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Fully Funded Insurance: 
No Panacea for Social 
Security for the Elderly

As in many other countries, the social insurance sys-

tems in Germany are financed on a pay-as-you-go basis.

In the face of the difficulties posed for such a system by

the increasing age of the population, the fully funded

model has frequently been put forward as an alternative

for the statutory pension insurance system. Yet the

advantages of fully funded systems have been over-

stated in a number of respects. The fully funded model

is not an optimal solution to cover risks the likelihood of

which it is difficult to foresee, such as the risk of disabil-

ity.

 The ageing of the population has consequences for

social insurance systems whatever mode of financing

they are based upon: whereas in the pay-as-you-go sys-

tem the problems of maintaining pension levels pose

themselves directly, this is the case indirectly in fully

funded systems due to changes in capital returns. More-

over, shifting from a pay-as-you-go to a fully funded

system is not a free lunch, because initially either contri-

bution-payers or pensioners or both groups will be

worse off than if the pay-as-you-go system were main-

tained. Second, the increase in savings as a proportion of

income associated with the introduction of a fully

funded system would lead to a corresponding decline in

consumer demand, a trend counteracted only indirectly

by the impulse for higher investment demand resulting

from declining interest rates.

The costs and macroeconomic restrictions of a com-

prehensive shift to the fully funded principle apply irre-

spective of the institutional forms under which it is

implemented, that is not only to statutory provision for

old age, but also to private and company insurance

schemes. For individuals, fully funded insurance may

constitute a sensible supplement to the statutory scheme

financed on a pay-as-you-go basis. However, if the cov-

erage of such schemes is to expand, reforms to the way

in which company-based and private forms of social

security are regulated will need to be introduced in Ger-

many. The scope for providing security in old age by

means of company-based schemes has been substan-

tially exaggerated in the public debate. 

Possible forms of provision for retirement

In principle it is possible to make provision for risks by

means of individual savings. If, however, the extent of

future financial burdens is unknown, saving is sub-opti-

mal. Even well-informed individuals who are risk-averse

would in all probability save too much, as they would

have to allow for the 'worst case scenario'. Those indi-

viduals who like taking risks and the ill-informed, on the

other hand, would save too little. In order to avoid the

twin dangers of unnecessary consumer restraint and

inadequate provision, it makes sense to sign an insur-

ance agreement. Most forms of insurance are de facto

financed on a pay-as-you-go basis, a fact that is fre-

quently overlooked in the current debate. Premiums are

adjusted to match the changes in the risks insured, so

that current insurance pay-outs are financed out of cur-

rent receipts derived from premiums or contributions.1

Insurance for old age exhibits a peculiar characteris-

tic. The pay-as-you-go system cannot function within a

single generation, as all those insured will require bene-

fits at approximately the same time. Thus systems are

based either on a 'contract between generations', in

which the young finance the old (on a pay-as-you-go

basis); or old-age provision is organised on a fully

funded basis, in which case an entire generation's sav-

ings, including interest, are paid out to it as pensions.

The latter brings with it two insurance-related prob-

lems. First, the level of pensions depends on capital

yields, which cannot be forecast with certainty (just as

income trends cannot be predicted under the pay-as-you-

go system); second, nobody can tell how long people will

live in the future and when they will retire. Thus an

entirely fully funded system makes no provision for the

'risk' of life expectancy being unexpectedly long or

retirement age unexpectedly low. Yet risk-averse indi-

viduals will want to make provision for such risks, for

which no individual insurance is possible. This is a

strong argument for a mode of financing based on the

pay-as-you-go system and a contract between the gener-

ations.2

Little attention has so far been paid to the depend-

ence of both the pay-as-you-go and the fully funded sys-

tems on functional income distribution trends. Depend-

ing on the outcome of collective bargaining struggles,

more income is available under one of the two systems.

This leads to problems that can only be limited by per-

mitting a mixture of both forms of financing.

1  This may not always be precisely the case in legal or financial terms.

Yet if premiums are adjusted annually because the experiences of the

previous year have shown an increase in insured risks, this amounts

over the longer term to a pay-as-you-go system.

