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Abstract

By the end of the twentieth century, the generous German public pay-as-you-go pension
system had been struggling with a serious deficit due to the country’s ageing
population. In 2001, the German government enacted the “Riester” pension reform,
named after Mr. Walter Riester, the Labour Minister brokering it, which reduced the
level of publicly provided pensions, and strengthened the funded occupational and
private pillars in order to replace the loss in retirement income.

This thesis investigates the role and structure of occupational pensions during the
Riester-reform and in its aftermath, using an economic geography perspective. In doing
so, it discusses the role of trade unions and employer associations (social partners) in
moulding the structure of the occupational system, and investigates the geography of
occupational pensions both at employer and at employee level. Empirically, the thesis is
based on an in-depth interview with Mr. Walter Riester, and a unique, proprietary data-
set of a German occupational pension provider, containing information on 332 thousand
employees and over 12 thousand employers.

The results show that the internal division of social partners played a critical role in
leaving occupational pensions voluntary, but they have been successful in setting
standards on the occupational pension market by means of collective bargaining.
Employers and employees show systematic spatiotemporal patterns in their pension-
related decisions, confirming the importance of local relationships and local contexts in
implementing social partners’ measures and in the transformation of the welfare state. It
is finally pointed out that the Riester-reform was a part of a gradual transition, which
has been reducing employers’ autonomy in order to reinforce the social role of
occupational pensions. To achieve that and to catalyse the reform process, employers’
and employees’ risk exposure has been mitigated in the hope that old-age poverty can
be avoided.

Michaelmas Term, 2010
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1 Introduction

1.1 Research Background and Significance

“Europeans thought they were progressing towards an ideal civilisation. Now time is
up, and it hurts”

The Economist, (2010a)
Although the provocative sentence of The Economist expresses a biased and debatable
opinion about European welfare state retrenchments, it shows that studies about pension
reforms do have relevance today. European welfare states, known for the key role the
state plays in the provision of resources in order to promote the wellbeing of its citizens
(Esping-Andersen, 1990: 160), have been on a politically and socially problematic
retreat since the 1970s (Pierson, 1996). This process was mainly caused by
demographic ageing, increasing life expectancy and high unemployment due to the
fierce competition from developing countries, and it increased deficits in public pension
systems too (Taylor-Gooby, 2004). As a result, occupational (and private) pensions
have been gaining importance. European citizens were forced to realize that maintaining
the living standards of current pensioners, and having similar standards in their own

retirement require significantly less consumption today.

Germany, the largest European economy in terms of GDP and the world champion in
exports until recently (Joebges et. al., 2009), could not escape from these changes either.
Its pension reform of 2001 had been preceded by long-drawn political battles since the
beginning of the 1990s. Political powers had been struggling between their short term
survival interests, and long term moral dilemmas concerning the pension reform. One
main debate has been around the choice between increased degree of individual

responsibility and social solidarity (Schmihl, 2003, Hassel, 2003), which included the



discussion about employers’ autonomy in issues related to occupational pensions.
Although the reformers decided to cut the level of public pensions, and introduced
voluntary supplementary occupational and private pensions to replace the reduced
public retirement income, some observers believe that the dilemmas of 2001 have not
been solved until today. First, the country’s demography and the economic performance
of global capital markets may reduce public pensions further (Borsch-Supan, 2004a).
Second, since enrolment in the supplementary system is voluntary, and several savings
parameters are to be determined by employers and individuals saving for the retirement,
it is far from obvious that supplementary income replaces the withdrawal of the state
(Borsch-Supan et. al., 2008). Therefore, a comprehensive judgement of the German

pension reform of 2001 and its effect on occupational pensions has yet to be made.

The humble aim of this thesis is to investigate the economic geography of occupational
pensions in the light of the German pension reform. More specifically, the thesis
consists of a literature review, four original research papers and a conclusion, studying
the reform of 2001 and its consequences on the reformed occupational pensions from
different perspectives. The first research paper analyses the political origins of the
German pension system, by looking at the behaviour of political actors and its effect on
the structure of the reformed pension system, with an emphasis on occupational
pensions. The second and the third studies address employer and employee behaviour in
pension decision making, by looking into the geography of occupational pensions in
Germany. They discuss geographical differences in the uptake and in personal savings
decisions between 2002 and the end of 2009. Finally, the last study describes the risk-
sharing between employee and employer in occupational schemes, and contributes to

the understanding of occupational pensions in the German society.



This thesis uses Germany to illustrate European welfare state retrenchments and its
relationship with human financial decision making for the following reasons. First, it is
an interesting political case: it has recently introduced several measures to overcome its
economic problems by driving its financial markets closer to the Anglo-Saxon systems,
by introducing the Euro and by reducing various parts of its welfare measures (Streeck
and Tramputsch, 2005, Clark and Wdjcik, 2007). Second, the country is heterogeneous
in terms of culture, history, economy and even language dialects, which may imply
different human behavioural patterns both on individual and on organisational level
(Falck et. al., 2010). Third, there has already been an ongoing research on Germany’s
diverse financial markets and its employers’ geographically varying response to the
structural changes, underscoring the potential reward coming from geographical
investigations (Wdjcik, 2002, Martin et. al, 2002). Accordingly, this thesis aims at
engaging with these and further authors by contributing to the relevant literature: the

disciplines of economic geography, political economy and behavioural finance.

This introductory chapter is structured as follows. The next section outlines the
theoretical foundations of the thesis, followed by a section describing its aims and
significance. The fourth section depicts the structure of this thesis, followed by a short
summary of its findings. Finally, the last section describes the limitations of the
research. However, none of these sections is meant to replace the literature review,

research chapters or the conclusion.

1.2 Theoretical Foundations

The theoretical underpinnings of this thesis originate from economic geography, more

specifically, the geography of finance (Clark and W¢jcik, 2007). This means that

10



attention is drawn to the multidimensional nature of economic and financial phenomena
when discussing the dualism of behaviour and environment. The following two
arguments specify what this approach means for the study of occupational pensions and

its transition in the course of the German pension reform.

In a certain sense, the transformation of the German pension system follows the same
pattern as the change in many other European countries (Clark and Whiteside, 2003).
Although these countries show a variety of institutional arrangements, including the
different roles of public and private institutions in old age finances (Hyde et. al., 2003),
they all seem to have increased the extent they take the pressure of the global financial
order into consideration (Dixon and Sorsa, 2009). The appearance of the financial logic
in everyday decision making, financialization, not only affects institutional or political
level decision-making, however. Global forces transforming welfare systems challenge
the way employers treat old age benefits provided to their employees (Langley, 2004),
and profoundly alter social behavioural norms in pension-related and other financial
matters on the level of the individual (Langley, 2008). Although the overarching
convergence/divergence framework is not necessarily emphasized at each step of this
research, its relevance and implications are discussed in detail by the literature review

(Chapter 2) and the conclusion (Chapter 7).

Given this overarching background about capitalist systems, the thesis looks into the
particularities of the German transformation, using the example of occupational
pensions after the pension reform of 2001. More specifically, it investigates the change
of the pension system caused by a series of political transactions, followed by a

comprehensive inquiry about its consequences on its main stakeholders, using the

11



perspective of an economic geographer. Although transformation may be considered as
a two-step process — a change in pension systems and its consequences — the thesis
refrains from strictly distinguishing between structural changes and impact analysis.
The reason for this is that such an approach would misleadingly limit the definition of
structural change to a set of legislation or to a narrow timeframe around the pension
reform. Instead, the thesis distinguishes three distinct layers of the pension system
which were strongly affected by the pension reform of 2001, and looks at their

development during a longer period.

The first layer of the analysis engages with the political dimension of the pension
system, and looks at the relationship between formal mechanisms providing old age
income (World Bank, 1994, OECD, 2009) and political actors, more specifically, the
government and the social partners (trade unions and employer associations). However,
in order to avoid the ‘dependent variable’ trap (Starke, 2006), the thesis does not want
to explain the structure of the pension system with actor behaviour (Hall and Soskice,
2001), or argue that behaviour is encoded in the legal or other origins of a given
geographical region (La Porta et. al., 1998). Instead, the emphasis is laid on the co-
evolution of actor behaviour and system outcomes. This is done with an iterative
analysis of stakeholder interests during and after the pension reform (Pierson, 1994,

Rhodes, 2000, Hassel, 2009).

