are reduced one-to-one with the increase in family
income This has an extremdy harmful effect on the labour market and is a confiscatory tax of the last
additiondly earned D-Mark: the margind rate of taxation amounts to 100%. Fgure 2 illudrates this case.
Before reducing the margind rate of ordinary taxation, one should fird lower the impliat margind rate of
taxation of wdfare recpientsto under 100%.

In principle, awdfare sysem can be desgned in three ways. Firg, it can be condructed in such a
way that wdfare is cut off when the recipient works. Then it is a subsdy for ideness, as in the Garman
system. Second, assstance can be pad regardless of whether one works or nat. Then it is the concept of
the negative income tax (Biirgergeld) which many economids favour. Third, wdfare could be desgned in
away tha it is only paid when the recpient works, with exceptions for medica problems Then wdfare
becomes an employment subsidy.



Fgure 2 Wdfare bendfitsin Garmany —for afamily of five

Net Income
46,346
~0.71
36,508
30,363 1.00
28,929 0.00
0.30 .
27,228 100
0 1,701 7,371 30,363 36,508 50,000

Gross Income p.a.

It is desrable to pattern reforms according to the third variant, i.e to reduce bendfits for the
idleness of those able to work and indead to reward indudtriousness. An increase in the permissible income
for only a patid offsgting of wdfare, eg. an increese in the current levd of DM 7,371 for the case
exemplified in FHgure 2, would not suffice a al Snce theimplict margind rate of taxation at 70% would il
be too high. Introduding a negetive income tax would meen setting the margind rete of taxation & zero, and
the employment subsdy would meen that the impliat margind rete of taxaion would be negdive. It is
indeed my pogtion that we should meke the impliat margind rate of taxation negetive for those people
whose margind product is bdow current welfare levels

The recent discusson in Germany about “combi-wages’ points in the right direction. Of course,
the scde of wdfare payments would have to be reduced in accordance with the combi-wage thet is paid so
that the burden to the Sate remains neutrd. The neutrdity of the burden to the Sate must have top priority,
gnce an expandon of the gate finendng volume is out of the quedion. There is no one on whom the
additiond tax burden can be imposad. It is a problem, however, thet the combi-wage is linked to the
amount of the earlier wage, snce this makes the measure vary expendve for the date. The subgdy
component should only bridge the ggp between wdfare and market wages when such a ggp exids For
jobsin the upper ssgments of negotiated wage settlements, an employment subsdy is not gopropriate.
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Both the negative income tax as wdl as the employment subsdy would diminate the minimum wage
in the present system. Most people would be prepared to work for wages beow current welfare bendfits if
they could assume that they could keep ther wdfare payments, and everyone who could work would if
they knew that without work they would recaive nothing but with work both wages and wefare payments
With minimum wages, which under the new regime could be in the neighbourhood of DM 8 per hour, new
jobswould mushroom.

Theimpresson is often given that a market economy only has a fixed amount of jobs to didtribute.
Such dams often made by sodologids, are pure nonsense. In five years Israd expanded its economicaly
active population by one quarter when Russia dlowed its Jewish dtizen to emigrate, but this did not cause
an incree=e in the unemployment rate. Since they couldnt have lived otherwise, people looked for work,
were productive, earned incomes and deve oped effective demand. Supply-sde policies are often the best
demand-sde palides, in line with Say's law. The often-cited examples from the Netherlands and the U.S,
show how flexibly the labour market reects if it isonly dlowed to.

The employment subgdy cannat be implemented vigoroudy, sSnce many people only reect very
dowly and because they mugt be hdped in the trandtiond phase to find new employment. The negetive
income tax may be more redidtic but is dso very expensve The date will hardly be gble to aford granting
dl its dtizens a negetive income tax. For this reason wdfare payments can only be lowered gradudly in
favour of an increesang employment subsdy. Neverthdess, the target-fulfilment degree of soad palicy will
continue to rise in the course of time Snce additiond jobs will be created: people a the lower end of the
income scale will dill recaive wdfare assstance and in addition aso wages for their 1abour.
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Hgure 3: Subsdizing employment versus subddizing ideness

