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Abstract France, Italy, Germany, Austria, Spain have all gone through several waves of pension reforms both in the 1990s and in the early 2000s. Comparing the politics of these reforms shows some similar trends: reforms were usually postponed until European integration and/or economic recessions forced governments to act. Before the first wave of reforms, the main “action” was to increase payroll taxes to finance pensions. In the 1990s, reforms are usually negotiated on the basis of a quid pro quo, where benefits are planned to progressively decrease in exchange of the fact that non contributory pensions will be financed from general tax revenues and not through the insurance schemes any more. In the second wave of reforms (during the 2000s), more innovation seems to have been introduced, with new goals such as the development of voluntary private pension funds and the necessity to increase employment rate of the elderly and to stop early retirement. The paper aims at 1. tracing the political processes that lead to these reforms, 2. revealing the commonalities of these processes between the various cases, 3. understanding the differences between the first and the second waves of pension reforms. It will emphasize the role of “sequencing” and learning in the processes.



1. Introduction The early studies of pension reform in the context of population ageing highlighted the inertia characterising public pension schemes, especially in Bismarckian countries. Strong attachment by the population, political influence of the numerous soon-to-retire cohorts of baby-boomers, and the absence in many European countries of alternative provision all suggested that a radical dismantling of pension systems was most unlikely (Pierson, Myles, 2001). Even the shift to a multipillar pension system, like those that exist in the Netherlands or Switzerland, combining public and private pensions, was considered out of reach for Bismarckian countries, because of the so called “double payment issue” (id.). In pay-as-yougo pension systems current generations of workers are financing current pension benefits. A shift to funded provision would entail that one transitional generation would have to pay current pensions through the pay-as-you-go system AND finance their own retirement through a new funded system. Such solution was found highly unlikely, not least because of the political costs associated with it. In a way, pension systems in these countries represent the quintessence of difficulties to be associated with Bismarckian welfare institutions: benefits being financed by social contribution are as if “earned through work” and therefore very legitimate and difficult to cut, pension funds “Kassen”, “caisses”, etc) are managed with the participation of the social partners, therefore well defended by trade unions. In the meantime, they are facing the highest difficulties: very sensitive to demographic changes, and financed by high level of social contribution (payroll taxes), which undermines economic efficiency. In the late 2000, with some hindsight, it is clear that even in Bismarckian countries pension systems are more amenable to reform than expected. Sure, reform processes have been difficult and several governments have lost political capital (and sometimes admittedly elections) because of pensions. However, some 15 years after the first attempts at reforming continental European pension systems, some important changes have taken place. Future pensions are going to be lower in all main Bismarckian welfare states, and several countries have introduced, in various shapes, widespread funded pension provision. In most cases, its size remains small in comparison to the large pay-as-you-go schemes, but this trend suggests that once pure social insurance pension systems are, slowly, being turned into multipillar ones. How did this happen? How did reformers win the strong opposition of politically active pensioners and would be pensioners? How did reformers find a way out of the double payment problem? In this paper we argue that two elements are crucial for understanding this development: 1. Long phasing in periods mean that the politically influential large cohorts of babyboomers that will enter retirement between 2010 and 2030 will be affected only marginally by the reform 2. The shift towards increased funding takes place in stages, and each stage facilitates the adoption of the successive one These two features of pension reform processes have immensely facilitated the adoption of otherwise politically suicidal policy packages, and help account for the current shift towards multipillarization in social insurance countries. Let us look at each of them briefly.



Long time lags between adoption and full implementation Pension reform always have a phasing-in period. It is unreasonable to change the rules determining pension eligibility and level for people who are only a few years away from retirement. The rationale of this approach, is that current workers need time to adapt their saving and work habits to new pension rules. Phasing-in periods can also be politically attractive for reformers (Reynaud, 1999). A long transition period may mean that the main losers of a reform will be current young generations, less likely to mobilise against cuts in pensions than the politically powerful baby boomers who are now approaching retirement. Long time lags do not solve the double payment issue, as the generations that will be affected by the cuts are at the same time expected to pay for current retirees and to save for their own retirement, but the gradual adoption of reform makes its consequences less politically visible than a sudden shift. A staged pension reform process While every country has its own trajectory it is possible to identify some commonalities in the choices taken in the field of pensions in social insurance countries. Up to now we can identify four stages in the pension reform process: 1. Stage 1: No retrenchment is adopted. Any shortfall in pension schemes budgets is compensated through contribution increases, or government transfers (often financed through debt). While the timing is somewhat different across countries, this situation prevails until the late 1980s in most of continental Europe 2. Stage 2: Concern over rising contribution rates pushes policy makers to act and some moderate retrenchment measures are adopted (e.g. a shift to a less generous indexation method). These reforms are perhaps less important in terms of their actual content, than in respect of the fact that they bring pension reform, population ageing and the future of pensions into the public debate. These pension reforms breed a climate of insecurity with regard to future benefit, which prompts citizens to turn to private individual alternative solutions. 3. Stage 3: More radical retrenchment is facilitated by the fact that fewer people are now solely dependent on pay-as-you go pensions. A second important factor is the introduction of funded provision, on a non compulsory basis, but capable of replacing the future income lost because of retrenchment 4. Stage 4: New reforms are adopted aiming to strengthen the funded element, either through compulsion of stronger incentives. These four stages refer to an ideal typical transition from a social insurance to a multipillar pension system, and individual countries have followed this pattern to different extents. It must not be understood as a strict sequence of events, but more as a process in which the adoption of given measures facilitates the acceptance of certain options that would otherwise have been extremely politically difficult. If understood in such broad terms, our four-stage roadmap of pension reform helps to make sense of policy developments and to understand why some options which looked unfeasible in the early 1990s have become acceptable in the late 2000s.