The second and the third analytical layers deal with the main stakeholders of the
occupational pension system, the employers and the employees respectively. The
underlying assumption applied to understand both organisational and individual

behaviour is the behavioural theory of human decision-making, describing behaviour as
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the joint outcome of environmental factors and of human cognition (Simon, 1955). Both
of these categories are analysed using a geographical lens: pension-related decisions are
in the focus, and are explained with the help of localised explanations (Bathelt and
Gliickler, 2003: 124). This means the insistence on that both the ‘environment’ and
‘human cognition’ of financial decision making of Simon can be created locally. On
employer-level, organisational behaviour related to pensions is under investigation. For
instance, the pension-related decision environment of the ailing automotive corporations
concentrated in the US Midwest, largely generated by their unfunded pension promises
to their employees (Monk, 2008), not only affects giant corporations, but influences the

whole region as a set of production systems (Walker, 1989).

On employee level, similar forces in play underscore the expectation that the individual-
level manifestation of the pension reform shows spatial patterns and local relationships
for the individual. This involves the role of available information (Pred, 1967), or the
broader category of behavioural economics that coheres with local context (Strauss,
2008, Clark, 2010). To illustrate this latter argument, there is a relationship between
German language dialects, grammatical features and internal migration decisions even
today. This means that past cultural identities still influence today’s economic exchange
(Falck et. al., 2010). Finally, the bond occupational pensions represent in the local
relationship between employer and employee is analysed. This relationship has been
changing as a consequence of the pension reform and of social partners’ measures, and
antagonism has been arising between the local employer-employee and the central state-
citizen relationship. As a result, centrally imposed measures such as using automatic

enrolment in occupational pensions face resistance from some employers in Germany,
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while it is gaining political and economic popularity in the US and UK (Clark and

Urwin, 2010, NEST, 2010).

The behaviour of political, corporate and individual actors is investigated in their
respective environments throughout the thesis. The second chapter provides a detailed
overview of the relevant literature in geography, discussing its implications on political,
corporate and individual behaviour acting within their local environments, and altering
structures judged as costly burdens of the past. The specific question asked by the
literature review is: what are the implications of the environment-cognition dualism for
pension-related decisions? Following that, the third chapter investigates how the
behaviour of political actors and the national structure of the German pension system
affected each other in the period from the 1990s till 2009. The background provided in
the literature review on the global hegemony of finance (Clark, 2005) shows that
political questions of Chapter 3 contribute to debates in economic geography.
Moreover, understanding the political environment is essential in order to comprehend
the contribution of the remaining parts of the thesis. The fourth and the fifth chapter
look at the geography of corporate and individual pension decision-making, by
discussing enrolment and savings decisions respectively. They provide an
understanding of corporate and human behaviour in their given legal, economic social
and cultural environments, with an emphasis on explanations in space and in time.
Finally, the sixth chapter analyses how the given legal system affects risk taking
behaviour in the German occupational pensions. This last research chapter leads back to
the discussion in social sciences about the global hegemony of finance, since it answers

the question how actors manage the volatility of global finance.
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1.3 Research Objectives and Significance

Having shown the overarching theoretical underpinning of this thesis, two specific

research questions are formulated:

e How have political actors, corporations and individuals been adapting their
pension decision-making under the pressure of the ageing German society?
e What are the local explanations for geographically varying political, corporate

and individual decision-making related to occupational pensions?

These research questions are approached with the help of four distinct research papers
(from Chapter 3 to Chapter 6), submitted to scientific journals. Moreover, it is
complemented with the reproduction of an additional report in the Appendix. Following
the logic of the main research questions, all the four main papers have two types of
messages: specific and general (Table 1.1). Specific questions address the issue of
retirement income and occupational pensions in Germany. Accordingly, Chapter 3
analyses the political economy of the pension reform by investigating the role of social
partners in transforming the German pension system; and the implications of the social
partners’ and the government’s behaviour on the structure of retirement income.
Chapter 4, 5 and 6 look at the consequences originated from the pension system’s
structure determined by the reform. More specifically, the fourth chapter investigates
the questions what effect geography has on the timing of the enrolment decision in the
voluntary supplementary pension pillar, both in the case of employers and employees.
The fifth looks at how the relationships explaining individuals’ yearly savings vary over
the geographies within Germany, while the sixth investigates which characteristics

correlate with investment choice and risk distribution between employers and
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employees (Chapter 6). Finally, the Appendix investigates the opinion of German

experts on the employer-employee relationship in the question of occupational pensions.

Table 1.1. Research questions and the thesis

Specific research question

General research question

How have political actors, corporations
and individuals been adapting their

What are the local explanations for
geographically varying political,

The thesis pension decision-making under the corporate and individual decision-
pressure of the ageing German making related to occupational
society? pensions?
Chapter 2 What geographic implications does the scientific literature carry about differences

Literature review

in pension structures and behaviour?

Chapter 3
Research paper 1

What has been the role of trade unions
and employer associations in
transforming the German pension
system?

What is the relevance of agreements
between governments and social
partners on welfare state institutions?

What are the spatial and temporal

oChapterd | it nowpenin o | Wi e o seommiy b,
esearch paper adoptions? g ?
How do relationships bet i . - .
Chapter 5 oW €O rerationsps DELWEEH SAVINES | \What is the role of context in financial
R h 3 decisions and individual traits vary decision makine?
esearch paper over geographies? &
What is the extent of risk How did the structure and role of
Chapter 6 Lo . ) .
R h 4 individualisation in the German occupational pensions transform in the
esearch paper occupational pensions? German society over the last century?
Chaptgr 7 Summary of findings and conclusion
Conclusion
Appendix What is the role and significance of occupational pensions for German employers

Survey report

according to experts?

General research questions are formulated about the broader implications of the thesis

and contribute to the general literature. Chapter 3 contributes to the literature of political

economy, and accordingly, it addresses the issue whether social pacts between the

government and the social partners considered by the literature as ‘failed’ (Streeck and

Hassel, 2003, Hassel, 2003) can deliver benefits to the participants. By doing so, it

contributes to the discourse about welfare state retrenchments in Europe. Chapter 4 and

5 are both studies in economic geography, pondering over the role of geography in

transmitting information, knowledge and trust related to financial innovations (Chapter

4), and over the role of context in financial decision making (Chapter 5). Finally,
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Chapter 6 contributes to the understanding and development of financial risk in
occupational pensions, by looking at its legal history, and the expressed preferences of
today’s pension plan participants. This chapter describes how the institution of
occupational pensions transformed from being a perk benefit provided by the employer
into a serious pillar of retirement income with a social function assigned by the state.
This research question completes the investigation about the transformation of the
German pension system, since it addresses the growing importance of occupational

pensions.

Five arguments are brought to explain the significance of the research questions
described above. First, the research explains decision-making processes related to the
issue of pensions. Understanding this became crucial over the last century: according to
The Economist (2009a), the average life expectancy at birth for the whole world was 30
years in 1900, which grew now to 67. In the rich countries, this value went from 50 to
78 years during the same period. Since this change was not accompanied by a growth in
fertility or by a similarly dramatic increase in the effective retirement age, one person in
three is expected to be a pensioner by 2050. As a result of that, the advanced G-20
countries are expected to accumulate a fiscal deficit of approximately 400 percent of
their annual GDP as a result of ageing-related spending (on pensions and old-age
healthcare), unless fundamental structural changes are introduced. For comparison, the
financial crisis of 2008-2009 was estimated to cost a tenth of this value (IMF, 2009: 44).
It is therefore essential to understand how politicians, corporations and individuals deal

with the looming pension crisis.
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Second, the focus of this research is Germany, a country with significant economic
power and with an ageing population. This country has been the largest exporter of
goods and the third largest of services in the world until 2009. Therefore, the European
Union and the rest of the world will notice if Germany fails or succeeds with its ageing
problem. This problem is particularly serious: Germany had nine births per thousand
inhabitants in 2008, the lowest number in the world. Since women’s fertility rate
dropped below the sustainable value of 2.0 in the 1970s (Reinheckel et. al., 1998), and
life expectancy has surpassed 80 years, the median age of German citizens sky-
rocketed. It now achieves the second place in the world, 43.9 years, overtaken only by
Japan (44.4). It is therefore obvious that Germany has a grave ageing problem which
may serve as a good or bad example for Europe and the whole world (figures are cited

from The Economist, 2009b, unless otherwise stated).