Wage Rate

A

Congder Hgure 3, which illudrates the market for smple labour. According to the present system
awdfare bendfit is pad amounting to BG or CH. Snce this assgance is only paid when the recipient does
not work, it causes an amount HI of unemployment and leeds to a minimum wage and actud wage equd to
BG. If the sygem is converted to employment subsdization, it induces unionsto dlow alower wage, snce
only in this way will employess qudify for the employment subsdy. The weage rate will fal to EG and
employment will rise to Gl. In order to prevent a lowering of incomes, the date pays a wage or
employment subsdy of BE per parson. If the wage and the new kind of wefare payment is taken together
a person now has just as much income as before in case of employment or as a wdfare recipient, while
unemployment has vanished. However, the government may have to spend more or less money on wefare.
It is not difficult to see, and equations can eadlly be produced to show, that welfare becomes chegper for

the date precisdy when the dadlicity of the labour demand curve is larger than one in aoolute terms i.e
when the demand curve in the rdevant arealis flatter than a equaly Sded hyperbola®  The area BDFE,

2 Wetake alabour market in which in alaissez-faire situation without state intervention a combination of wage rate and
employment (w*, A* ) would be realised. For political reasons a minimum wage w isaimed at, which can be implemented
by awelfare benefit of the same amount. We define the resulting unemployment A* - 4 as share O of the total of
available labour volume A*:



which messures the cods of employment subgdization, is then smdler than the area CDIH, which messures
the cogs of ordinary wdfare

We know from macroeconomic production theory that the long-term dadlicity of the Iabour
demand curve for agiven capitd sock corresponds to the quotient of the dadticity of subditution between
cgpitd and labour and the partiad production dadticity of caoitd. The numerator in the quotient is st in
many empiricad dudies a a good 0.6 and the denominator & gpproximatdy one third. Accordingly, the
longterm demand dadtidity is nearly two? If this result can be transposed, it is goparent that the
employment subgdy, a the same target fulfilment degree of sodd palicy, is chegper for the date than the
currently practised subsdizing of idleness. The same could be said, with some redtrictions, dso for the
negetive income tax.

The resuits gpply a fortior if we take into condderation thet lowered wages make it worthwhile
expanding capitd invested. In this case the dadtidity of the labour demand curve is much gregter and the
fiscd cods of employment subdgdizaion even smdler. In a theordicdly ided Studtion of perfect
internationa maohility of the other factors of production and internationdly fixed levels of the corresponding

) A* - A=g4* (= HI)
Alternatively, the difference between the desired wage and the lai ssez-fare wage, w — w*, can also be bridged by awage
subsidy, whoserateisashare d of the desired wage:
¥ w- w*=dw(=DF)
Budget costsK arise in the welfare assistance solution by payments of w to the unemployed and in the wage subsidy
solution by payments of subsidy w- w* tothe employed. For theratio of budget costs we have:
&) Kwelpare _ (A% - A)w _ gwd* _ g

K wage subsiay (W= w*)A* dwd* d
Theratio between g and d isthe elasticity of |abour demand with regard to the wage rate. Thisis easily seen when
equations (1) and (2) are rewritten as

A*- A DA
) = =-— and
A* A*
w- w*  Dw
® T

Itisevident that (3) to (5) imply
*
© Kielfare —. DA/ A*
Kwage subsidy Dw/w*

where h ,  isthelabour demand elasticity. Whether the budget costs in welfare payments are greater or less than the

T 4w

budget costs in wage subsidies thus depends on labour demand elasticity. If we assume that |h Aow

> 1, the budget

costs of welfare at the given target fulfilment degree of welfare are above the costs of employment subsidization.

¥ Burgess (1988) determined avalue of 1.85, Nikell and Symons (1990) 1.92. In other studies, such as Franz and Kénig
(1986), the elasticity was found to be one.
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factor payments, the dadticity of Iabour demand would be infinitdy large, and the wage subsdy could cost
doseto nothing rdative to the fiscal burden of the current welfare system.

Some objectors to the employment subsdy dam that it would produce high freerider effects and
would thus be too expengve. It may be useful, they would argue, if it could be limited to the present
unemployed but it could no longer be financed if those who have jobs could dso take advantage of it. This
objection is not very convinang if we congder that the employment subsdy suggested here hasits effect by
making posshle and simulating the emergence of a new negatiated-wage group beneath the presant
wdfare levd. We mug didinguish two types of freerider effects On the one hand, employess in higher
wage groups may be tempted to |t themsdves be caiegorized a a lower levd s0 they qudify for the
subsdy. On the ather hand, employees currently working a a wage dose to the wdfare leve could dam
the subsdy dthough they would dso have worked even without the subsdy.