The cases The hypotheses presented above make reference to mechanisms that are inherent in the social insurance character of pensions in Bismarckian countries. Some of them may also exist in multipillar pension systems, but we expect both the staging and the delay effects to be particularly important in making reform possible in social insurance systems. In this chapter, we test our two hypotheses against evidence collected for three major Bismarckian welfare states: France, Germany and Italy. Though not identical, these three countries display all the features that make the pension problem particularly intractable in Bismarckian welfare states. First, pension system-based intergenerational transfers rely almost exclusively on pay-as-yougo pensions, meaning that these welfare states are particularly sensitive to demographic imbalances. Second, these countries share very low effective age of retirement, resulting in part from policy decisions taken in the 1980s. Third, these countries share some of the lowest employment rates found among traditional OECD countries, especially for older workers. And finally, Germany and Italy are among the fastest ageing countries in western Europe. All these features put these three countries under strong pressure to retrench in the pension field. At the same time, relatively influential labour movements, a population age structure where the cohorts who will enter retirement in the next 20 years are largest, and strong voters’ attachment to good public pensions, make reform in these countries particularly difficult1.



2. The pension problem in Bismarckian pension systems Population ageing in Bismarckian welfare states generates the most controversial and intractable kind of pension problem. These systems in fact combine the strongest pressures for retrenchment with the strongest resistance against such moves. Pressures for retrenchment are due to a number of institutional features of social insurance systems. First, because the bulk of the intergenerational transfer is performed by PAYG basic schemes, pensions in these countries are extremely sensitive to variations in the relative proportions of the working and the retired population. From a strictly economic point of view, social insurance countries are those facing the biggest pension problem, and governments are under strong pressure to secure the financial sustainability in the medium/long term. The difficulty is re-enforced by the fact that these countries are those with the lowest employment rate, having relied strongly on early retirement to fight unemployment (see the paper by Daniel Clegg). Germany, France and Italy have among the most negative dependency ratio in Europe. Second, pressure is reinforced by the fact that it is relatively easy to predict the evolution of the finances of PAYG schemes. Even though the functioning of funded pension schemes may also be affected by population ageing, the link is less clear than in the case of social insurance systems. The fact that government actuaries and statistical agencies are able to pinpoint a moment in the future at which basic pension schemes become bankrupt is obviously a factor of pressure on governments to act and contain or reduce expenditure. The image of a demographic time bomb works well for these schemes.



1 During the 1990s, all the three countries have undergone a controversial pension reform which lead to its withdrawal and a political defeat (in Italy, Berlusconi first attempt to reform pension and his subsequent obligation to quit power, the French plan Juppé in 1995 and subsequent loss of the election in 1997, the 1997 Kohl reform and the subsequent loss of the general election).



The third factor of pressure for retrenchment is the link between pension policy and employment. Social insurance pension schemes are essentially financed by employeremployee contributions (payroll taxes) have a direct impact on labour costs and as a result on employment creation (See the paper by Philip Manow). The weakness of the French or German employment performance in the 1990s and 2000s has been largely blamed on excessive labour costs which are in turn due, among other things, to some of the world’s highest pension contribution rates. The current context of economic globalisation reinforces these pressures. International investors dislike large budget deficits which are associated with high pension expenditure. High pension contribution rates discourage inflows of foreign direct investments. In addition, Euro-zone countries have to respect the convergence criteria laid down in the Maastricht treaty. But there are also internal pressures. The financial services sector in countries like France or Germany, has long campaigned for the introduction of a funded pension sector, which, as shown by British, Swiss, or Dutch examples is a lucrative business for financial institutions. More in general, employers, worried about the direct link between pension expenditures, pension contributions and labour costs, tend to support (public) pension cuts. Overall it seems that countries that have developed a social insurance pension scheme display all the characteristics that are conducive to strong pressures for pension retrenchment. At the same time, the institutional structure of social insurance pension systems makes them the most resistant to change. First, workers, especially those approaching retirement age, have little else to rely upon in order to finance their retirement. Funded schemes are underdeveloped and in order to accumulate sufficient funds to compensate for possible cuts in the generosity of the basic pensions, workers would need to start contributing to funded pensions relatively early on, say in their 30s or early 40s. Attempts at cutting pensions for older workers are thus likely to generate massive public opposition. Second, even assuming that cuts concern only younger workers who have the possibility to build up a sufficient capital to provide for their retirement, social insurance pension systems are confronted with the already mentioned double payment issue: those younger workers who begin to save for their own retirement would still need to contribute heavily to the generous social insurance pension scheme, which would otherwise be unable to provide benefits to the currently retired population (Pierson, 1998). Thirdly, Bismarckian pension systems have generally been instituted in their present form in the post-WWII years, and are widely regarded as a social contract between the state and the citizen. Even though in most countries the management of pensions is delegated to the social partners (employers and employees’ organisations), governments are widely regarded as responsible for what goes on in the field of pensions. Pension retrenchment tends as a result to be seen as unilaterally reneging on that contract (Myles and Pierson, 2001). This can result in anti-governments feelings that can materialise in terms of mass-protest and/or electoral punishment2. 2 Italian, French and German political leaders have learned the difficult lesson of how strongly pension retrenchment was resisted in their countries. In Italy, in 1994 a general strike orchestrated by the unions against pension reform plans resulted in the fall of the right-of-centre government headed by Silvio Berlusconi in place at the time (See Jessoula). In France, the Juppé Plan for the reform of public sector pensions was successfully fought by the unions and arguably lead to an electoral defeat of the center-right coalition. In Germany, for the first time in 1997, a pension reform was not consensual, and some author claim that Kohl loss the election in 1998 partly because of his pension reform.