2  Cf. Robert G. Merton, 'On the Role of Social Security as a Means for

Efficient Risk Sharing in an Economy where Human Capital is Not

Tradable', in: Zvi Bodie and John B. Shoven (eds), Financial Aspects of

the U.S. Pension System, Chicago 1983, pp. 325_358. Zvi Bodie, Pen-

sions as an Retirement Income Insurance, Journal of Economic Litera-

ture, vol. 28, 1990, pp. 28_49.
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Problems of personal income distribution that are

currently covered by redistributive elements within the

statutory pension insurance system (e.g. contribution-

free periods, provision for dependent survivors) would

not disappear with the introduction of a fully funded

system, but would lead to a need either for tax conces-

sions or transfer payments.

Microeconomic experiences with 
fully funded pension plans

Given the unfavourable shift in the age structure of the

population, it is widely expected that in future capital

returns will be higher than the average 'return' that cur-

rent contribution-payers are likely to receive under the

pay-as-you-go system.3, 4 Yet, as is shown below, it

must be doubted whether this alleged superiority of the

fully funded system would continue to apply if all the

insured seek to invest additional capital. Moreover, it is

incorrect to compare the 'raw' rate of interest on capital

investment with the return on a pension insurance

scheme. For an insurance scheme incurs costs that must

be covered, costs that result not least from the difficulty

in estimating risks; in the case of private insurance

schemes, commission costs are also incurred.5 It must

also be borne in mind that capital yields are generally

liable for taxation, whereas statutory pensions consti-

tute virtually a 'net' sum. For these reasons the gross

return on capital cannot be compared with the yield on

pay-as-you-go systems. In any case, calculations of yield

expectations are not provided by private pension

schemes, nor do they advertise on the basis of expected

yields. What is known from surveys by consumer

organisations is that there are major differences between

the 'minimum' pensions guaranteed by the various

insurance companies and in terms of the degree to

which the insured participate in surpluses.

At the beginning of the 1990s it became clear that

German private pension insurance schemes had based

their calculations on a life expectancy which was too

short. Pension payment periods are therefore longer

than was allowed for in calculating the capital stock

required for the insurance companies. In such a case the

logic of the fully funded procedure is that pension levels

must be reduced, so that the capital accumulated is suf-

ficient to finance the payment of pensions over a longer

period.6 Yet cuts in pension levels mean the loss of

expected insurance benefits. In the light of this the Ger-

man organisation responsible for supervising the insur-

ance branch (Bundesaufsichtsamt für das Versicherung-

swesen) has permitted insurance companies to pass on

costs of the unforeseen increase in life expectancy to

younger contribution-payers. For instance, part of the

interest earned when the premiums paid by younger

contribution-payers are invested can be used to enable

the pensions now being paid out to be cut back to a

lesser degree than would actually be necessary. Moreo-

ver, the interest earned on invested premiums paid into

other forms of insurance with the companies can also be

used for this purpose. 

In a survey conducted recently by the Deutsche Insti-

tut für Wirtschaftsforschung7 of 79 German insurance

companies offering private pensions, of the 29 compa-

nies that responded and whose response was suitable

for processing only around one in six has not passed on,

in part or in full, the unexpected rise in costs on contri-

bution payers. More than 40% of the insurance compa-

nies made exclusive recourse to redistributive financ-

ing.8 As was to be expected, the greater requirement for

additional reserves needed for insurance policies calcu-

lated on the basis of the relatively short life expectancy

of 1949/51 is less likely to be financed within the scope

of the individual insurance contract, than is the case

with contracts based on the 1987R mortality table.

Two conclusions can be drawn from the introduction

of elements of the pay-as-you-go system in private pen-

sion insurance schemes. On the one hand, unforeseeable

risks could only be insured with recourse to the pay-as-

you-go principle. Yet evidence from the insurance mar-
3  Different calculations have generated different results. See the full

version of this report available in German: Wagner et al., 'Kapitaldeck-

ung _ Kein Wundermittel für die Altersvorsorge', Wochenbericht des

DIW, no. 46/1998, Berlin.

4  Economists _ such as the Advisory Council to the German ministry

of economic affairs _ who consider the fully funded model to be supe-

rior for fundamental reasons argue that the return on capital is certain

to be higher than wage growth because, among other reasons, certain

capital goods, in particular real estate, are non-reproducible. It remains

a moot point, however, whether this better yield performance will in

fact be maintained over the longer term.

5  The profit motive underlying private insurance funds is not a disad-

vantage. In perfectly competitive markets all that is earned is a reward

for entrepreneurial activity, which would also accrue in the form of

payment for labour services in non-profit organisations, while in the

short run 'pioneer profits' constitute an incentive to investment.

