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1. INTRODUCTION

Aggregate Datafrom the German Labor Market paintsaworrisome picture
of falling wage growth and rising non-employment. Real wage growth (Figure 1
and Table 1) hasbeen declining in every decade sincethe nineteen-sixities. Between
1995-2001 growth was slower than during any 5 year period in the samplewith the
exception of the recession at the beginning of the nineteen-eighties. Figure 2
shows how overall unemployment and non-employment rates among males aged
25-65 have followed an upward trend over the 1964-2001 time-period. Substantial
attention has been brought to the fact that each increase in these series seemsto
permanently lift Germany to a new level of un- or non-employment. During no
cycle since 1964 have employment rates been able to regain more than a small
fraction of a preceding decrease during the subsequent recovery. This feature of
the data adds to the alarm with which recent unemployment rates have been
greeted in Germany.

TABLE1
REAL WAGE GROWTH IN WEST GERMANY 1964-2001

1964-1969 1970-1979 1980-1989 1990-2001

Average Real Wage Growth 4.60% 3.92% 1.23% 0.83%

Source: German Microzensus

Thedatainfigure 2 aggregatesthe datafor both the former Federal Republic
of Germany (West Germany) and the former German Democratic Republic (East
Germany) for the decade from 1991 to 2001. This way of organizing the data
obscuresthe structural problems of the West German labor market. The economy
of East Germany has faced tremendous upheavals following unification in 1990
with large non-employment rates throughout the post-unification period. In this
paper | will focus on the West German experience drawing on the aggregate time-
series data provided by the German Mikrozensus for West Germany for the time-
period from 1964 to 1991 and the panel data available through the German Socio-
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Economic Panel (GSOEP) for 1984-2001. Figure 3 showsthe non-employment and
unemployment ratesfor West Germany between 1964 and 2001 using these 2 data
sources. The basic patterns of the non-employment rate observed for the whol e of
Germany hold even when we focus on West Germany alone. Theincreasein non-
employment by 5 percentage points from a 16.8% in 1991 to 21.8% in 2001 is
dramatic, albeit not as dramatic as the one documented in Figure 2. The
unemployment rates do not display quite as large an increase, but an upwards
trendisstill clearly discernible. Table 2 documentsthisupwardstrend by comparing
the peaksand troughsin the unemployment rate over the 1964-2001 period. Between
each of the peaks or troughs an increase in the unemployment rate of over 1.5
percentage pointshad to beregistered. Thuseven when|ooking at West Germany
alone one receives the impression that the German labor market is increasingly
unable to provide employment and wage growth for all job seekers.

FIGURE 1
REAL WAGE GROWTH (WEST GERMANY)

01
0,081
%

0.06

0.04

0,02 /\

T T T T T T Y —y
1965 1970 1975 1980 1985 1990 1995 2000

-0.02

FIGURE 2
MALE UNEMPLOYMENT AND NON-EMPLOYMENT RATE IN GERMANY
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The data from the German Microzensus is based on the time-series service of the
German Microzensus, an annual 1% sample of the German population. This service
does not report the employment data is aggregated by East and West Germany after
1991. The design of the GSOEP is modeled on the PSID. The sample used here is the
West German sample with 4,659 individuals and 41,937 observations.
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FIGURE 3
NON-EMPLOYMENT IN WEST GERMANY (MALE, 25-65)
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TABLE 2
SECULAR INCREASES IN UNEMPLOYMENT/NON-EMPLOYMENT
FROM 1964-2001

Panel 1. Comparison of unemployment and non-employment

rates between peaks

Unemployment Non-Employment
Years Levels Difference Years Levels Difference  Sample
1968/1976  1.19%/2.78% +1.59% 1968/1977 7.47%/11.40% +3.93% Mz
1976/1988 2.78%/6.65% +3.87% 1977/1988  11.40%/18.35% +6.95% Mz

1986/1998  5.77%/7.95% +2.18% 1986/1998  17.49%/21.58% +4.09% GSOEP

Panel 2. Comparison of unemployment and non-employment

rates between troughs
Unemployment Non-Employment
Years Levels Difference Years Levels Difference Sample
1972/1981 0.40%/2.01% +1.61% 1970/1981 6.68%/10.62% +3.94% Mz