The institutional features of old age insurance also contribute to make them particularly difficult to retrench. Due to the way they are financed and calculated, (pay as you go) pensions appear to be extremely legitimate. For workers, social contribution are different from taxes, they are part of their wage3. And by paying social contribution, workers have the feeling to earn their right to pension. Therefore, any cut seems to be particularly unfair for people who have been “working for their pensions”. Moreover, the way pensions are calculated (as a percentage of former wage: pensions are expresses in terms of replacement rates in Bismarckian systems) re-enforce the feeling that pension is a continuation of the wage, what you get in exchange of your work. Any cut in pension appear then particularly visible, since the level of your pension is individualised (with reference to your own wage) and your loss in purchasing power particularly visible4. This situation of strong contrasting pressures leaves little room for manoeuvre for governments. They cannot resist the pressures to retrench, as this would have disastrous economic (and subsequently political) consequences. At the same time, if they retrench they expose themselves to the risk of electoral punishment. In this context, the strategy adopted by seemingly all social insurance countries is a combination of blame avoidance techniques, procrastination and incremental change. Blame avoidance techniques have been largely documented in the literature (Weaver, 1986; Pierson, 1994), and consists mostly in the obfuscation of retrenchment through changing complicated formulas the effect of which are unclear for most voters. A second strategy that has clearly been used in social insurance countries is that of delaying the effect of reform. This has been most notably the case of Italy, where the reform adopted in 1995 does not fully come into force until 2035. Most current workers are either not affected by the changes or are concerned only marginally. In the Italian case delaying the effect of the reform has proved an effective strategy to avoid mass protest and electoral punishment (Ferrera and Jessoula, 2005). The third strategy has been to implement incremental changes, through the layering (Thelen, 2004) of funded voluntary schemes on the top of compulsory PAYGO schemes. We will now analyse the way old age insurance are transformed in Bismarckian welfare systems through the analysis of the four stages of the reforms.



3. Trajectories of pension reform in France, Germany and Italy An ideal-typical transition from a Bismarckian to a multipillar pension system is likely to follow the four stage process briefly outlined above. While this frame of analysis does not fit perfectly actual developments in our three countries, it captures remarkably well the boarder trends emerging a reform process spanning over some two decades. Before providing synthetic accounts of actual developments in France, Germany and Italy, it is important to stress that we are not assuming the existence of a long term master plan behind the staged process. Our contention is that each stage opens up new reform opportunities, by changing the political context in which pension reform takes place. These new opportunities are taken up 3 In France, pensions are seen as a deferred wage, and pension cuts are as a result perceived as a fundamentally unjust act Palier, B. (2002). Gouverner la sécurité sociale. Les réformes du système français de protection sociale depuis 1945. Paris, Presses Universitaires de France.. 4 For instance, any French can understand the size of cuts planned by the 2003 reforms when the Minister announces that replacement rate will go from 74% on average to 66%.



by the various actors concerned by pension reforms, these actors not always being those present in the previous phase. We should also point out that we understand the staging of pension reform trajectories first as a logical and then as a chronological sequence. From a logical point of view, as argued above, countries will follow the sequence outlined here. In reality, the various stapes my not be organised exactly in the same way, or new stage 3 reforms may be adopted after a stage 4 reform.



Stage 1: contribution increase Initially, pension scheme problems were dealt with through contribution increases. This was the “automatic” adjustment mechanism built in Bismarckian pension systems. In Germany, the combined employer-employee contribution rate went from 14% in 1960 to 18 % in 1980 and to a peak of 20.3% in 1998 (Hinrichs, 2005). In France, between 1985 and 1991, while the social contribution paid by employers to the compulsory general scheme (offering a replacement rate of 50% of the reference wage) remained stable (at 8,20%), old age insurance contribution paid by the salaried increase from 4,7 to 6,55 % of wages (up to a ceiling) (Palier, 2003). In Italy, until the late 1980s, the adjustment took the shape of higher transfers from the general budget to the pension scheme, which contributed significantly to high pubic deficits and debt in that country (Ferrera and Jessoula, 2005).



Stage 2: The first wave of reform: adjusting to (moderate) pressures Adopted in the early 1990s, first wave pension reforms have a number of elements in common. First they tend to contain only moderate retrenchment, and nearly no action is taken to extend funded provision. Sometimes additional elements are also introduced, such as more government funds for pension schemes are also included. Second, first wave pension reform have tended to be rather consensual. Partly because of their moderate character, partly because they balanced retrenchment with concession to the trade unions, these reforms have generally not resulted in mass demonstration or electoral punishment. However, first wave reforms have put high on the political agenda and the public debate concerns about future pensions. The content of 1st wave reforms is presented briefly in this section. Italy: the 1992 Amato reform Until the early 1990s, Italy had one of the most generous and costly pension systems in Europe. The state scheme provided pensions equal to 70 per cent of the last five years average salary from the age of 55 or 60 for women and men respectively. In addition, the system made extremely generous provision for early retirement, in the shape of the so called seniority pensions, available after 35 years of service in the private sector and after only 20 in the public sector. Financial pressures on the scheme intensified in the late 1980s, when the government budget deficit and debt reached worrying proportions. A first attempt at containing pension expenditure was made in 1992. On that occasion the statutory age of retirement was increased to 60 for women and 65 for men and the reference salary was changed from the last salary or the average of the last 5 years to that of the last 10 years. These moderate cuts concerned those who were already in employment. For those entering the labour force after the adoption of the reform, the reference salary would be calculated over the whole career. In addition the eligibility conditions for the extremely generous seniority pensions were tightened and harmonised across occupational groups. Finally, some provision