Third, as stated at the beginning of this chapter, Germany is a heterogeneous country
with a recent reunification, and with sixteen federal states, the Bundesldnder, making
the investigation of local relationships more appropriate. The country’s regions have
different legacies in terms of history, culture, religion, among others. Religion can be
selected to briefly illustrate this argument. The Southern part of Germany has been
typically under catholic influence, while the Northern under protestant. The work of
Max Weber ‘The Protestant Ethic and the Spirit of Capitalism’ (Weber, 1904/05)
described a link between religion and economic performance, which has been widely
debated ever since (Blum and Dudley, 2001, Cantoni, 2010). However, few people
seem to challenge the behavioural effects of the protestant work ethic on individual
decisions (for an overview, see Furnham, 1984). It has recently been shown again that

general risk aversion typically correlates with religious affiliation, using the case of
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Germany (Bartke and Schwarze, 2008). Therefore, it is reasonable to expect that social

structures and economic behaviour do not follow the same patterns over the country.

The previous paragraph leads to the fourth argument underscoring the significance of
this investigation. By analysing actors in the pension reform, and looking at employer
and individual pension decision-making from a geographical perspective, this study
contributes to the understanding of financial decision-making in general. Although there
are sophisticated formal models which have been widely applied all over the world,
there are serious doubts if humans really act following formal rationality on all fields of
economic decisions (Ackerlof and Shiller, 2009). It seems that individual behaviour is
sensitive to changes in the environment (Simon, 1955, Kahneman and Tversky, 1979),
and that formal rationality is substituted with the ‘sticky’ practices of heuristics,
intuition and imitation (Kahneman, 2003). These observations are not only relevant on
individual level, but can also affect the behaviour of organisations, or result in macro-
level phenomena such as bubbles on the stock market (Soros, 1987). The thesis

represents a step towards understanding financial decision-making.

Finally, by understanding determinants of human and organisational behaviour, and by
seeing how economic, political and societal structures change along with it, the thesis
contributes to the convergence/divergence debate present in contemporary essays about
capitalism. Although the multitude of pension systems observable in OECD and in other
countries presents an intimidating variety (OECD, 2009), the thesis highlights general

processes and features common to these countries using the example of Germany.
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1.4 Structure, Scope, Methodology and Empirical Evidence

1.4.1 Thesis Structure

The structure and format of the thesis follows the requirements set by the Examination
Regulations of the University of Oxford. Accordingly, the four research chapters
correspond to four research papers submitted to scientific academic journals (Table 1.2).
Chapter 3 has been submitted to the Environment and Planning C, describing the role of
social partners in transforming the German pension system. This paper draws on the
theories of social pacts (Hassel, 2009), welfare retrenchments (Pierson, 1994) and
pension systems (Clark and Whiteside, 2003) in explaining behaviour and the structure
during and after the pension reform. Chapter 4 has been submitted to Environment and
Planning A, studying the adoption patterns of occupational pensions in Germany. This
study relies on geographical investigations explaining diffusion and adoption of
innovations (Mahajan et. al., 1990, Allaway et. al., 1994, 2003, Howells, 2006, Wéjcik,
2009). The paper found in Chapter 5 has been submitted to Regional Studies, discussing
individual savings decisions in the case of occupational pensions in Germany. The
paper is a contribution to understanding the geographical context of individual
decisions, using the findings of critical quantitative geographers (Strauss, 2009, Zolnik,
2009, Schwanen and Kwan, 2009). Finally, the last research paper (Chapter 6), co-
authored with Professor Gordon L. Clark, looks into the issue of risk sharing in the new,
reformed occupational pension schemes in Germany (Wiedemann, 1991, Beckstette and
Zwiesler 2004, Clark et. al., 2009). This paper has been accepted by The Journal of Risk
and is forthcoming in Spring 2011, within a special issue devoted to risk sharing within
pension schemes. Each chapter is an independent work with contributions to the
research community, understandable on their own right. However, together they

represent a comprehensive analysis of the pension reform.
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Table 1.2. The original research chapters and their structure

Chapter 3 Chapter 4 Chapter 5 Chapter 6
Research paper 1 Research paper 2 Research paper 3 Research paper 4
. . The Journal of
Submitted to Envzronment and Envzronment and Regional Studies | Risk; forthcoming:
Planning C Planning A .
Spring 2011
Theory of social . .
Theories on risk
Specific pacts and general Geographical Critical sharing and
g literature on
theoretical ension reforms diffusions and quantitative behaviour under
background P and welfare adoptions geography risk and
retrenchments uncertainty
Period under 19905-2009 2002-2009 20022009 | PostWond Warll
investigation -2009
Decision-matrix Cox-type
based reasoning, propor t?(l))nal Mixed-effects Review of legal
Methodology extended with a hazard model with regression cha}nges ;
long term . analysis with multinomial
. mixed effects .
analytical . crossed effects regression
perspective (frailty model)
. . Access to the proprietary data of a multi-employer pension
Main Personal interview d o 15 t of all ) 460 ¢
ail with Mr. Walter | Provider, covering 15 percent of all employees an percen
empirical Ries ter' Press of all employers in the metal and electric industry in
evidence sear’ch Germany, investigation on legal background, contemporary

literature and reference to qualitative information

There is a practical and a logical reason for the papers’ succession. First, it follows a

sequential logic of pension decision-making. According to that, the German pension

reform of the year 2001 created and set off a new, voluntary market of supplementary

pension products (Chapter 3). Only after that were employers and employees able to

adopt a new occupational pension savings scheme (Chapter 4). Once the adoption

decision is made, individuals and employers determine the annual savings they

contribute to their savings accounts (Chapter 5). Finally, the last stage of the sales

process is the investment decision jointly reached by employers and employees

(Chapter 6). These research papers cover the entire ‘value chain’ of the pension reform

with the exception of the retirement phase.
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Second, the order of the papers follows the logical analytical concept to investigate the
impact of the welfare state transformation. The pension reform was a prerequisite for
the appearance of financial logic in pension-related everyday decisions. It then arrived
first at employers and then at individuals in a stepwise process. Moreover, as the
research is going to argue, this process followed a typical geographical pattern: large
metropolitan areas and large employers were reached earlier than small companies and
individuals living in smaller settlements. The transformed pension system then requires
individual decisions; these are about savings and about risk-sharing during the
accumulation phase. The pension reform can only be judged after having seen this

cascade of changes.

1.4.2 Scope and Methodology

The structure of the thesis and the theories applied in the chapters indicate that each of
them requires a different methodological approach (see Table 1.2). This thesis
complements the qualitative analysis of Chapter 3 with three quantitative studies in
Chapters 4 to 6. However, the reasoning of the regression-analysis based studies is
complemented with qualitative evidence from the literature and discussions with
practitioners and experts on the field. The core period under investigation starts from the
origins of the pension reform, 1990s until the end of 2009. This lends sufficient time to
judge the salience of the behaviour of each political, corporate and individual actor in
relation to occupational pensions. Chapter 6 extends this timeframe and provides an

overview about the role of occupational pensions in the last sixty years.

Chapter 3 is based on an in-depth interview with Mr. Walter Riester, the Labour

Minister brokering the reform, press reporting and current scientific literature. It applies
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a decision-matrix-based reasoning to study the stakeholders’ political situation during
the run-up to the final vote about the reform, as well as the role of the social partners in

pension provisioning after the vote, up until most recent times.

Both Chapters 4 and 5 use quantitative models capable of identifying local relationships
as opposed to a single global model (Kwan and Schwanen, 2009, Strauss, 2009 and
Zolnik, 2009). In Chapter 4, geographical location is used along with other explanatory
characteristics to explain the timing of enrolment decisions (Cox, 1972, Fox, 2002,
Therneau and Clinic, 2009); while Chapter 5 isolates the effect of a region on other
explanatory variables and on the annual savings amounts (Pinheiro and Bates, 2000,
Baayen et. al., 2008, Bates, 2009). In both cases, additional information is obtained
from the literature to explain the reasons for local relationships. Finally, while Chapter
6 discusses the issue of risk in case of the new supplementary occupational pensions,

and looks at the discrete outcomes of risk-related decisions empirically.