Thefird type of free-rider effect is not likely snce the daimed subgdy only fills the wage-gap to the
levd of current wdfare payments. Whoever earns more than the wdfare leved and now dassfies himsdf
bdow the wdfare levd in order to qudify for the subsdy only harms himsdf Sncewith atotd of wages and
subsdy he would recaive less The second type of freerider effect hes dready been taken into
congderation in Hgure 3 in which dl those dreedy in employment (GH) dso qudify for the subsdy. Fgure
3 shows that despite the full free-rider effects the ate il Sucoeads in lowering spending without reducaing
the target fulfilment degree of socid palicy, and it mugt be sressed that thisfree rider effect isa prerequidte
for a successul sodd palicy, for without it mogt people would be worse off because of the wage
reduction.

Apat from lowering the cods of sodd palicy while retaining a given degree of target fulfilment, the
proposed policy has another mgor advantage: It enlarges the sodd product and increases the income of
the other factors of production. In Fgure 3 the enlargement of the sodd product is messured by the area
CHH, and the enlargement of the income of the other factorsis indicated by the area BCFE. In the case of
an absolute vaue of the demand dadticity of one, both surfaces are equdly large. In the redlistic case of an
dadicity of more than one in asolute terms, the income of the ather factors grows by less than the nationd
product. As was shown, the date can then dso dam a pat of the growing nationd product for other
purposes, because the cogt of the wefare measures dedlines given the income of the needy.
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S0 much for the main congderaions of the modd on how employment subsdieswould work. | am
not arguing thet, on the bags of this modd, the wdfare sysem should be completdy changed overnight.
But | am arguing for areform that would dismantle sep by sep the current subsdy for ideness and replace
it with asubgdy for employment in away that the burden for the sate would not incresse in the trangtiond
period. | am confident that asodidly just reform process can be condructed.

I1. Home-country instead of residency principle

An additiond reform thet could be added to the wdfare system is the dimination of the resdency principle,
aprincple that dates that everyone regardless of country of origin is entitled to the benefits of his place of
resdence provided he works or worked there. The principle does not harmonize wel with the generd
liberdity in Europe, because it leads to poverty migrations and encourages countries to grant |less generous
welfare bendfits then their neighboursin order to prevent the migration of the poor.

Inthe U.S,, where people are much more mobile then is currently the case in Europe, this effect has
had a great influence on the dates sodid palicies. New York City nearly went bankrupt in 1975 after an
improvement in its wefare bendfits led to its being flooded by the poor of America High mohbility linked
with the Sate of resdence being responghility for wefare has prevented the condruction of wefare dates
intheU.S

InNew Y ork, wdfare was granted to immigrants even when they had nat previoudy worked there.
In Europe the bendfits of the wdfare Sate are granted by a particular country only after the immigrant has
worked there or while heisworking. Immigration for the mere purpose of collecting wefareis not possble
Thisgpeddity mitigatesineffident poverty migrations, but does not diminate them. The incentive to migrate
is digorted whenever the migrant does not recaive his margind product of |abour in the immigrant country,
and this digortion is in the direction of ovely srong migration incentives when poor people migrate to
wefare dates By ddfinition, awdfare Sate tekes from the rich and gives to the poor. Mogt immigrants are
poor, in paticular those that will come from Eastern Europe once this part of the continent is integrated in
the European Union. They are net recipients of public resources in the Western wdfare gates which they
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enter. Thus, too many of them will be atracted, and a downward competitive spird leading to adismantling
of the Western wdfare gateswill be put in motion.

In order to prevent this development, the EU could convert to the home-country principle in the
payment of wefare benefits a principle that | have proposad for many years and that is dso favoured by
the Advisory Coundil of the German Federd Minisiry of Economics” According to this prindiple the
country of origin remains regpongble for wefare, even if the nesdy person is resding in ancther country.
This prinapleis practised in the Swiss cantons with Some success, and there is no reason why it cannot be
goplied within the EU, after appropriate legd adjusment, of course. With this one measure, sodd palicy
could be fread of having to take into account the migration that it itsdf triggers, and the incantive is dso
removed of entering into sysems competition that would destroy the wdfare date.