facilitating the setting up of supplementary pension funds was introduced (Ferrera and Jessoula, 2005). The 1992 Italian reform was accepted with little resistance, even though it reduced future benefits quite dramatically. The extreme generosity and the inequalities of the system probably made it difficult for the losers to defend what looked like privilege rather than social rights. In addition, many of the most radical changes were introduced over long periods of time, most notably, the shift to career earnings as the reference for benefit calculation, starting affecting benefits some 40 years after the adoption of the reform. The extreme generosity and the long phasing in periods made reform politically possible. Its effectiveness in containing future pension expenditure was for the same reason limited.



Germany: the 1992 pension reform The 1992 pension reform is considered the last act of a decade long “pension consensus”. Since the 1950s, in fact, pension policy had been somewhat isolated from partisan politics and important decisions were taken with the support of the main political parties. The 1992 reform, adopted in 1989 by the Christian democratic government headed by Chancellor Kohl, was supported by the main opposition party, the SPD. The consensus was underpinned by a wide ranging policy network which included social insurance experts and favoured very much the preservation in Germany of the traditional pension arrangement. Cross-party consensus and agreement among experts meant that the 1992 reform was largely a depoliticised exercise. (Hinrichs 2005). The need to prepare for the demographic transition was generally accepted, as were the moderate cuts envisaged. The key measures adopted included an increase in the federal subsidies paid into the scheme, the introduction a permanent deduction for pensions claimed before the standard age of retirement, the phasing out of subsidies for early retirement (until 2012) and a shift in the indexation method from gross to net wages. This last measure was justified with reference to the need to keep the net replacement ratio constant. In fact, indexation on gross wages in the context of higher contribution rate due to population ageing would have meant higher net replacement rates. The expected result of the reform was a reduction by some 10 percentage points in the contribution rate required to finance the scheme (Hinirchs 2005). The 1992 reform came soon to be seen as insufficient. In part this was due to the increased social costs of unification. Industrial restructuring in the East meant high rates of unemployment and high inflows into early retirement programmes. As a result, contribution rates were rising faster than expected. On the other hand, the 1990s also saw a change in the dominant policy paradigm in social policy, and while in the late 1980s it was considered as acceptable to have one day pension contribution rates in the region of 25%, this was not the case any longer, especially in the context of the single market (where firms try to lower cost) and the preparation of the single currency (where governments try to reduce public spending and deficits rather than increasing social contribution). The way was open for the second wave of reform.



France: The 1993 pension reform The pension reform issue has been almost permanently on the agenda over the last decade in France. The popularity of the pension system, the divisions within the labour movement and the fact that some of its most radical sections are not inclined to collaborate with government sponsored retrenchment initiatives have made the reform of pensions a particularly thorny issue. Governments of different political persuasion have been equally fearful of the potential political consequences of pension reform, and have tended to procrastinate policy change. After more than a decade of reports and commissions, after the 1993 general election, the newly elected right-wing government managed to push through a pension reform with surprisingly little opposition. The government’s position was to favour the adoption of the measures suggested in an earlier White Paper published by their Socialist predecessors in 1991. The reform was restricted to the employees of the private sector. For them, the number of contribution-years needed to be granted a full pension of 50 per cent of the reference salary was to be increased from 37.5 to 40. At the same time, the reference salary was to be calculated as the average re-valued salary of the best 25 years (instead of 10 years). Third, the indexation of benefits currently in payment was to be shifted from gross wages to prices. The overall impact of this series of measure, which were eventually adopted, is a reduction of benefits (by almost a third) and possibly also an increase in the age of retirement, since employees will qualify for a full pension 2.5 years later than under previous legislation. These proposals, which were clearly unacceptable to the trade unions, were accompanied by plans to set up an ‘Old age solidarity fund’ (Fonds de Solidarité Vieillesse), financed through general taxation (as opposed to contributions) with the task of paying for the non-contributory elements of the insurance-based pension schemes. The new fund takes financial responsibility for minimum pensions, which are granted on the basis of an income-test and regardless of contribution record, and for contribution credits given to unemployed people, to those serving in the army, and to parents. Before the 1993 reform these non-contributory benefits were to some extent financed by employment-related contributions. In fact, the shift in financing of non-contributory elements from contributions to taxation was a key demand of the labour movement. The French 1993 reform was not adopted consensually. The Socialist party and the main union federation were official against it, but there were no attempts by either opponents to challenge the reform by calling strikes or by setting up informal protests and demonstrations. Bearing in mind what happened to subsequent attempts at cutting pensions, the 1993 reform stands out as one that generated little opposition. In fact, there was a clear quid pro quo between the unions and the government. Retrenchment was made more acceptable through the introduction of the Old age solidarity fund, which basically meant more funds for pensions and recognition of the management role played by the social partners in the French system (Bonoli, 2000; Palier, 2002). In 1995, Juppé tried to apply the same kind of reform to the private sector, but without any negotiation. As a consequence of his method, a high level of protest was triggered and the government lost the election in 1997. During its mandate, the socialist government, from 1997 to 2002, did procrastinate any pension reform.