1.4.3 Empirical Evidence

The thesis relies on two main sources of evidence. First, the thesis benefited from a
meeting with Mr. Walter Riester, the former vice-president of IG Metall, the trade union
of the metal and electric industry, and later the Labour Minister brokering the pension
reform of 2001. Mr. Riester was the key person in pension-related political issues
towards the end of the 1990s, both at IG Metall, and in the first government of Mr.
Gerhard Schroder after 1998. The pension reform of 2001 has been referred to as the
‘Riester-reform’ ever since, and the private pensions the reform introduced are often

called as ‘Riester-pensions’ (but remarkably, not the reformed occupational pensions).

23



His personal considerations and decisions were crucial in framing the structure of the

current German pension system.

The interview with Mr. Riester took place on the 19" May 2009 in Berlin. This event
has been more than an interview in its classical sense: it was virtually an entire day
spent with Mr. Riester. The day included informal discussions in the corridors of the
Bundestag and elsewhere, and a structured and recorded interview lasting for
approximately four hours. This event took place at a relatively early stage of the
research project; therefore it provided solid foundations for the remaining investigation.
Strictly speaking, considerations from the interview have been used in Chapter 3 only.
However, receiving his experience and expertise helped the author with formulating the
research questions and thus designing the whole thesis. The author would like to

express his gratitude to Mr. Riester for his help again.

Obviously, the critique may be formulated that the view Mr. Riester provided is limited
to his position during the pension reform. Therefore, the interview has been
complemented with the findings of the relevant literature, analysis of contemporary
press reporting and further informal conversations with practitioners about their opinion
on the pension reform and occupational pensions. The information obtained from these
latter sources seem to confirm that relevant questions were discussed in the interview
with Mr. Riester, and that the talk with him delivered insightful recognitions not

available by other means, contributing to the value of the interview and of the thesis.

The second main source of evidence has been a proprietary database of a German

occupational pensions provider, containing the records of 12 500 employers and of 332
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thousand employees' working in the German metal and electric (M+E) industry and in
its related areas. This data is unique: it covers approximately 60 percent of all
employers and 15 percent of all employees active in the M+E industry. Since the M+E
industry was responsible for half of all exports of Germany in 2008, it has a prime
significance to the German economy (Gesamtmetall, 2010:4; Destatis, 2009: 73 and
644). The pension provider has offered exclusive access to its anonymised records for
the purpose of this thesis; which means that no other research has been based on it

which could have delivered similar results.

One of the reasons this data-set has been appropriate for this study is its size and
geographical comprehensiveness. Its coverage provides sufficient number of
observations for every region in Germany, defined by the first two digits of its
respective postcodes. As a result, it offers a sufficiently detailed scale for regional
comparisons. Moreover, it gives a reliable picture of occupational pension plan
enrolments and suspensions between the years of 2002, the starting year of the new
pension market, and the year of 2009, the worst year of the financial crisis. Since the
pension reform was followed by a series of legal and institutional changes over the
years, including new collective agreements in 2006, or shorter working hours during the

crisis year of 2009 (Kurzarbeit), the effect of these can be investigated too.

Using a proprietary data-set has advantages. First of all, the amount of information it
contains can hardly be reproduced by conventional questionnaire-based projects due to

constraints in terms of access to this number of employees and employers, time and

' Each chapter uses a sub-sample of the original data, according to the availability of information on
specific variables. Accordingly, Chapter 4 and 5 use the records of 286 thousand employees, while
Chapter 6 is limited to information about 276 thousand employees. Similarly, employer numbers alter
between 12 500 and 12 000. References to market shares have been adjusted accordingly.
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financial budget. Moreover, the data contains more than records at one point in time. It
covers employer and individual decisions over a relatively long time-period of eight
years (2002-2009). Finally, the records comprise actual decisions, as opposed to self-
reported information, which significantly reduces the risks of under-reporting or errors.
As a result of these facts, the insights provided by the data are also unique: Chapter 4
delivers findings about the spatiotemporal spread of the new occupational pension
products; Chapter 5 investigates savings decisions over space and over time; and
Chapter 6 offers recognitions how employers’ and employees’ risk-related decisions
have been evolving over time. The access to the proprietary data has been essential to

answer these questions.

On the other hand, the use of proprietary data also has disadvantages. For instance, the
data is limited to the German metal and electric industry. Notwithstanding its already
mentioned significance — half of Germany’s goods exports and ten percent of its
employees — it necessarily has a geographical and economic structure which may be
different from the country’s remaining industries. Industry clusters, geographic
concentrations of interconnected companies and institutions in a particular field (Porter,
1998: 78), are present in most German industries (Brenner, 2006). For instance,
automotive clusters are present around Ingolstadt, Miinchen, Regensburg, Stuttgart
(Gertler, 1996), Brunswick, Bremen, Starkenburg and in the Ruhr-region, and other
manufacturing clusters scattered around different parts of the country (for an overview
of clusters in Germany, see Sternberg and Litzenberger, 2004). This means that certain
geographical concentrations of M+E activities may draw different geographical

tendencies than other industries would.
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However, this critique can be justified only partially. The point of the thesis is to show
how economic matters — in this case, pension-related decision-making — can have
localised explanations. This means answering the question what role geography has in
adoption and savings decisions (Chapter 4 and 5); and how investment risk is
distributed between the employer and its employees in occupational pensions (Chapter
6). Obviously, while the M+E and its related industries may require different
explanations than other industries would in certain cases, there are issues and contexts
where industry-affiliation does not play a significant role. These explanations have to be

selected with critical sensitivity (Schwanen and Kwan, 2009).

1.5 Summary of the Contributions

1.5.1 Specific Contributions

It is always too early to judge the effects of a pension reform. This thesis shows that
discussing the outcome of ‘failed’ social pacts, as referred by the literature (Streeck and
Hassel, 2003) is difficult immediately after the pension reform of 2001. Social partners’
internal division prevented the cooperation with the government, but their behaviour
was sufficient to block the implementation of a mandatory supplementary system.
Moreover, they achieved concessions in exchange for not vetoing the reform.
Subsequently, their involvement in pension provision turned out to be the gold standard.
For the future, Dixon (2009) urges the social partners to constantly monitor the effect of
their intervention, and dynamically mould their measures to the changing socio-

economic contexts.
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However, this ‘gold standard’, the privileged status of collective agreements on the field
of occupational pensions, has its limitations. First, enrolment in the supplementary
savings schemes is voluntary. Employers and employees individually opt in the system,
resulting in peculiar patterns. One of them is the impact of geography in influencing the
timing of enrolment decisions. Probably no politician or social partner intended to
differentiate between regions, cities, men and women, or small and large corporations in
a systematic manner when they created the pension system in 2001. Another similar
effect is individuals’ freedom to choose their yearly savings contributions, which shows
remarkable spatial differences too. Social partners were able to limit these unintended
consequences by their collective agreements since 2006, but these are just partial

solutions to the underlying problems.

Occupational pensions turned out to be substitutes of public pensions (Schmihl, 2003),
and, as a result, employers now fulfil a social duty by distributing them. Since
employers remained liable for the nominal value of occupational pension savings,
including the amounts contributed by the employee from their salaries
(Entgeltumwandlung), a complex institutional risk-sharing mechanism was created to
protect them from these consequences. The volatility of global capital markets is offset
with conservative investment policies and a chain of reinsurance elements. Despite this
mechanism, employers often prevent their employees from choosing riskier investment
options, and often behave in order to further reduce their exposure to occupational
pensions. From this study it seems that their involvement in sharing the risks of

occupational pensions is not considered as their task.
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1.5.2 General Contributions

Moving on to the general contributions, the thesis argues that explaining the
institutional diversity of pension systems across the world is just a partial research aim.
As the example of the German pension reform shows, the outcome of political
discourses depends on minor details of political and economic situations. Slight
differences in interests of or in the power of political actors may result in fundamentally
different economic and societal structures. Therefore, the thesis argues, the analysis of
structural changes should consider profound transitions during reforms together with
individual and organisational behaviour. Moreover, the timeframe of the analysis should
include the reform and stretch out in time to include evolutionary changes which follow

the spectacular political discourse.

Despite the statements in the previous paragraph against the convergence of economic
systems, there are structural similarities which seem to be present in the German change
processes. There is no doubt that actors never challenged the need to change the
German pension system. They all accepted the financial constraints in which the
country and the old pension system became unsustainable. This feature confirms the
argument about the ubiquity of the financial motive in decisions (Clark, 2005, Dixon
and Sorsa, 2009). Moreover, corporations and individuals make financial decisions
according to similar patterns as in other regions and countries. They seem to share
behavioural shortcomings, namely that individuals procrastinate savings decisions or do

not recognise the salience of own pension savings (Clark et. al., 2009).