6  The question of a 'risk transfer' from the insured to the insurance

companies, whose profits would narrow accordingly, in order to

finance unplanned benefits, is not considered here. Under German law

insurance companies are permitted to pass on the costs arising out of

unforeseeable risks to the insured, rather than covering them out of

the companies' profits.

7  32 companies responded, of which 29 could be evaluated for the

question under consideration here. A response rate of around 40% is

very satisfactory for a mail survey.

8  Even if the extreme assumption is made that all the insurance com-

panies that did not respond financed pensions exclusively on an indi-

vidual contractual basis, around 30% used redistributive elements.
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ket in the USA suggests that such forms of financing

will no longer be possible once insurance markets have

become more competitive.9 Pay-as-you-go financing is

no longer an option once private pensions are constitut-

ing a large proportion of the overall insurance market.

Then any increase in subscribed capital financed by

increasing the surpluses earned by younger contribution

payers would take on a volume that would lead to poli-

cies being abrogated. For this reason the second conclu-

sion that can be drawn is that an inter-generational

transfer can only be achieved on regulated insurance

markets.

The risk of disability

Pension insurance schemes not only make provision for

old age, they also cover the risks of an unexpectedly

short employment biography, that is the (general or

occupation-specific) loss of work capacity through disa-

bility. This risk is particularly difficult to estimate, as it

depends not only on the health of the working popula-

tion, but also, in practice, on the labour market situation.

Even if the pension law does not constitute an official

criterion for granting a disability pension for unem-

ployed workers, experience has shown that given an

unfavourable labour market situation, and in particular

in times of mass unemployment, medical doctors are

more likely to classify patients as disabled. For this rea-

son it is difficult to determine the required dimensions of

a capital stock with which to cover the risk of disability.

It is for this reason that, for instance, the Scientific Advi-

sory Council to the Federal Ministry of Economic

Affairs argues for the maintenance of pay-as-you-go

financing of disability pensions within the statutory

pension insurance scheme, although it is in principle in

favour of a fully funded system.10

Another reason why fully funded provision for the

risks of work incapacity would be sub-optimal is that a

capital stock that is reserved for disability payments

would induce rent-seeking processes: some of the

insured and employers (not to mention providers of

health services under some circumstances) could 'plun-

der' the capital stock accumulated, although this is not

strictly speaking at all necessary.11 Under the pay-as-

you-go system, on the other hand, this would immedi-

ately lead to 'visible' increases in contributions, which

could be expected to limit moral hazard.

The fact that private occupational disability insur-

ance schemes exist is no proof of the contrary, as the

benefits they provide have little in common with the

comprehensive disability payments provided under the

statutory scheme. Nor have calculations of expected

9  Cf. John H. Cochran, 'Time-Consistent Health Insurance', Journal of

Political Economy, 1995, pp. 445_473, especially p. 467.

10  Cf. Larry Kotlikoff, 'Privatisation of Social Security _ How it Works

and Why it Matters', NBER Working Paper no. 5330, Cambridge,

Mass., 1995.

11  It is for this reason that private health insurers in Germany reject a

fully funded system.

Table

Financing of Additional Reserves for Existing 
Private Pension Insurance Contracts Due to Higher Life Expectancy
in %

Method of financing1)

Existing contracts

Total

Based on mortality table

1987R 1949/51

Individual contracts 48 54 29

All pensions contracts 62 62 67

Existing stock of insurance contracts 52 58 57

Borrowing 17 15 14

1) Technically the adjustment is to mortality table 'DAV 1994R'. More than one answer possible. Based on 29 insurance companies, of which 26 had contracts based on mor-
tality table DAV 1987R, and 21 companies with contracts based on the 1949/51 mortality table.
Source: Survey and calculations by the DIW.
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yields yet been published for such private schemes;

what is apparent from surveys by consumer organisa-

tions are the large differences in premium/benefit ratios

between different insurance companies. Moreover, the

small number of disability insurance contracts con-

cluded to date enables insurance companies to resort to

redistributive financing if disability levels prove unex-

pectedly high. This would not be an option if the risk of

early termination of work capacity due to disability

were covered exclusively by private insurance compa-

nies in a competitive environment.

Macroeconomic problems 
of fully funded pension plans

In an uncertain world long-term provision for the future

is subject to many risks. Financing under the pay-as-

you-go system poses no problems for as long as the pop-

ulation and the number in employment are growing.