Stage 3: more radical departures in the second wave of reform The problem with 1st wave reforms is that they have only a limited impact and shortly after their adoption, it becomes clear that even the reformed pension systems will probably not be able to withstand the expected demographic pressures. But there is probably a second reason behind the emergence of a second wave of reform. Globalisation, the spread of liberal ideas in the field of social policy, makes it easier for reformers to tackle the issue of a shift to a partly funded pension system. Moreover, people themselves have started to “save” for their pension, trying to compensate by themselves for the announced reduction in future pension. These reasons explain why only a few years after the adoption of pension reforms that are sometimes perceived and presented as major achievements, work start on a new, second wave reform. Italy: the 1995 Dini reform The 1992 reform was widely considered insufficient. For this reason, by the mid-1990s pension reform was back on the political agenda. First, in 1994 a right-of-centre government headed by Silvio Berlusconi tried to adopt a series of cuts in pensions without seeking external support. The response of the trade unions was to call a general strike, which persuaded the government to abandon its plans. In contrast, in 1995, a ‘technical’ government which had the support of the left in parliament, managed to push through a more fundamental reform. The key modification was a shift from a defined-benefit system, where benefits are expressed as a proportion of earnings over a given number of years, to a defined-contribution system. Benefits now depend on the total amount of contributions paid by workers, which upon retirement is converted into an annuity whose value depends on the age of the person, on how the country’s economy is performing and on the number of pensioners. The last two parameters are meant to allow the government to keep pension expenditure under control. The reform will most likely result in lower benefits (Natali, 2002; Ferrera and Jessoula, 2005). From the first stages of the preparatory work for the 1995 reform, it was clear that for the government it was essential to obtain the support, or at least the acquiescence of the labour movement. Berlusconi’s failure to retrench pensions unilaterally, and the weakness of the ‘technical’ government which did not have its own majority in parliament (but was supported externally by a small number of centre left parties), provided powerful incentives to seek consensus. As a matter of fact, the starting point of the negotiations was a document drafted by trade union experts. The 1995 reform was adopted with the support of the trade unions who, in return for their approval, obtained a fairly long phasing in period for the new system, which will start affect people retiring from 2013 onwards. The key constituencies of the Italian trade union movement, current pensioners and older workers, were not affected by the reform. The unions obtained also equalisation of treatment among different occupational groups. Under the previous legislation, some groups (civil servants, but also some self-employed) were entitled to a more generous treatment. More specifically, contribution rates for public sector workers were increased to the same level of those paid by private sector employees (20% of earnings), and those paid by the self-employed were also increased, though to the lower rate of 15% of earnings. In addition, the reform increased the incentives for saving into a pension fund that were introduced in the previous reform.



Germany: the 2002 and 2006 reforms Shortly after the adoption of the 1992 reform, pensions were back on the political agenda in Germany. The Kohl government introduced in 1997 a more radical reform which through a demographic weighting of benefits would have reduced pension levels and contained costs in the medium to long term. But the pension consensus that reigned in Germany was gone. The Kohl reform was repealed by the social democratic government which came to power in 1998. Under pressure to deliver an alternative policy, the Social democrats adopted a pension reform modifying the pension formula so as to gradually reduce the replacement rate from the current 70 percent for a full contribution record to around 64 percent in 2030. Together with these cost containment measures Germany has also introduced provision for a fully funded private pension, to which private sector employees can voluntarily contribute tax free (with a ceiling) up to 4 percent of their earnings, known as the Riester Rente. The reform includes also a commitment to reduce expenditure if a contribution rate (joint employer and employee) higher than 20 percent of gross wages in 2020 and higher than 22 percent in 2030 is required (Hering, 2004; Hinrichs, 2005). The new funded provision is supposed to compensate for the reduction in the benefit decided on this occasion. The adoption of the German reform proved extremely difficult for the government. Because pension politics had become adversarial, it was unreasonable to aim for a consensual solution. On the other hand, the Social democratic government had to deal with internal opposition and with union dissatisfaction. Rather than through consensus-seeking and compromise, substantial opposition from the left wing of the SPD could only be overcome through skilful policy-making by Schröder himself, based on the isolation of opponents rather than on their inclusion in policy-making (Hering, 2004). The 2002 German reform did nonetheless contain some expansion measures. Most notably it introduced a means-tested benefit of last resort for older people who have not managed to build up a contribution credit sufficient to generate an adequate pension. Germany was in fact an exception in Western Europe, for not having this kind of provision within the pension system. Older people with insufficient income were forced to rely on their adult children or, if this was not possible, general social assistance (Hinrichs, 2005). Soon after the formation of the second Grand coalition government (between the Christian democrats and the Social democrats) in late 2005, pension reform was back in the political debate. Pessimistic projections concerning the rise in the equilibrium contribution rate pushed the leaders of the new government to agree on a substantial pension reform, the increase in the standard age of retirement from 65 to 67. This is expected to happen gradually between 2012 and 2029. A two year rise in retirement age is a major cut in pension generosity. Assuming a contribution history of 40 years and life expectancy at 65 of 15 years, it translates into a 5% increase in contribution rates and in a 13% cut in the benefit. This measure, which was never mentioned during the 2005 election campaign, generated surprisingly little opposition5. The fact that the two main parties are behind it and that the opposition consists only of minor parties arguably facilitates its adoption.