Despite the above mentioned similarities, there are systematic variations over

geographies in human behaviour. The following chapters depict patterns in pension

29



decision-making which cannot be explained without engaging with local context, or
without additional assumptions about the actors’ economic, social or cultural
backgrounds (Strauss, 2008). At first, local explanations are often of economic nature,
since pension-related decision making is an economic issue. However, human
behaviour is ‘social-cum-spatial’ (Strauss, 2009), economic backgrounds can often be
traced back to cultural or social phenomena. Chapter 4 and 5 explicitly show and
explain such local patterns, while Chapter 6 shows commonalities of individuals sharing
similar employer characteristics. Although this last case does not explicitly address
geographical location in its physical sense, it addresses the issue how an employer

decision affects its employees.

The thesis thus provides evidence against treating individuals as isolated decision-
makers. It seems that studies not accounting for interactions between individuals, and
between organisations formed by individuals miss the point of human existence.
Humans are embedded in their respective environments, influenced by their peers
(Kahneman, 2003), by problem framing (Kahneman and Tversky, 1979) and decision
contexts (Thaler and Sunstein, 2003). Applying a geographical perspective to study

financial decision making is a promising and practical tool to uncover these patterns.

1.6 Limitations

This section follows the dual approach of the research questions, and discusses specific
and general limitations. A few concerns have already been discussed by the section
dealing with the empirical evidence of this thesis. However, there are further issues
beyond the limitations mentioned there. First, it is time to repeat a sentence from above:

it is always too early to judge the effects of a pension reform on occupational pensions

30



and on employees. This was acknowledged by the German legislators too, and ordered
the government to prepare a monitoring report about the revenues and expenditures of
the public pension system annually (Rentenversicherungsbericht), as well as about the
actual and expected old age income situation of German citizens in each election period
(Alterssicherungsbericht). Should the committee consider intervention as necessary, the
government has to do so (§154 SGB VI, The Sixth Book of the Social Security Code).
In contrast to the rolling and repeated nature of the governmental report, this thesis
looks at a limited period, and, most probably, will not be reproduced annually.
Therefore, the true impact of the ‘failed social pact’ or ‘behavioural shortcomings’ on

retirement income are not identified by the thesis.

Closely related to the previous argument, the thesis is limited to the issue of pensions.
More specifically, it only discusses the reformed occupational pensions available to
employees in the private sector (direct insurance, Pensionskasse and Pensionsfonds).
This has three implications. First, by concentrating on pensions, the political analysis of
Chapter 3 does not discuss backstage ‘deals’ between the government and the social
partners on other fields. Therefore, existing literature is cited at points where considered
necessary, in order to offset the missing link to other discourses. It should be noted
already that in a certain sense, the pension issue was typical for the relationship between
government and the social partners. Reformulating the words of Streeck and Hassel
(2003): ‘the pillars of social partnership were crumbling’. This not only influenced the

success of the pension reform, but limited the scope for cooperation in other issues.

Second, Chapters 4 to 6 contain little original empirical evidence about issues outside

the framework of the reformed occupational pensions. This means that other
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occupational pensions, namely, direct pension promises (Direktzusage) or support funds
(Unterstiitzungskasse) are not discussed. These vehicles represent approximately one-
third of all occupational pensions in Germany (Alterssicherungsbericht, 2008: 132), and
thus have significance. As this thesis argues in Chapter 3, these pension products were
not promoted by political forces to supplement public pensions, and are therefore not
discussed. Moreover, the information about employees’ other financial assets, marital
status, family- or health condition, or career paths is not used, since the aim of the thesis
is not to provide a perfect financial analysis of the household sector. Instead, it looks for
geographically varying tendencies in a given financial decision. Third, public sector
employees are not considered by this analysis. As Mr. Walter Riester admitted, he
regrets too that the pension reform failed to alter eligibility rules accordingly (Riester,
2009). However, the Civil Servants’ Pension Scheme in the public sector was providing
occupational pensions to all public employees already in the pre-reform times

(Schmihl, 2003: 119-121).

Another serious limitation of this thesis is the scant evidence about employers’
economic or other circumstances. The report in the Appendix has been added to this
thesis in order to overcome this problem. It is an expert-based survey executed at the
conference organised by the Association of Occupational Pensions (aba) in Bonn, May
2010. The goal of the Appendix is to contribute to the discourse about the role of
occupational pensions, and to see how German experts see the relationship between
pensions and German employers. It confirms an existing divergence between two
expert-groups: one group in favour of the idea that German employers should strive to
maximise participation in their occupational pension plans, and another believing that

employers should use occupational pensions as an HR-instrument to reward loyal
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employees and increase employee-retention. Based on the analysis it seems that the
proposal to introduce automatic enrolment would transform the local employer-
employee relationship into a state-citizen relationship, which imposes duties upon the
employers. Therefore, some experts fiercely oppose it, unless occupational pensions are

profoundly changed again.

Moving on to methodological limitations, the research has limitations in its
geographical scope. First, it focuses on Germany, but references are made to experience
in other countries. Second, the geographical information available in the data is limited
to administrative regions. This has the consequence that the analysis of local
explanations and of context is limited to these administrative areas. Actual spatial
interactions may happen in different spaces. For instance, the pension-related decision
of a Miinchen-based employee may be under the influence of his or her colleagues
living in Frankfurt, Diisseldorf or Hamburg. In other words, the analysis provides local
relationships up to the detail of these administrative regions, and is not able to

accommodate non-proximity based geographical logic.

Although the applied quantitative methods of Chapter 4 and 5 are widely accepted
means for operationalization of local behaviour and can capture intrinsic differences
(Anselin, 1995, Fotheringham, 1997, Fotheringham et. al., 2000), they are used to study
territorial data. As a result, they fail to explain the effects of non-local social networks
and ties. However, social networks are often local, and territorial analyses may as well
deliver the same results as social network based analyses, as the example of industrial
clusters show (Sorenson, 2003). Admittedly, there are techniques to investigate non-

local social networks, as the investigation of co-authorships of scientific journals shows
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(Barabasi et. al., 2002). Nevertheless, the thesis discusses local territorial regions which

are of particular importance.

Finally, the applied quantitative techniques may be criticised for failing to establish the
link between the technical appearance of context and the substantive context
interpretations. Indeed, additional information is required that explains the reasons for
the systematic differences in human behaviour. For this reason, some economic
geographers promote ‘close dialogue’ with the subject of the investigation (Clark,
1998), including researchers advocating in-depth interviews and involvement in their
situation (Thrift, 1996, McDowell, 1997). Their approach may provide sufficient
information that complements quantitative studies. As a result, no quantitative analysis
is sufficient without the results of additional investigations (Strauss, 2008, Zolnik,
2009). Therefore, this thesis establishes the link between context and quantitative
observations with the help of critically selected qualitative literature, which is an
accepted way of pursuing research in economic geography (Schwanen and Kwan,

2009).

Despite these shortcomings, this thesis provides the first economic geographic
perspective of the German pension reform. Because it addresses questions of critical
importance, its limitations are opportunities. Therefore, the concluding chapter returns
to some of the points discussed by this section, and formulates further research

proposals using the findings of the thesis.
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2 Literature Review

2.1 Introduction

The twenty-first century has arrived in Europe with ageing populations, high
unemployment levels and unsustainable public pension systems (Taylor-Gooby, 2004).
As a result, most governments had to implement welfare retrenchments, and
significantly curtail the pension levels provided by the public, pay-as-you-go pillars. In
order to offset the cutback and to prevent old-age poverty, funded, supplementary
pensions were introduced or strengthened. In most cases, the pension reforms were
milestones towards individualisation, in the sense that they increased the individual’s
freedom and responsibility to influence his or her expected retirement income, and to
determine several details how pension savings are invested (Schméhl 2007c). However,
as behavioural sciences and real life examples confirm, individuals often fail to prepare
old age finances adequately (Mitchell and Utkus, 2004), and therefore have to accept a
significant drop of living standards in the retirement. To make things more complex, the
reforms also had the implication that individuals saving for the old age face an increased
exposure to the global capital markets, and often have to accept a certain degree of

uncertainty in their existing pension rights and savings (Dixon and Sorsa, 2009).