Under such conditions a growing number of contribu-

tion-payers can finance a relatively small population of

benefit-recipients. If, on the other hand, the population is

ageing, or the number in employment declines,12 under

the pay-as-you-go system, and given ceteris paribus,

contribution rates must rise or benefits be cut. In prac-

tice both methods are deployed in order to reach a com-

promise between the interests of contribution-payers

and benefit-recipients.13

The view that the fully funded model of financing, in

which a cohort saves in order to generate benefits at a

later date, is immune to changes in population and

labour force structures is one that is widely held, but is

nonetheless false.

The macroeconomic effects of a fully funded model

depend on whether it is implemented in a closed or an

open economy. Financial capital saved now will only

earn an appropriate rate of interest if this capital is

invested in real capital. Given the magnitudes involved,

it would appear doubtful whether within a closed econ-

omy the real capital stock could be expanded, while at

the same time maintaining yields, to a sufficient extent

to support a fully funded pension system. The addi-

tional supply of savings capital would have _ via falling

interest rates _ to induce substantial supplementary

investment, the return on which would suffice to gener-

ate the expected yield by ensuring higher growth. Yet

this is unlikely because in a closed economy higher sav-

ings are matched by reduced consumption. Additional

investment would, ceteris paribus, be associated with

falling returns on capital. Moreover, in a closed economy

the rate of interest on capital depends on demographic

trends.

Given a declining population, the number of gain-

fully employed persons _ who are seeking opportunities

for financial investment _ will subsequently decline in

relation to the number of elderly persons liquidating

their investments; under such conditions the return on

invested capital will decline. In a closed economy, there-

fore, the fully funded model in no way ensures that the

elderly can continue to increase their claim on total out-

put. The only way out of the fundamental demographi-

cally-based problem would be substantial capital

exports. This is only possible in open economies.

The German economy is an open economy, and thus

has the option of exporting capital, subsequently repat-

riating it later as income for the elderly, without this

reducing yields and interest rates at home over the

longer term. It must be borne in mind, however, that

many of the countries in which capital can today be

invested at low risk and at a satisfactory return are also

struggling with the problem of ageing populations.

Indeed, the stable economies amount to a 'club' of popu-

lations facing similar trends. To this extent a high rate

of return on the capital invested in a fully funded system

appears doubtful even in an international context. Even

emerging economies such as India and China face an

imminent and dramatic 'ageing process' as a result of _

prudent _ birth-control policies, the magnitude of which

will be greater than the demographic shift in Germany.

Even if these economies were to experience a sharp

boost in economic growth in the coming years, the flow-

back of capital would occur at a time in which even

these economies would be struggling with the problem

of ageing populations.

As a corollary of capital exports, countries exporting

capital must post current account surpluses, the effects

of which on labour and capital markets capital-import-

ing countries must be prepared to accept over the longer

term. This in turn implies, as developments in Germany

and Japan in the latter half of the 1980s showed, that the

surplus countries face a serious risk of currency appreci-

ation, which both swiftly and seriously reduces the

domestic value of foreign capital assets and may repre-

sent a severe blow to the domestic economy. Thus even

in an open economy it is not possible to immunise the

pension system against changes in age structure merely

by shifting to the fully funded system.

12  To be more precise, it is not the number in employment, but the

total income on which basis contributions are paid that is decisive.

13  Whereas until now public choice models have suggested that, as the

population ages, the older generation, which constitutes an electoral

majority, 'exploits' the younger generation, newer models based on the

assumption of an endogenous labour supply show, that a compromise

between interests will be reached, as observed in reality. See Kai A.

Konrad, 'Fiscal federalism and intergenerational redistribution',

Finanzarchiv, 1995, issue 2, pp. 166_181.
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The problems of transition