5 At the time of writing (May 2006) there is a clear agreement from both coalition parties, though the measure still need to be adopted by parliament.



France: the 2003 reform Nine months after having been elected the Raffarin government launched a second big reform of pension, the one that was repelled under Juppé (in 1995) and procrastinated by Jospin (from 1997 to 2001). The new reform was aimed first at aligning the situation of the public sector to the private one. The government announced that the public sector’s employees would have to contribute during 40 years like the private sector’s employees for a full pension. Second, it aimed at expanding the length of contribution to get the right to a full pension for all. Indeed, the period of contribution will be increased for everybody (public and private sector) to 41 years in 2008 and almost 42 years in 2020. It was also announced that the revalorization of pensions would be made for everybody on prices (the pensions were indexed on wages for the civil servants). A new system of incentives for people to retire as late as possible was also created: a bonus (“surcote”) is be implemented if people retire after the legal age and a sanction (‘décote’) in case of retirement before this age and in case of missing years of contributions. Since the announcement of these measures created a fierce opposition by trade unions and a lot of demonstration, the government announced some concession such as guaranteeing a replacement rate of 85% of SMIC – minimum wage - for the lowest pensions (the average rate of replacement in France is in 2003 of 74%). It announced that the workers who will have work more than 40 years before 60, and who begun to work between 14 and 16 years old will retire at 58. It announced the creation of a supplementary regime by points in order to take in account the bonus for the calculation of the pensions of the civil servants. It also announced an increase of 0.2% in the social contributions after 2006 in order to finance the retirement before 60, and counted on the decrease of the unemployment in order to finance the deficit of the pension systems. In fact, these measures would only cover one third of the future deficit, leaving room for further reforms in the future... Finally, the reforms planned to help the development of “saving” through tax exemption. Two systems of voluntary saving were supported, one individual (PERP : Plan d’épargne retraite populaire, which can be proposed to individuals by any Bank or private insurer), and PERCO: plan d’épargne retraite collective, to be organized within firm or peak by the social partners. In the two cases, the government was explicit that people should try to compensate by their own saving the future decrease in compulsory PAYGo pensions.



Stage 4: expanding funded provision The first and the second waves of pension reform in Bismarckian countries have reduced the level of future public pension benefits, sometimes quite substantially. In France, according to projections, the replacement rate for a standard workers will decline from the pre-reform level of 74% on average to 66% (according to the presentation of the minister of pension in 2003). In Italy, the replacement rate of the public pension scheme, typically around 70% before the reform, is expected to decline to 48 %. After some further changes after 2002, the replacement rate is also due to be reduced dramatically in Germany. These massive reductions in replacement rates of public pension system will need to be compensated through private and/or occupational provision. The experience made by multipillar countries when their pension system was based on one single scheme providing replacement rates in the region of 40-50% of the average wage, was that 2nd pillar provision develop very unevenly if voluntary.



This conclusion is further reinforeced by the observation of the UK and US cases, where occupational pensions cover only about 50% of the workforce. Yet, implicitly or explicitly, the reforms adopted in Bismarckian countries expect younger workers to join pension funds and begin save for their own retirement, on a voluntary basis. Government projections of future combined replacement rates (for both public and private/occupational cover) are based on the assumption that current working generations will start making substantial contributions to their pension accounts. This was clearly the case of Italy, where the Ministry of welfare predicts a more or less constant replacement rate around 65-70% until 2050, but by that year, some 17 % of previous earnings will have to come from a second pillar pension (Ferrera and Jessoula, 2005). In Germany, according to official projections, the 7 percentage point decline in public pension replacement rates will be more than compensated by regular payments and subsidies paid into the new “Riester-Renten” However, in order to compensate for declining public pensions, it is essential that the take up of new second pillar pensions be high, in younger cohorts approaching 100% of the working population. In realty, this is nowhere the case. In Italy, the take off of second pillar pensions was particularly slow, partly because the incentives introduced in the first reform were insufficient. While these were introduced in 1993 one has to wait until 1998 to see the first company pension fund set up. By 2003 existed over 100 funds, covering approximately 1 000 000 workers, but the take up rate remains low at 15.4% of potential participants, Take up is particularly low among younger workers, i.e. those who will face reduced benefits when they will retire (Ferrera and Jessoula, 2005). The situation is not so dissimilar in Germany, where by 2003 the new Riseter Renten had been taken up by only 12% of employees (Hinrichs, 2005). The difference is of course that there, cuts in the basic pension were less dramatic. In France, the development of PERP is still embryonic, even though the existence of “life insurance” has long been used for preparing the old age. If one can see a development of saving for pension in France, less than a third of the population is so doing (Palier, 2003). It is clear that funded provision is not developing quickly enough to make up for the shortfall in pensioner’s income that will result from the decisions taken in the 1990s. Younger workers, who still have to pay high pension contributions to finance the pay-as-you-go scheme, are reluctant to forego additional consumption in order to finance their own retirement. As a result, and in a way in line with what happened in multipillar countries in the 1960s and 1970s, expansion and compulsion in second pillar provision are increasingly being considered in Bismarckian countries. Italy is the country that has moved further in this direction, arguably because of the existence of a system of an employment related saving system used to finance severance payments (TFR – Trattamento di fine rapporto). In 2004, in the third big pension reform in 12 years, after having considered the compulsory transfer of TFR into a pension fund, the government has introduced legislation that unless the employee explicitly objects to the transfer of his/her TFR into a pension fund, this will take place automatically (Ferrera and Jessoula, 2005).