1981/1992  2.01%/3.62% +1.61% 1981/1991  10.629%/16.78% +6.16%  MZ/GSOEP
1992/2001  3.62%/4.53% +1.89% 1991/200 16.78%/19.20% +2.42% GSOEP

These features of the datahave initiated a debate regarding the necessary
reformsto reduce unemployment in Germany. In 2002 agovernmental commission,
the “Hartz-Kommission”, published its recommendations. These aim to facilitate
the matching process between job-seekers and firms by improving various aspects
of the employment offices run by the government. These proposals reflect the
view that unemployment in Germany is largely the result of inefficienciesin the
process through which workers and firms meet. Other proposals that have been
advanced in the policy debate are reductionsin firing costs, general deregulation

of labor and goods markets, and ascaling back of the generosity of unemployment
benefits.
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Knowledge of what segment of the population experienced theincreasein
non-employment hel psonein evaluating these different policy proposalsfromthe
view-point of their ability to reduce non-employment? Inefficienciesinthematching
process, excessive labor market regulations and firing costs are al likely to apply
to across all ages. Other forces, such asthose related to the impact of the welfare
state on work incentives might affect different age-groups very differently. This
paper attemptsto shed light on the sources of the non-employment increase over
the last quarter of a century by examining the age-patterns of labor market
participation among West German males.

Such an analysis yields striking results. The trend towards higher non-
employment among West German males is not uniform across age-groups (see
fig. 4). For the age-groups 25-39 and 40-49 thereis no discernible upwardstrend in
the non-employment rates over the time-period covered by the GSOEP (seefig. 4).
Indeed for thesetwo groupsthelowest val ues of non-employment areobservedin
2000 (age 40-49) and 2001 (age 25-40). Thetrend towards higher non-employment
isentirely dueto theincreased non-participation among those workers aged 50-65.
Since 1991 the non-employment rate in this age-group increased from less than
30%t0 42.5%in 2001. For unemployment the conclusionisthesame. Y ounger age-
groups do not have higher unemployment rates towards the end of the sample
period than at the beginning. Older workers however experienced alargeincrease
of unemployment during the early and mid-nineties. The declinein unemployment
rates since the mid-nineties has not yet sufficed to eliminate half of the increase
experienced between 1992 and 1996 for this age-group.

FIGURE 4.1
NON-EMPLOYMENT BY AGE-GROUP
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2 | take the view that many of the suggested reforms might be beneficial for other

reasons than reducing non-employment. Neverthelessin thisarticle| focus specifically
on non-employment as an outcome measure.
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FIGURE 4.2
UNEMPLOYMENT BY AGE-GROUP
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These statistics clearly show that the increase in non-employment and
unemployment in West Germany is concentrated among older workers.
Understanding the dynamics of unemployment and non-employment in Germany
therefore requires an understanding of theincentivesthat older Germansface. The
most important social programsinfluencing theretirement decision of older workers
are the public pension system and the unemployment insurance program. | will
show in the next section that these programs give extremely strong incentivesto
Germans to retire before the official retirement age of 65. These incentives have
strengthened further during the 1980s as the period over which unemployment
benefits are paid to older workers was lengthened from 12 to 32 monthsin 1987.

2. Work AND RETIREMENT IN GERMANY

Theregulationsof the German public pension system that affect the sample
period considered here stem from the pension reform of 1972. The new regulations
of 1972 alow for the possibility of retiring early for anumber of different reasons.
1N 1992 and 1999 two reform actswere passed by parliament with theaim of reducing
the number of individuals taking advantage of the exceptions to the official
retirement age. However both of these acts provided for lengthy transition periods,
so that the pension regulationsin 2001 are still largely identical to the regulations
of the 1972 act.3 | will therefore present the regulatory framework as of 1972 and
only in passing refer to the reforms of the nineteen-nineties.