Irrespective of how attractive fully funded pension

insurance might be in principle from an economic point

of view, a transition from a pay-as-you-go to a fully

funded system would pose problems that would be diffi-

cult or impossible to resolve.14

The most important of these problems is how to deal

with the existing claims on the system held by current

contribution-payers and pensioners, whose claims are

based on the pay-as-you-go system. Neither a reduction

in such claims nor the expropriation of claim-holders,

nor the imposition of a 'double burden' on the currently

economically active, who would have to continue to

finance existing claims under the pay-as-you-go system,

while at the same time they are saving for their own

pension,15 constitute viable solutions. To solve this

problem the idea of financing existing claims by means

of public debt was developed. Irrespective of the fact

that, in Europe at least, this would represent a departure

from commitments made under the Maastricht Treaty,

such public debt would also have to be serviced by the

current labour force, in much the same way as paying

contributions.16 It would, however, be possible to reduce

the transition burden in principle, if the abolition of the

pay-as-you-go system also did away distortions on the

labour market. These arise under the pay-as-you-go sys-

tem when, for instance, contributions are perceived as a

tax that reduces the incentive to work. An 'excess bur-

den' of this type is all the heavier, the lesser the degree

of equivalence is between individual contributions and

benefits under the system. It would, for example, be par-

ticularly high if all pensioners were given the same

basic pension, whereas contributions were paid in pro-

portion to income. The German system is not based on

such a welfare principle, offering a basic pension, but in

Germany the statutory pension insurance scheme is

based on the principle of relative contribution equiva-

lence, i.e. that in general higher contributions lead to

higher pensions. Thus a transition to a fully funded pen-

sion system cannot be expected to generate significant

benefits by removing this excess burden,17 all the more

so in view of the fact that a similar excess burden will

arise when the additional public debt is financed out of

taxation.18

Thus it is not possible to move from a pay-as-you-go

system to a fully funded plan in a 'pareto-optimal' way,

that is so that no group or generation is worse off than if

the present system were maintained. This means that

compromises between the interests of contribution-pay-

ers and pensioners would also have to be found in the

transition between systems.19 The search for such com-

promises would have to bear in mind the macroeco-

nomic restrictions involved, which make any transition

extremely difficult.

If a start were made on introducing a significant

funded element, as proposed by the Advisory Council to

the Ministry of Economic Affairs,20 for instance, it

would result in an increase of several percentage points

in the savings-to-income ratio, and thus to a correspond-

ing fall in consumer demand. This would directly reduce

the level of economic activity. This would only be offset

by the uncertain stimulatory effects of lower interest

rates and higher exports. Thus in the situation in which

the economy and capital markets currently find them-

selves it is far from certain that the creation of the capi-

tal stock required, which would have to find investment

opportunities at home or abroad in addition to those

already in existence, would induce the expected growth

effects. In macroeconomic terms the transition entails

serious risks for the rate of return on capital invested in

the fully funded system.

It is noteworthy that model calculations that demon-

strate the opportunities provided by a transition to a

14  See also 'Are funded pensions better than a pay-as-you-go system?
_ A critical view on Kazakstan's Pension Reform', Kazakstan Eco-

nomic Trends, October_December, Berlin 1997, pp. 33_52.

15  This burden cannot be avoided merely by not paying a proportion

of wages directly to employees, but rather, on the basis of a collective

agreement, into a pension fund. Such collective provisions face the

same problems relating to the volume of savings as a share of income

that are discussed below.

16  Cf. Friedrich Breyer, 'On the intergenerational Pareto efficiency of

pay-as-you-go financed pension systems', Journal of Institutional and

Theoretical Economics, 1989, vol. 145, pp. 643_658.

17  Particularly because the distributional policy goals that have led to

deviations from the equivalence principle, would continue to apply on

transition to a funded system, i.e. that an excess burden would also

arise in a fully funded system.

18  A poll tax that would avoid this problem could not be acceptable for

reasons of distributional equity. Cf. Robert Fenge, 'Pareto efficiency of

the pay-as-you-go pension systems with intragenerational fairness',

Finanzarchiv, N.F., vol. 52(3), 1995, pp. 357_363.

19  See, for example, Axel Börsch-Supan, 'Germany: A social security

system on the verge of collapse', in H. Siebert (ed.), Redesigning Social

Security, Tübingen 1998, pp. 129_159. Along with the Scientific Advi-

sory Council to the German Ministry of Economic Affairs the author

considers a significant double burden on those contribution payers

who also have to finance their own funded pension to be acceptable.

Hans-Werner Sinn has argued that the burden of a transition to a par-

tially funded system should be placed explicitly on the childless or

those belonging to a generation that has raised too few children, as

they are in a better economic position under the contribution-based

system than those raising children. (Hans-Werner Sinn, 'A general

comment on the old age pension problem _ A funded system for those

who caused the crisis', in the same volume edited by Siebert).