The purpose of this chapter is to understand this phenomenon by reviewing the
economic and political geography literature related to pensions, to describe the broader
research background of the following parts of this thesis, and to identify unanswered
questions and research areas not clarified so far. The reasons why geography is an
adequate discipline for the study of pensions is threefold. First, the political, economic

and social transformation, called financialization, implemented the financial logic in
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everyday decisions. This means that local decisions all over the world are often made in
the light of the global financial situation, and more often carry consequences
interrelated with the developments on global capital markets (Clark, 2005). Since
economic geography has a range of analytical tools and already existing literature about
the global-local dualism of financialisation, investigating pension-related decisions of

political, corporate and human actors can benefit from using it.

Second, human nature is inherently ‘social-cum-spatial’ (Strauss, 2009). Social ties,
networks and local decision environments together strongly influence human decision
making of given geographies, such as poor pension decisions in specific depressed
regions or risk-averse investment choices at certain employers. Therefore, the
geographical lens applied to understand pension decision-making contributes to the
understanding of human nature by allowing the identification of local explanations to
economic behaviour (Bathelt and Gliickler, 2003). Third, partly as a consequence of the
previous argument, no environment permits unaffected decisions (Thaler and Sunstein,
2003). Therefore, using the previously mentioned geographical lens and mapping local
explanations can contribute to the creation of better decision environments, in order to

avoid behavioural shortcomings related to pensions.

This chapter first briefly discusses the recent developments related to pension systems
from a structural, comparative aspect. It is followed by three sections, corresponding to
the political geography of finance and of pensions, the corporate geography of pensions
and the economic geography of human financial decision making. The emphasis is put
on the welfare states of Continental Europe, since its purpose is to provide a background

research on Germany. However, adequate illustrations and examples are considered
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from the Anglo-Saxon world too. The final section discusses the implications of the
literature review, and identifies directions where further geographical investigation can

be fruitful.

2.2 The Structure of Retirement Income

The Europe-wide survey of Aviva (2010) calculated the difference between expected
retirement income based on actual savings and actual wealth, and between an adequate
pension level of around seventy percent of average lifetime earningsz. The survey
identified a ‘pension gap’ of 1.3 trillion € for the generations retiring between 2011 and
2051, equal to 19 percent of the European GDP in 2010. According to the study, the
annual amount necessary for individuals to avoid significantly lower living standards in
the retirement reaches on average 1 900 € in Hungary, 11 600 € in Germany, and 12 300
€ in the UK. Investigations about the European pension gap by Borsch-Supan (2004b),
Antolin and Whitehouse (2009) or the OECD (2009) depict similarly bleak pictures,
lending significance to the issue of pensions. Therefore, understanding the reasons how
politicians, employers and individuals deal with pensions are the first steps towards

avoiding a poorer time in retirement.

Attention directed towards pension reforms grew significantly after the Chilean reform
in 1981, followed by reforms of nine other Latin American countries before the
millennium (Mesa-Lago, 2002), and continued by Eastern European countries liberated
from communism (Fultz and Ruck, 2001). Pension issues gained additional devotion

from researchers and policy makers when developed countries started to notice the

* The survey has calculated with 90 percent of average lifetime earnings in the case of low-earners, 65
percent in case of mid-earners and 55 percent in case of high-earners (Aviva, 2010).
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burden of their ageing populations (Thompson, 1998). As a result, a set of system-
design recommendations have been formulated by institutions such as the World Bank®
(World Bank, 1994, Holzmann, 2000, Holzmann and Stiglitz, 2001, Barr, 2006, Barr
and Diamond, 2008). The main inevitable decisions concerning pension systems are
simple in theory. Number of years spent in retirement multiplied by the level of
pensions provided determines the liability side, while the decision about pension

sources is the asset side on a pension system’s imaginary macro-scale balance sheet.

Surprisingly, the attention paid to the length of retirement by the World Bank’s policy
recommendations mentioned above is less than its significance would suggest. While
increasing life expectancy is a good development which is to be supported per se,
influencing the effective retirement age is an arguable political choice, and is often
subject to hefty political disturbances in any pension reform. From the 1970s onwards,
early retirement has been an increasingly encouraged way to alleviate the gravening
unemployment situations in Continental FEurope, which subsequently raised
expenditures in the pay-as-you-go pension systems® paid by the working populations
(Esping-Andersen, 1996, Gruber and Wise, 1998). One study by Ebbinghaus (2006: 7)
investigates the seriousness of early retirement, showing that the share of retirees in the
60-64 age cohorts grew from 25 percent in 1970 to 65 percent around 1995 in case of
men for the four countries of (West) Germany, Italy, France and the Netherlands. The
same figures changed in the same direction in the Nordic countries, but reached lower
levels. This trend has turned around recently, as governments tightened eligibility rules

to public and often to private pensions in the case of individuals younger than the

3 The book ‘Averting the Old Age Crisis’, written by the World Bank (1994) talks about developing
countries with pension systems 'nearing collapse’ in its foreword, without making any reference to more
developed countries. Reference to the developed countries appears in later publications only.
* In pay-as-you-go schemes, the working population pays the pensions of the current retirees.
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official retirement age (European Commission, 2010). Even after these developments,
debates about retirement age are far from over. It stayed on the agenda of political
debates, economic and fiscal considerations, and clashes between street protesters and
the police, among others in France, in the UK (Cutler and Waine, 2010), Germany
(Scheubel et. al., 2009) and in Spain (Cataldn et. al., 2010). The Economist (2010b)

notes: “[g]et used to it: we are heading towards a pension age of 70.”

Despite the growing retirement age, several questions related to retirement income
remain unanswered. The replacement ratio, the level of expected pensions relative to
previous labour income, varies greatly among the OECD and other countries (Figure
2.1). Moreover, the expected level of pensions is strongly interconnected with the
structure of pension sources and with other economic and social issues, creating a high
degree of complexity and a huge number of possible solutions. For instance, the
dilemma between voluntary and mandatory pension arrangements alters the expected
retirement income of certain social groups, since voluntary schemes ignore public
policy objectives such as poverty relief or redistribution (Barr and Diamond, 2008).
Moreover, evidence from behavioural finance shows that individuals do not always act
in order to maximise their self-interests and often fail to make informed choices. As a
result, the coverage of voluntary schemes remains far below the sufficient levels
(Mitchell and Utkus, 2004: 3). By contrast, mandatory schemes often appear as too rigid
for today’s rapidly changing labour markets and untraditional career paths (Bonoli,
2003), and may act as a disincentive to stay on the labour market (Bérsch-Supan, 2000),

or decrease the country’s competitiveness by raising the cost of labour (Botos, 2006).
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There are further reasons for the diverse pension landscape. Debates about mandatory-
voluntary enrolment mechanisms trigger discussions about the adequate public-private
mix, and about whether the schemes should be financed with the help of capital
accumulation or with pay-as-you-go schemes. The way of funding has consequences on
capital markets, enterprise financing, and on the structure of the institutional investment
industry. In the US for instance, pension funds accumulating and managing the
employees’ private savings are the greatest single sources of capital on the national
stock exchanges (Clark, 2000). Pension funds act as important shareholders,
determining the future of firms, industries (Baker et. al., 2005) or even tendencies
related to climate change (Woods, 2011). The liberalization and privatization of public
pension schemes contributed to the decline of traditional banking and the rise of
alternative financial intermediation (Dore, 2002). In summary: pension financing

influences a set of motivators and incentives in a country’s economic structure.