The home-country prinaple should be gpplied to migrations of EU ditizens within the borders of the
Union but not to third countries. For asylum seekers the home-country principle is not goplicable because
they are under persscution in ther own countries. But the flow of asylum sekers is guided to a
conddearable extent by the generodty of the various naiond support meesures, and this leeds to a
detrimental competitive pressure on naiond governments with the effect that asylum seskers recave
increeangly poor trestment. This problem can only be solved by a Europeanwide harmonizetion of
bendfits provided for asylum seekers linked to the creation of country quotas.

E. The necessary reform of the pension system

The reform of the pendon sydem is a truly enormous prablem in light of the finandng volume What
direction should be taken? Many economigts argue for a complete trangtion to a fully-funded plan. In
America vehement atacks have been launched againgt sodid insurance on a pay-as-you-go (paygo) basis,
and the echo of this debate has been dearly heard in Garmany. | was a bit taken aback by the force of the
arguments and cannat avoid expressng my own resarvaions

Mog paties in the discusson base ther podtion on the so-cdled rate of return argumentt.
Empiricdly it is dear that the internd return on contributions paid in the paygo sysem is much smdler then

* See Sinn (1990), Wissenschaftlicher Beirat (1994).



16

the return that can be obtained in the capital market. According to calculations meade by the Munich Center
for Economic Studies (CES), under present condiitions in Germany a red rate of return of 2% can be
expected whereas about a 4% return can be achieved on the capitd markets. In the past as well, the rate
of return in the pendon insurance fund has dway's been bdow the capitd market yidd, exoept for the initid
generaion which recaved thar pensons as a gift. The conduson that many draw is that the pendon
insurance fund isineffident because it wagtes resources

Thisistruly not a al the case Inteems of cash vadue, sodd insurance Soreed over dl gengrationsis
azero um game That which is ganed by the initid generation is logt by the fallowing generations, except
for the adminidrative cogts and goedd effects that may result from the use of different rates of time
preference. When the syslem is running, every generation paysinto it to finance the previous generation and
accumulates entittements whose presant vaue is smdler then the inpayments This explains the raie-of-
return difference. The loss in present vaue terms can be regarded as an implidit tax that every generation
must pay. The tax is needed in order to sarvice the impliat public debat in the form of the pendon rights that
resulted from the gift to the first generation and that is turned over from generaion to generaion with a
growing volume. The presant vaue of this tax thet is Soread over dl gengrations is equd to the presant
vaue of the introductory gains or, messured from an arbitrary point of time onwards, equd to the present
vaue of the then-exiging pendon etittements This is not a matter of semantics but can be proved
rigoroudy.®

To view the impliat tax in the paygo sysem — which today lies between 50% and 60% of
contributions — as an indication of fundamentd ineffidency is completdy misguided Snce it is nathing but
the result of an intergenerationd redidribution. Even with atrangtion to afunded sysem thistax cannot be
diminated unless the entitlements that have dready been eaned are cancdled, which of course is not
possble for many reasons. One of them is the property-like character of these entitlements, which has been
underscored by the German Condlitutiond Court. In atrangtion to afunded sysem, the present implicit tax
that is part of the contributions would have to be converted into an explidt tax. It is a naive miscaculaion
to try to derive afundamentd advantage from the yidd advantages of the paygo sysem. Once we indude
the necessxy taxes to cover the old entitlements, there is no longer a net advantage except for, as Sated
above, afew minor effects of the second or third order which may be rdated to an improved efficency on

® See Sinn (2000).
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the cgpitd markets There is no paint in wanting to dretch the tax over time by an insarted public debt
ather. The present vaue of the tax burden dways remains the same, and it is dways exadtly the same as
the presant vdue of theimplidt tax burden in the current sysem.