3 The first measures of the 1992 act started to be phased in during 1997, but the
regulations of the 1992 and 1999 act will not be fully phased in before well after the
year 2010.
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The German public pension system isapay-as-you-go system with extremely
generous provisionsfor its pensioners. The net replacement rate is approximately
70% of average wages during the period that workers contribute to the pension
system?. This compares with areplacement rate of 53% in the United States. The
coverage of the system is near universal. Only recipients of low incomes and the
self-employed are exempt®, so that approximately 85% of the popul ation belongs
to the public pension system. In consequence private and employer pension plans
are rare and serve at most to supplement the main income received through the
public system.

The official retirement age for males in Germany is 65 and for females 60
years. There are however many possibilitiesfor early retirement, so that only very
few individuals actually work until age 65. In the GSOEP sample the fraction of
males working at age 64 is 16.3%. The most important exceptions to the official
retirement ages are disability, unemployment and long contribution to the retirement
system. Those who have contributed more than 35 years can retire at 63, whereas
the handicapped and the unemployed are allowed to retire at age 60. In addition
partial or full inability to exercise one's profession and earn income can qualify
individuals to receive a pension at ages even younger than 60. The courts are
instructed by law to take account of labor market conditions when assessing the
ability of individuals to exercise their profession. Consequently the legal system
has been very generousin the evaluation of such claims.

Pension entitlements are calculated proportional to the length of
contribution. Therefore the average pension falls by about 2.5% for every year
that anindividual retiresearly. Thisreduction in pension paymentsis however far
below therequired reduction in pension paymentsthat would keep the net present
value of total pension payments constant with respect to the retirement age. The
system of 1972 therefore implies that an individual seeking to maximize the net
present val ue of total pension paymentswould chosetoretireasearly aspossible.
Of course individuals will also take into account their current earnings and this
might induce them to work longer, but nevertheless the above system clearly
penalizesindividualswhoretirelate. Boersch-Supan and Schnabel (1999) calculate
the adjustmentsto pensionsthat are necessary to keep the present discount value
of pension payments constant. Table 3 compares the 1972 regul ations with these
incentive neutral adjustments and also those legislated in 1992. These new
adjustments have only in 1997 begun to be phased in and will not fully apply until
2010.

The generosity of the German unemployment insurance system makes it
even more attractive to effectively retire early. The net replacement rateis 67% of
thelast net wagefor individual with children and 60% for individual swithout. The
last net wage of older workersis often substantially higher than the average wage

In recent years the net replacement rate has been falling slightly.

Public employees belong to a different system then other employees, but this system
isaso publicly administered.
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over the life-cycle of employees on which pensions are assessed. Therefore
unemployment benefits will often be substantially higher than the pension
payments. Thishasmadeit popular for individual sto retire before age 60 and then
draw unemployment benefits until retiring at age 60 under the exception to the
official retirement age granted to the unemployed.

TABLE3
PENSION ADJUSTMENTS FOR RETIREMENT AGE IN GERMANY
Percentage of rent compared to entering at age 25

Age Accordingto 1972 Incentive-neutral  After 1992 rules are

regulations adjustments fully phased in
62 100.0 80.5 89.2
63 100.0 86.3 92.8
64 100.0 92.8 96.4
65 100.0 100.0 100.0
66 107.2 108.1 106.0
67 1144 117.2 112.0
68 1144 127.4 118.0
69 114.4 139.1 124.0

Source: Boersch-Supan and Schnabel (1999). Reported are the adjustments to pension payments
for different ages of retirement. The first column refers to the 1972 regulations. Column 2
presents the adjustments required to keep the net present val ue of pension payments constant,
given adiscount rate of 3% and 1992 life-tables. Column 3 presents the adjustments under the
1992 regul ations once these have fully been phased in. This process has begun in 1997 and will
not be completed before 2010.