Figure 2.1. Gross pension replacement rates from the different pension pillars

Greece 96 96
Italy 68 28 196
Iceland 8 | 90
Netherlands 30 | 88
Luxembourg 88 88
Turkey 87 87
Spain 81 81
Denmark 23 180
Austria 80 80
United States 39 40 179
Hungary 51 I 77
Ireland 34 41 175
Canada 45 28 173
Norway 52 o 13 __172
United Kingdom 31 39 | 70
Sweden 38 I 62
Czech Republic 50 12161
Germany 43 18161
Poland 30 161
Belgium 42 17159
Switzerland 6 T 58 U Voluntary private
Slovak Republic 24 | 56 H Mandatory private
Finland 56 56 H Public
New Zealand 39 16_155
Portugal 54 54
France 53 53
Korea 42 42
Australia 15 T 42
Mexico I | 36
Japan 34 34

Note: values correspond to the expected retirement income as a percentage of average lifetime earnings,
using the example of a male with uninterrupted career
Source: OECD Pensions at a Glance (2009)
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The omnipotent approach of the World Bank (1994) promotes liberal pension systems,
and thus suggests that privately managed, funded pensions largely driven by market
forces provide efficient solutions to the pension problem. The comparative literature of
pension reforms has described that there are signs which could imply that changes
towards such an ‘ideal’ system have been happening. For instance, almost all OECD
countries curtailed the level of public pensions (Martin and Whitehouse, 2008) in order
to ensure their long-term financial sustainability, and to alleviate the social contract
between generations (Clark, 2003b). However, both the extent of these reductions and
their accompanying measures show diversity. Some pension retrenchments have been
simple parametric changes. In Italy, for instance, the pensions’ calculation formula was
altered from price to wage indexation in 1992 (Disney and Johnson, 2001). In other
cases, paradigmatic changes took place. One such example is the introduction of the
state-run reserve fund in France, financed by taxes and further miscellaneous revenues
(FFR, 2010). The goal of this reserve fund is to complement the pay-as-you-go system
through the approaching period of demographic imbalances after the year of 2020
(Palier, 2003). Another example for a profoundly different paradigmatic change is the
successful transition from a fully pay-as-you-go public system to a mixed one in
Sweden (Green-Pedersen and Lindbom, 2006). Given these puzzling developments in
Europe, the first question of this chapter is to identify what the literature says about the

convergence or divergence in pensions systems.

In any case, the reduction in public pensions increases the relevance and the proportion
of private pensions within the total retirement income. As a consequence, occupational
pensions gained importance too, as the example of Germany (Schméhl, 2003) or the

Netherlands show (van Riel et. al., 2003). Given this increased social and economic
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importance, employers, surprisingly, struggle with identifying the right attitude towards
and role for occupational pensions. In cases, they accept it as a human resources tool,
and use it to reward loyal and competent employees. However, this view is not shared
by all of the employers, and the distinction among employees in relation to occupational
pensions may even be illegal in some countries. If that is the case, occupational
pensions have to be considered as social entitlements (Clark and Urwin, 2010).
Identifying employers’ attitude is particularly interesting in pension systems where they
are forced to dedicate considerable amount of management attention and other resources
towards occupational pensions. In some countries, such as Hungary, employers are only
administrative members in occupational pensions’ distribution chain. By contrast, they
may have to carry investment, longevity or other type of risks, as it is the case with
defined benefit occupational schemes in the UK (Purple Book, 2009), or in Germany
(BetrAVG, 2001, §1). Showing what explains employers’ behaviour is therefore the

second question of this literature review.

Finally, the consequence of the developments described above on individuals has been
serious. Political emphasis is increasingly moving towards the rhetoric of individual
planning and individual responsibility in retirement finances in the UK (Rowlingson,
2002), in Germany (Dixon, 2009) and in fact in all European countries where public
pensions are on the retreat. Therefore, the deeper understanding of individual behaviour
and pension decision-making is necessary. This represents the third research question of
this chapter. The remaining part of this chapter presents the relevant geographic

literature related to the three questions formulated in this section.
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2.3 The Political Geography of Finance and Pensions

According to the critique of Agnew (2003), contemporary political geography is neither
political nor has to do too much with geography. Studying the political geography of
finance and, more specifically, of pensions however, passes this requirement for the
following reasons. Such a study belongs to the discipline of geography, since it looks at
the structure of pension arrangements of countries, industries and regions in a
comparative perspective. A slight re-formulation of the rough but concrete words of
Cox (1979), ‘who gets what and where’ in the issue of pensions, justifies that. It is also
a political investigation: although pensions serve an economic purpose — providing
income in the retirement — the economic decision whether to finance pensions from
capital or from labour income has a political edge (Taylor, 1982: 20). Despite the neo-
Marxist taste of the previous argument, investigations towards this direction became
particularly popular following the book of Peter Drucker (1976) about pension fund
socialism. He stated that employees, while accumulating savings for the retirement,

gradually became owners of corporate America via the pension funds.

There is a third argument linking pensions with political geography. Pension systems
are good case studies to contribute to the convergence/divergence debate of political and
economic systems present in contemporary geography. Investigations about dramatic
changes to the public pension systems in Continental Europe and elsewhere often report
about changes driven by the power of global finance (Clark and Whiteside, 2003). In a
slightly simplified way, this debate is about whether pension reforms have been
contributing to the ubiquity of finance, and whether financial motives gained more
relevance in everyday decisions of local agents acting in the economy. Some even state

that finance has been the trigger for changes, squeezing political and economic actors to
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re-structure pension provision according to the financial logic (see for instance Clark et.
al., 2009b). Therefore, essays contributing to this debate in political geography may
originate from various disciplines. They may include the field of comparative politics,
studies about political and institutional change, and the analyses of individual subject-

formation (Belfrage, 2008).

The often mentioned expression of ‘financialization’ or the ‘implementation of the
financial logic in everyday decisions’ is addressed, before discussing the political
geography of pensions specifically, since this is the key issue behind this section. A
practical way to capture it could start from the ideology behind the economic
recommendations summarized as the “Washington consensus” (Williamson, 1990).
These economic ‘recommendations’ have been pragmatically enforced by US-based
institutions such as the IMF and the World Bank, and were able to swiftly discount the
political and economic autonomy of South American (Rodrik, 2006) and of Central
European countries (Hoff and Stiglitz, 2004), paving the way for radical privatizations,
including their pension systems. As a result, funded individual pension arrangements
managed by the foreign-owned private sector became common (Ferge, 2001, Buchholz
et. al. 2008). Alarmingly, Central European countries even ‘out-liberalized’ the old
member states of the European Union, showing the asymmetric nature of these
‘recommendations’ (Orenstein, 2008). The study of Dymski (2009a: 58) also shows that
the acceptance of recommendations of the Washington consensus caused serious crises
in South-Korea, Mexico and other countries throughout the 1990s. However, his
detailed description highlights the fact that local stakeholder institutions can affect the
impact of these ideologies, and that societal and economic changes can be altered by the

behaviour of local political and other actors.
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As it can be seen from the example above, financialisation embraces several processes,
and raises many further questions. First of all, this illustration has shown that
financialisation can be approached both from a functional-descriptive and from power-,
interest- and legitimacy-related directions’. This thesis aims to contribute to the
understanding of the former category. Second, the term financialisation has been
suffering from “conceptual stretching” (Engelen, 2008), meaning that it has been
applied to a variety of phenomena which are not necessarily on the same level of
abstraction. To resolve this, Engelen (2008) proposes a structure which identifies the
relative position of concepts often used in conjunction with financialisation. In his
structure, each concept is attributed to a hierarchical level according to the degree of its
abstraction. He considers globalization as the most abstract concept, followed by the
sub-processes of financialisation and commodification at a lower level. Moving to more
specific  hierarchical levels, financialisation comprises three sub-processes:
securitization, disintermediation and liquidification; while commodification includes the
concepts of liberalization and privatization (Engelen, 2008: 116). As Engelen notes, his
proposed structure is not only a hierarchy of different abstraction-levels, but also a
topology that links global concepts (globalisation) to ideas that are local by definition

(for example, privatization of local institutions).

However, the strict categories of the Engelen-hierarchy limit the applicability of the
term financialisation, and eliminate the global-local dualism. For instance, Langley
(2008) depicts financialisation as a local-global-local chain of processes, specified with
the help of consumption culture, consumer credit boom and its implications for

changing individual behaviour. His starting point is the growth in the issuance and

> For an overview on power-, interest- and legitimacy-related approaches, see Engelen (2008: 117).
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trading of financial market instruments, complemented with the scientific and calculated
belief to distribute and to manage risk. These together enabled financial institutions to
provide credit products en masse, changing consumer behaviour and the US society
profoundly. Clearly, several elements of the Engelen-hierarchy appear in his
argumentation, both local and global concepts. A second example for a definition is of
Froud et. al. (2002), who depict financialisation as the effects of today’s widespread
share and bond ownership on the behaviour of all households. As a result, households
turned out to be the ‘lenders of last resort’, and ‘buffer institutions’, which have to
adjust their everyday life according to stock market dynamics (Froud et. al., 2002: 144).
A third, similar illustration originates financialisation from the recent rise of shareholder
value-oriented corporate governance that aims at increasing returns to the owners of
capital. This in turn crowds out returns to labour, resulting in inequalities in the society.
As a consequence, a gap widens between shareholders and non-shareholders, affecting
both their financial and social behaviour (Williams, 2000, Froud et. al., 2000). These
definitions grasp financialisation as a relationship between local decisions and global

tendencies.