4. Discussion The above accounts of pension policy developments highlight both the uniqueness of national trajectories, influenced by initial institutional structures and domestic political factors, as well as the existence of some common features. As anticipated in the introduction, we can find two



such commonalities: long phasing in period and staged processes of reform. In this section we highlight in a comparative manner the key features of these two mechanisms. Long phasing in periods The various reforms adopted in the three countries covered all have relatively long phasing in periods. To some extent, this is inevitable, because workers need time to adapt to changes in legislation. On the other hand, the longer the phasing in period, the less effective the reform will be in containing future pension expenditure. It is difficult to assess precisely the extent to which this strategy has been adopted, because reforms typically happen in different stages and combine old and new calculation methods on a pro rata basis. This makes it extremely complicated to summarise information concerning the length of phasing in. A simpler way to compare reforms in relation to how long they shift the cost of change into the future is to look at the full implementation, i.e. the year in which people entering retirement will begin receive pensions calculated entirely on the basis of the post-reform rules. Table 1 sums up this information for our three countries. Table 1 here The length of the phasing in period of a pension reform is a crucial parameter in determining its political chances. It tells us much more than when a policy will be fully in force. The duration of the phasing in period determines who will be affected by the reform, in terms of age groups. As a result it tells us how old the first persons to be affected by the new rules are today, but it also it shows us how numerous the cohorts affected are in comparison to the older ones that will manage to reach retirement unaffected by the reform. These two pieces of information are essential in assessing the political chances of a pension reform. Younger voters, first, are less likely than their older counterparts to be concerned with the future of their pensions, partly because retirement age is so far away into the future for them and partly because they have more pressing issues to deal with (labour market, family situation, and so forth). As a result, a long phasing in period, means that the first “victims” of the reform are, when the decision is taken, in their 20s or 30s, and thus less likely to mobilise against cuts. The analysis of phasing in periods highlights a paradox in current pension politics. Those who are most interested in pension policy, pensioners and working age individuals approaching the age of retirement, are the least likely to be personally affected by reform. In contrast, the younger voters who will be hit by the changes are less interested and less likely to mobilise in this field. The concept of “retirement pension” is associated with old age, but long phasing in periods in pension reforms means that in reality today these are younger people issues. Second, the length of the phasing in period determines the relative size of the groups who will be affected by a reform and those who will manage to enter retirement without seeing their entitlements cut. The relative size of these two groups of voters is obviously a key determinant of the political chances of a reform. If the actual losers constitute a sufficiently small group of voters, then reform can be expected to succeed. Analyses of referendum voting behaviour on pension policy issues in Switzerland, have shown a very strong tendency of age groups to vote on the basis of their interest. For example, voters who are over 65 have been consistently opposing reductions in the age of retirement (Bonoli and Häusermann, 2005). This can be understood with reference to the fact that by opposing a lower age of retirement older voters contain the number of retirees and hence the number of competitors for (scarce)



pension resources. We can thus expect older voters, unaffected by future cuts, to be supportive of retrenchment in pensions. Table 2 shows the potential reduction in the proportion of voting age individuals directly affected by a reform as a result of different phasing in periods. While the information provided is clearly an approximation, it shows how powerful a long phasing in period can be in dramatically reducing the number of directly affected voters and hence of potential opponents. Table 2 here The length of the phasing in period seems to be a crucial factor in determining the chances of a pension reform. Earlier studies of pension reform highlighted the effectiveness of division as a tool to facilitate the adoption of reform (Pierson, 1998; Bonoli, 2000; Myles and Pierson, 2001). Reforms affecting only parts of the electorate, for example private sector employees and not civil servants, were seen as more likely to be adopted, because the potential opposition was divided. Long phasing in periods can be seen as a different way to divide the electorate: longitudinally instead of cross-sectionally. Its effects are probably stronger, because they are reinforced by two behavioural features that are unevenly distributed across age groups: interest for pensions, as seen above, and the likelihood to participate in elections (Norris, 2002). A staged reform process As seen above, none of the countries covered has reformed its pension system in one single overhaul. Instead, pension reform is a process spanning over at least two decades. This feature of pension reform means much more than an incremental process where hard to swallow policies are administered in small doses over relatively long periods of time. The way we suggest the staging of pension reform should be seen, is to focus on what changes in the context of pension reform between one stage and the next. Our claim is each pension reform facilitates the adoption of the next one. This hypothesis does not necessarily require Machiavellic assumptions with regard to policy makers intentions. We do not think that those who conceived the first reform had a precise plan as to where they wanted to be some two decades later. But it is undeniable that each wave of pension reform has an impact on working age people’s expectations and behaviour concerning their own retirement, and this opens up new opportunities for reform. Series of cuts in promised future pension entitlements have gradually reduced people’s expectations with regard to their own retirement pensions. Public opinion data from Eurobarometer surveys show how the proportion of the population who is confident that there will be a decent pension waiting for them has declined quite dramatically over the 1990s and early 2000s (see table 3). Unfortunately, different surveys have asked different questions, which make the comparison of results across time difficult. But there is a striking difference in the proportion choosing the most optimistic answers in 1992 and in the early 2000. The drop in confidence is particularly strong in Germany. Table 3 here The period covered by table 3 is also, as seen above, a decade characterised by a downward redefinition of pension rules. In a way, one could say that a majority of respondents to Eurobarometer surveys have probably answered correctly: given the series of pension reforms