For this reason the assartion that the trangtion to a funded sysem could dleviate the digortions in
the labour market that result from the implidt tax in the paygo system stands on sheky foundations. Without
referring to the presant value equivalence, Fenge (1995) showed, usng other condderations, that a
trangtion to a funded system, garting from a paygo sysem with individua acoounts as in Germany, is no
way to bring about Pareto improvements due to areduction in the labour market digortions. Animplication
of thisfinding is that a concentration of the tax burden in a short historicd period of time, as would happen
with a direct trangtion to a funded sysem, would even enlarge the presant vaue of the burden of
digortions. In light of the fundamenta presant vaue equivaence among al penson sysems and potentid
trangtion drategies proved in Snn (2000), it may seem best to keep to the paygo procedure snce this
sysem didributes the unavoidable tax burden fairly evenly over the generdtions

If dlocative arguments are to be used in the choice between a funded and a paygo system, they lie
in acompletdy different area (see Sinn 1998). The paygo sysem can probably be blamed for the low birth
rates that have driven the sysem into criss One hundred years ago, everyone knew that children were
necessay to avoid darvation in old age The fact that no one thinks this way today, dthough from an
economic Sandpoint nothing has changed, isadear indication of how much we have grown accustomed to
the pengon system, and the strong influence this has probably had on reproductive behaviour.

In defence of the paygo sysem, however, it mugt be added thet it is de facto an insurance againd
childlessness. If people do not succeed in having children of ther own, they can take advantage of the
productivity of the children of other people in order to live in dld age. One may wdl imagine that rationd
dtizens, before they know whether they will be adle to have children, are prepared to enter into a mutud
insurance pact which pools together the uncertain future pendon contributions of dl children for the
purpose of joint old age security. The pengon insurance sysem is such a poaling device,

Fndly, the penson insurance sysemcan be interpreted as a means of coercion invented by parents
to force their children to pay thar pendons, Snce with the weskened family bonds they might not otherwise
be willing to do s valuntarily. A careful reeding of Bismarck's speech of 1831 in the Reichdag reveds
evidence for such an interpretation.
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The problem cannat be examined more degply here. But it should be pointed out thet there is no
ubgantiation for the dleged dlocative superiority of the funded sysem. To this extent we should agree
with the position that Breyer (1989) formulated with other arguments years ago.

But despite everything, apartia trandtion to afunded sysem might be advissble. The reasonisnot
30 much because of dlocative reasons but because of the looming crigs and consderations of what isjud.

To recave an old-age pendon, a person mud ather have children or savings, or in plain and Smple
terms. one must have formed dather humen capitd or red capitd. A gengration that has formed nether
human capitd nor red capitd cannot draw a penson. The Garmans have dedided to form less human
cgpitd then they once deamed necessary. Thisiswhy they now have apenson arids

In order to magter the arigs thought could be given to redudng the fase incantives regarding
fertility decsons that are inherent in the paygo sysem and in this way to improve the formation of human
cgpitd. But the Garmans have dready missad this boat. It is dready too late for such messures, even
without the palitical overtones it would involve. The only thing that will work, in order to oare the heavy
burdens on future generations is savings in the capitd market. To the extent that human capitd is missng,
red capitd must be formed to fill the gap. However, a complete converson from one sysem to the other is
nather necessary nor helpful if this philosophy is followed.

According to CES cdculations, compulsory savings of aoout 4% of gross wages, which in the
regions of the crigs years would be reduced to 1%, would suffice to plug the gaps in the penson system.
Totd burdens from the paygo contribution and the compulsory savings would be kept to aoout 24% in the
long run without endangering the penson sysem. As Gamany gpproaches the crigs years around 2035,
dready one fourth of old-age pensons would be funded, and in the very long term, haf of pensons could
be covered thisway.
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Hgure 4: The proposd of the Saentific Advisory Coundl to the
Federd Minigry of Economic Affars
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The otheawise immanent increase in the contribution rate to 30% would be avoided and the present
generaion of employed people would not be overburdened, a generation that has decided not to spend as
much money aswas formerly the norm on rasing children. They are the cause of the problem by not having
borne enough children and they dso have the economic power — because of not having spent as much on
children —to accumulate the necessary savings.

Objections may of course be raised thet it is not far to force dl members of the present working
generation to accumulate capital, Snce many have in fact made suffident invesment in humen cgpitd. Those
who have children cannot be made respongble for the crigs of the sysem. In future, old-age pensons
should be differentiated according to the number of children. Those who have causad the cridgs and who
are auffidently solvent from the money not spent on child rearing should be required to pay more for
funding their pengonsthen others. The caudity prindple and the ability-to-pay principle both favour such a
differentiated trestment. | will digpense with discussng possible changes in fertility incentives to prevent the
supefidd reader from drawing the wrong condusons We are compdled both by jugtice and common
senseto give the wdfare sate a more thorough examination than present policy ssemsto permit.
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