In 1987 the unemployment system was revised so as to increase the time-
period during which workers aged 54 and older are entitled to draw unemployment
benefitsfrom 12 to 32 months. Figure 5 showstheimpact of the 1987 unemployment
regulations on unemployment figures of workers aged 54-59 and compares this
with the unemployment ratesin the age-group 48-53. For the older age-group the
1987 reformimplied asubstantial increasein thelength for which they wereentitled
to draw unemployment benefits. Following the reform the unemployment rate
increased substantially more for the treatment group than for the control group.
We can therefore rule out common business cycle effects as an explanation of the
increase in unemployment in 1987 for individuals aged 54-59. Theincrease in the
unemployment rate among ol der workersfollowing the 1987 period iscomparatively
modest relativeto theincrease experienced over the 1992-1997 period. During this
period the increase in the unemployment rate among older workers again
substantially exceeded that among younger age-groups. It is plausible that this
excess increase in unemployment rates among older workers both immediately
following the changes in unemployment regulations in 1987, but also during the
recession of 1992 — 1997 is caused by the changed i ncentives due to the reform of
1987.
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FIGURE 5
UNEMPLOYMENT BY AGE-GROUP: 48-53 vs 54-59
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Further evidence that unemployment is used as a pathway into retirement
is provided by the number of individuals of older ages who retire once they
experienceaperiod of unemployment. Thefraction of individualsaged 55-64 inthe
GSOEP® who permanently retirefrom thework force after aperiod of unemployment
1589.28%. Considering thefraction of individualswho areformally unemployedin
theyear beforethey retire underlinestheimportance of unemployment asapathway
into retirement. To estimatethisstatistic | consider the cohorts 1929-1936. Table4
shows that almost 30% of Germans are formally unemployment at their effective
retirement date. Thevariation of thisfraction by age of retirement representsfurther
evidencethat formal unemployment hasbecome an effective pathway into retirement.
The fraction entering retirement through unemployment shows peaks at ages 57
and 59 and a general increase in the years preceding age 60. In addition overall
retirement peaks around age 58. These facts indicate that many individuals make
useof at least part of the 32 month period of full unemployment benefitsfor elderly
workers that applies for the sample considered here before entering retirement at
age 60.

6 Only individuals are included who are followed up to age 65.
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TABLE 4
FRACTION OF INDIVIDUALS WHO EFFECTIVELY RETIRE THROUGH
UNEMPLOYMENT
Age of retirement Al All £62 £54 55 56 57
Observations 287 193 14 14 11 18
Fracionwithprevious 7 5700 353106 50% 4286%  36.36%  55.56%
Unemployment
Age of Retirement 58 59 60 61 62 363
Observations 39 37 38 2 27 67
Fraction with previous 33.33%  48.65%  2368%  3182%  22.22% 0%

Unemployment

The table reports the number of individuals of cohorts 1929-1936 who retire at different ages
and the fraction that experiences a period of unemployment preceding to retirement. The
calculations are based on the West German in the GSOEP. Retirement is defined as the period
after the one in which the individua is last observed working. 57 individuals are excluded
because their last valid labor market observation is observed in 1984 and 15 because they have
not effectively retired in 2001 yet.

3. ConcLusion

The viability of any welfare state relies on preserving a sufficiently large
ratio of contributors to beneficiaries. In Germany this viability is undermined not
only by the demographic trends of an ageing population, but also by increasesin
the non-employment and unemployment rates in the population. The increase in
theseratesishowever not uniform acrossdifferent age-groupsin (West-) Germany,
but is entirely due to the age-group older than 50. The structure of the German
pension system and the increasing incentives for early retirement explain why
unemployment as well as non-employment rates have been rising for this age-
group during the last 2 decades.

This finding suggests that policies to reverse both the increase in
unemployment and non-employment over the last decades need to address the
incentivesfor early retirement. Especially important ishow unemployment insurance
and social security interact in providing incentives for early withdrawal from the
workforce. Attemptsto reduce unemployment by improving the matching process
between firms and workers are not likely to address the issues at the heart of the
increasein unemployment in Germany. Such measures were recently proposed by
agovernmental commission charged with proposing reforms of the German |abor
market. The reform process of the German pension system started during the
nineteen-ninetiesismorelikely to at least partially redressthe perverseincentives
built into the German retirement system. The elimination of unemployment as a
justification for early retirement and thefinancial penaltieson early retirement that
will be phasedin until 2010 arelikely to reduce unempl oyment and non-employment
among the elderly. Whether these reforms are sufficient to redress the financial
imbalances of the German Welfare Stateis highly questionable.
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