20  It has proposed a supplementary compulsory funded insurance

scheme amounting to an additional four percentage points of the

income on which social insurance contributions are due. This would

lead to a further increase in indirect labour costs, which are already

widely seen as excessive.
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fully funded system abstract entirely from macroeco-

nomic feedback effects in the short run and their conse-

quences for employment, and are based on mere

assumptions about the rate of return on capital.21 Yet it

must be borne in mind that the high rates of return on

capital observed in west Germany in recent years have

led to a decline in wages as a share of national income

that cannot simply be extrapolated into the future. If

macroeconomic income distribution were to shift in the

opposite direction, the relative 'yield' would shift in

favour of the pay-as-you-go system.

What is realistic and feasible?

Not only macroeconomic, but also microeconomic con-

siderations suggest that it is unwise to put all one's eggs

in one basket in making provision for social security in

old age, but rather that a mixture of various strategies

should be preferred, as is indeed already the case in Ger-

many. What is on the agenda is therefore a shift in the

balance _ systemic change is not necessary.

Seen realistically, the fully funded model should con-

stitute only part of pension insurance for the simple rea-

son that the risk of disability is best covered by means

of a pay-as-you-go system. In Germany, this leaves

around 70% of the current volume of the statutory sys-

tem for old-age and survivors' social insurance in which,

in principle, the fully funded model could be applied.

However, this volume should certainly not be entirely

financed on a fully funded basis. Given that already in

Germany around 15% of income accruing to the elderly

is derived from capital,22 what is required is a limited

shift of the insurance portfolio towards the fully funded

model.

An institutional economics analysis shows that a

fully funded system should not be implemented within

statutory systems. First, doubts may be raised concern-

ing the efficiency of investment by public and semi-pub-

lic managers; second, there is the risk of politicians raid-

ing the capital so accumulated in order to finance other

areas of spending. The old warning that 'full pockets

create an urge to spend' still needs to be taken seriously.

Equally, politicians should not attempt to assume

responsibility for a variable such as the return on capi-

tal, over which they cannot and should not exert control. 

If full funding is to be supplementary in nature, it

would appear most appropriate to leave it completely in

private hands. The only question that then remains to

be addressed is whether private individuals or larger

groups can better organise the fully funded component.

There is a widely shared consensus in Germany that

'collective' provision in the form of company pension

schemes would be optimal. Yet serious doubts must be

raised in this regard.

If, given the various advantages that are seen in a

fully funded system, it is considered socially desirable to

extend that part of the system of security in old age that

is based on private, voluntary saving, the most rational

approach in Germany would be to lower the income ceil-

ing at which individuals are no longer obliged to con-

tribute to the statutory insurance scheme, in order to

offer those on higher earnings more scope to invest on

capital markets. The reduction in the contribution-

financed volume of entitlements would have the advan-

tage that the statutory scheme would have to pay out

less in pensions in subsequent years in which, due to

demographic trends, the financial situation is expected

to be particularly unfavourable for the pension funds.

On the other hand, any reduction in the income ceiling

would initially only affect contribution receipts _ and

would do so to a significant extent _ while current pen-

sions would initially be barely affected. In order to help

meet the financial balance of the pay-as-you-go system

this implies, the 'quasi self-employed' ('Scheinselbstän-

dige') and those in marginal paid employment ('ger-

ingfügig Beschäftigte') could be incorporated into the

statutory scheme by paying contributions, as the new

German government intends to do.

Given that it cannot be determined in advance pre-

cisely at what rates wages will grow and the rate of

return on capital will evolve, attempts should be made

to broaden the basis for contribution-based financing

and to make income from property subject to contribu-

tions, as is the case in Switzerland, for instance.

Company pension schemes

Company pension schemes and collective agreements on

capital formation for employees are not gifts to workers,

but merely compensation in another form. Simple capi-

tal formation cannot be equated with social security in

old age, because the mere accumulation of assets neither

covers the risks associated with disability nor the finan-

cial risks of an unexpectedly long life and that of main-

taining dependent survivors. Genuine social security

must contain insurance-related elements.

Traditionally, company schemes are used as a way

of tying employees more closely to the firm, that is they

serve to reduce worker mobility. Tax-related aspects are

also an important motivating factor that render com-

21  See, for example, the contribution by Axel Börsch-Supan cited ear-

lier.

22  According to survey evidence (German Socio-economic Panel),

including the rental value of owner occupied housing of the elderly.
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pany schemes attractive in many cases.23 Yet it must be

asked whether measures that reduce labour mobility

should receive government support, all the more so as

the link between pension entitlements and the current

employer leads to an undesirable accumulation of risks

for the employee: the risk of redundancy is often linked

to the danger of a partial loss of accumulated pension

entitlements. After all, jobs are usually lost when an

enterprise is doing badly. Moreover, German law by no

means ensures that company pensions are linked to

wage increase or the interest rate.