adopted in the three countries between 1989 and the early 2000, fewer people will have access to decent benefits when they retire. A perceived decline in future pension benefits has uncertain direct consequences on the politics of pensions. On the one hand we can assume a reduced propensity to mobilise politically in defence of something that is withering away anyway. On the other hand, we could also expect the attachment to at least a subsistence level pension to be stronger, and hence the degree of mobilisation against future attempts to cut pensions. The preference to one or the other of these two hypotheses must be based on empirical analysis, but currently available evidence does not support either claim. In fact, the impact of declining confidence in pension systems on pension politics is probably stronger and indirect. As working age individuals realise that heir pensions will be lower than those of previous generations, they will, to the extent that their financial situation makes it possible, turn to private individual alternatives to public pensions. Since the early days of capitalism, to be able to rely on a decent income stream in old age has been an extremely powerful aspiration for the vast majority of current workers. Both in the past and in countries where such an income stream is not guaranteed by the state, those who can chose to provide for themselves privately. We can thus expect workers who have seen their projected future pensions scaled down and have adjusted their expectations in response, to turn to the private sector, for example by buying life insurance cover. Figure 1 here Figure 1 shows the impressive rise in life insurance liabilities (or the “promises” they make to their customers) or assets (for Germany and Switzerland). The increase has been spectacular in France and in Germany but it is clear that in all these countries working age people are preparing for their retirement on the basis of lower expectations with regard to state pensions. These are countries, especially Italy, where life insurance has never been traditionally widespread. For comparison, Figure 1 includes also the trajectories followed in two multipillar pension systems: Switzerland and the Netherlands. While an increase in life insurance liabilities has occurred everywhere, it is clear that it has been much stronger in the traditional Bismarckian countries. Moreover, we can assume that people also try to compensate future lower than expected pension by investing in housing, thus explaining the continuous increase in real estate prices in Continental Europe.



Conclusion: the logics of reform Contrary to the expectations of the early 1990s, policy-makers in Bismarckian countries have managed to substantially scale back the level of pension entitlement. In the late 2000, less than two decades after the beginning of the reform process in Bismarckian pension systems, future entitlement levels have been dramatically reduced, to levels far below what could be imagined in the early 1990s. Several factors contribute to explain this unexpected development, not least the persistence of budget problems, low economic growth and employment problems in the three countries covered in this paper. But high problem pressure alone does not, in our view, explain the totality of the gap between the predictions made in the early 1990s and the reality we now know. In this paper, we have argued that radical retrenchment in pensions has been possible because of two reasons. First, long phasing on periods, have targeted the cost of the reform on small



minorities in current electorates(the young), who, in addition are less inclined to mobilise politically in general and on pension issues in particular. Long phasing in periods, thus, mean much more then simply putting off the consequences of tough decisions, they are more akin to the divisive strategies already mentioned in the pension reform literature of the early 1990s. Second, pension reform processes have proceeded in stages. Countries have started with moderate reforms combined with encouragements to make private additional provision, and have adopted the tougher reforms in subsequent stages of the reform process. During the time elapsed between these steps, working age generations have adapted their expectations first and the behaviour second, by massively turning to private alternatives to public pensions for the provision of income in retirement. The animosity and the hostility to cuts in pensions that was so visible in the early 1990 and that brought governments down seems has been replaced by individual strategies to care for one’s own retirement. Using the twin concepts of voice and exit developed by Hirschmann (Hirschmann, 1970), we can argue that people’s reaction to threats to their pension entitlements has shifted from voice to exit. In Bismarckian countries, working age individuals, in the early 1990s took to the street when their pensions where threatened. However, throughout the 1990s they have reduced first their expectations concerning future pension benefits and then their dependency on public pensions, so that pension reforms that where unthinkable fifteen years ago, are a reality.



Tables & figures Table 1: Year of reform, full implementation date and time lag for major pension reforms in France, Germany and Italy. Year of reform Full implementation Time lag France 1993 2004 11 France 2003 2020 17 Germany 1989 2012 23 Germany 1999 2030 (??CHECK) 31 Germany 2006* 2029 24 Italy 1992 2032 40 Italy 1995 2035 40 *Not yet approved by parliament (May 2006)



Table 2: Proportion of the voting age population directly affected by a pension reform, depending on the length of the phasing in period, 2001 Length of phasing France Germany Italy in/country 10 years 58% 74% 55% 20 years 40% 47% 38% 30 years 21% 27% 19% 40 years 4% 10% 3% Population aged between 18 and the age of the first cohort to be affected by the reform, calculated on the basis of a retirement age of 60 for France and Italy and 65 for Germany. Source: Recalculation of data obtained form national statistical offices (www.insee.fr; www.destatis.de; www.istat.it)



Table 3: Pension optimists among working age individuals (percentage answering the items underlined) Year (survey) Question France Germany Italy (west) 1992 (EB37.1) Do you think that the pensions you 44.5 70.6 52.7 will receive when you retire will be… Completely adequate/Just about adequate/Somewhat inadequate/Very inadequate 1999 (EB 51.1) In the future there will be more 11.5 24.4 24.9 elderly than there are now. Do you think that people will get less pension for their contributions? Yes/No/Don’t know 2001 (EB 56.1) Do you think that the state pension 24.4 23.3 13.8 you will receive when you retire will allow you to get by…With great difficulty/with difficulty/easily/very easily Source: Own calculation on the basis of Eurobarometer surveys



Figure 1: Financial liabilities of life insurance companies, in million EUR (assets for D and CH) Financial liabilities of life insurance companies (assets for D and CH) 1200000
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