Company-based schemes are only to be recom-

mended where they do not restrict mobility, capital is

spread broadly and rates of return in line with market

trends are guaranteed. This is the case, for instance,

with direct insurance schemes24 or pension funds. Yet

employees must then ask themselves why such provi-

sions should not be entirely under their control.

The only argument, from the point of view of

employees, in favour of a collective provision for old age

by the company is, at the same time, an argument in

favour of compulsory social insurance. It may be that

recipients of low and middle-range incomes would, if left

to themselves, fail to make adequate provision, so that a

company scheme forces them not only to the water, but

also to makes them drink. Yet this can also be achieved

without the link to companies by means of compulsory

social insurance.

Individual private insurance

A debate has been running for many years in Germany

on the lack of transparency regarding life insurance pol-

icies and the inadequate protection afforded the capital

so invested. In the last legislative period of the German

parliament (Bundestag) a bill was presented to parlia-

ment on a reform of the law governing insurance con-

tracts. The more government intends to takes steps

towards promoting private, fully funded pension plans,

and the more a certain compulsory minimum level of

provision is seen as desirable, the more urgent is the

need to examine whether the regulation of life and pen-

sion insurance markets in Germany should be improved.

Aspects of this issue brought up by the 'Company Pen-

sion Funds' Working Party, which put forward recom-

mendations on the regulation of pension funds to the

Federal Ministry of Finance shortly before the general

election, need to be taken into account here.

In particular, it needs to be determined whether the

unequal treatment of men and women implied by pri-

vate provision is acceptable. Due to their longer life

expectancy women must currently pay higher contribu-

tions to private insurance cover than men _ unlike in the

statutory scheme. If government considers this undesir-

able on distributional grounds, an appropriate regula-

tion would need to be introduced. This is certainly feasi-

ble and could be realised in practice, as private pension

insurance companies could conclude corresponding rein-

surance. This may give rise to the problem that men

resort to foreign insurance companies: for this reason

harmonisation within the EU would be desirable.

Conclusion

A transition to a fully funded system of old age provi-

sion would not make all generations better off, and

would generate specific risks unknown under the pay-

as-you-go system. The demographically induced prob-

lems facing the system providing social security for the

elderly cannot be solved merely by altering the mode of

financing. This makes it all the more important to

improve the framework of economic and social condi-

tions in order to ensure that more people are in employ-

ment and financing old-age provision.

The problems associated with inadequate provision

for the future would not be solved by voluntary funding

of private pension schemes. If the distributional aims

pursued to date by means of the social insurance system

are not to be abandoned, then redistributional elements

in the form of tax concessions and/or transfer benefits

would have to be introduced even under a fully funded

system.

It is not only the macroeconomic problems that have

been long discussed that militate against a transition

from a pay-as-you-go to a fully funded system for

financing old-age provision, but also microeconomic

arguments pertaining to optimal provision for the future

in an uncertain world. This emerges not least from a

DIW survey of German insurance companies, which,

because the people they insure are living longer than

had been expected, have in many cases stabilised bene-

fit levels by resorting to pay-as-you-go elements of

redistributive financing.

The macroeconomic restrictions on an extension of

fully funded insurance apply irrespective of the institu-

tional framework, that is they apply not only to statu-

tory, but also to private and company-based insurance

schemes.

23  In Germany it is the case that company pension schemes receive, to

all intents and purposes, a government grant, just as does the statu-

tory pension fund.

24  In this case the employer pays the premiums for a private life or

pension insurance scheme.
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Greater capital formation by employees, while it

should be supported in view of its positive distributional

effects, cannot entirely _ or even to any significant

extent _ dispense with the need for a pension insurance

scheme organised by the state on a pay-as-you-go

model, as provision for old age is more than mere capital

formation. The same applies to the frequent calls for an

expansion of company-based pension schemes. On the

other hand it would make sense to increase the scope for

private capital investment and private supplementary

insurance by reducing the income ceiling for compul-

sory membership of the statutory social insurance

scheme.

Any extension of fully funded provision for old age

should be accompanied by an examination and reform

of the regulations governing private and company pen-

sion schemes. In particular, the government should

ensure greater transparency and more competition on

markets for pension schemes and insurance.
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