There are further views on financialisation, limited to one topological level, such as the
one of Krippner (2005). She defines financialisation as the relative profit growth of the
financial, investment and real estate industries compared to the rest of the economy. She
elaborates the definition with microeconomic theory, stating that financialisation is the
growing demand for financial services (see also Crotty, 2008). Her study deconstructs
the origins of financial profits into its parts such as interest income, capital gains or
dividends, and discusses its effects on corporate control and corporate structures.

However, her conclusion raises a sense of urgency to investigate how financialisation
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changes political and societal structures, admitting that the concept has implications

which are not on the same topological level.

Having shown a set of definitions to financialisation, it is obvious that it cannot be
isolated from its related processes such as privatisation and liberalisation, and that no
political or societal change can be depicted without discussing it in conjunction with
finance. Accordingly, this thesis works with the concept of financialisation as follows. It
starts from the description of Clark (2005), who derivates today’s economic landscape
from the global flows of capital. Local economic and social landscape is subsequently
formed by these flows. Here Clark uses a metaphor: household and other savings flow
among financial institutions as the chemical element mercury does: it runs together,
forms pools, and is poisonous if poorly managed (Clark, 2005: 105). This means that
the society and further elements of its environment adapt to the nature of finance, so that
it serves the interest of its users and does not do any harm. Therefore, financialisation
also triggers the use a new set of competition rules, industries and production
techniques, among others (Boyer, 2000). Similarly, the restructuring of public pensions
became necessary for governments to maintain their financial positions. The decisive
move towards funded and partly or entirely privately managed arrangements has thus

been triggered by this process.

The general definitions of financialisation could imply that pension system
restructurings change economic and social orders in the same direction. They even share
similarities regarding their triggers. Accordingly, increasing competition from
developing countries, sharp increase in the prices of oil and other natural resources, and

population ageing resulted in unsustainable increases of social security expenditures
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relative to its revenues (Esping-Andersen, 1996, World Bank, 1994, Pierson, 1996,
Holzmann and Stiglitz, 2001, Taylor-Gooby, 2004, Nyce and Schieber, 2005, Hassel,
2009, Dixon and Sorsa, 2009). As a result, welfare retrenchments, including changes to
the existing pension systems, have been introduced. These often resulted in significantly
curtailing public pension benefits and in the increased role of private institutions in

pension provision (Clark, 2000, Clark and Whiteside, 2003, Queisser et. al. 2007).

These developments suggest that the apparently costly historical pension commitments
and institutional structures were all replaced with cheaper or more efficient solutions
(Clark and Woéjcik 2007). However, this statement leaves several issues unanswered,
and does not explain the variety of pension systems shown in the previous section
(Figure 2.1). It is unclear to what extent cost-benefit analyses of past systems dominate
over other forces, and it is debated in what direction these changes drive inherited
pension structures. For instance, there is a group of literature saying that structure and
the direction of change is inherently embedded in the legal origin of the country (La
Porta et. al., 1998). The Legal Origin Theory argues that general structures and the
direction of reforms are primarily affected by the legal protection rights of investors. As
a result, capital market structure, unemployment rates, interest-rate spreads (La Porta et.
al., 2008) or the funding structure of pension arrangements (Perotti and Schwienbacher,

2009) are strongly influenced by the legal system applied in a given country.

One of the main critiques directed towards the Legal Origin Theory argues that legal
systems may be just proxies for something else. For instance, the legal system may not
be the dependent variable (La Porta, 2008). Instead, the presence of information sharing

institutions (Djankov et. al., 2007), and the quality of legal enforcement (Djankov et.
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al., 2010) are significant determinants of economic structures too®. Moreover, the theory
focuses on institutional ‘equilibrium’ rather than on reform processes and on the

outcome of structural changes.

Another approach discussing pension reform outcomes in particular, and economic
structures in a more general way, is of Hall and Soskice (2001). Their ‘Varieties of
Capitalism’ approach, which relies heavily on the earlier work of Michel Albert (1992),
refers to coordination mechanisms embedded in the society as the main drivers of
economic outcomes. They depict a dichotomous world, where national economies either
have liberal, market-based coordination or are coordinated by non-market forces. The
former is characterised by competitive market arrangements while the latter depends on
collaborative solutions as opposed to competitive ones. As the theory states,
coordination mechanisms determine national economic structures, and strongly affects
the outcome of reforms and economic configurations. Moreover, one of the main
foundations of this theory is institutional ‘equilibrium’ (Wood, 2001: 258), which
originates the stability of institutional configurations from the absence of Pareto-
efficient alternatives. Therefore, changes happen if the situation or the environment

creates the option of better configurations.

In a similar manner as Hall and Soskice (2001) divide the world, Hyde et. al. (2003)
describe two types of measures the state can use to withdraw the provision of pensions:
by actively organising other institutions to replace the retreat of the state (coordination,
in the sense of Hall and Soskice use), and by a passive withdrawal, leaving the

replacement of the missing pensions up to other stakeholders (liberal approach).

® Admitting the fact that these variables correlate with the legal origin.
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According to the use of active and passive withdrawal measures, and whether the
actively involved member is the individual or groups of individuals, they distinguish
three distinct pension reform outcomes. First, they describe France as a social partners-
based collectivist model. This model combines the social partners-controlled pay-as-
you-go (PAYG) element with a state-led funded institution, which manages assets as
any other capitalist pension fund (for details, see Dixon, 2008). Second, they bring
Finland as an example for the social market model. Here, pension reform aimed at
maintaining social cohesion and a certain degree of redistribution, but left some space
for market mechanisms (Sorsa and Roumpakis, 2010). Finally, they talk about the UK
as an example for the regulated market model, with significant parts of the pension
system contracted out to the market, but with initiatives endorsed by the state (see for

instance PADA’, 2010, NEST, 2010).

The classification of Hyde et. al. (2003) is one among many others that provide a good
snapshot about existing differences. For instance, Esping-Andersen (1996) originates
welfare transitions from the corporatist, liberal and social democratic welfare systems;
or MacGregor (1999) offers the categories of welfare, post-welfare and paternalistic
social states. However, these theories, including the Varieties of Capitalism theory, pay
little attention to the convergence-divergence debate, to the reasons for the changes, and
to the new structures of pension provision. Moreover, the institutional equilibrium or
‘conservative bias’ of such studies misses the gradual, incremental transformation of
institutions (Streeck and Thelen, 2009: 106). To overcome these critiques, more recent
studies incorporated dynamical change in the ‘Varieties of Capitalism’ theory,

happening due to external shocks or endogenous ‘reinterpretation’ of institutional rules

" The Personal Accounts Delivery Authority (PADA) has recently been integrated into the National
Employment Savings Trust (NEST).
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(Hall and Thelen, 2009). However, two further problems remained. First, these theories
mask the outcome of reforms, meaning that neither the details nor the main
circumstances of the change processes stand clear, including the implementation of
financial logic in pension arrangements (Howell, 2003: 120). Second, the applicability
of this and related theories to explaining the role of stakeholders during and after
pension reforms is limited. For instance, they do not clarify the different roles similar
interest groups in and after pension reforms of different countries, as the comparison of
France and Italy shows. Putting this example in another way, these theories do not
explain why the French trade unions and employer associations take part in the

provision of pensions, while Italians do not (Natali and Rhodes, 2004).

The first critique has been addressed by the paradigm of Campbell (2004). It rejects
simplifications and system-categorisations, and rather tends to pay attention to
particularities. This paradigm is extremely helpful in identifying change processes such
as ‘bricolage’, the recombination of existing institutional elements in order to create
new institutions; ‘translation’, the import and adaptation of foreign ideas into national
setups. These are powerful tools which help to understand the particular solutions in
reformed systems. Possibly the closest application of Campbell’s theory to pension
systems has been provided by Dixon (2009), and later Dixon and Sorsa (2009),
addressing the financialisation processes sweeping across Continental Europe. They
exploit the analytical power of bricolage, translation, and add the concept of
‘conversion’, the re-direction of institutions towards new goals (resembling slightly to
‘reinterpretation’ in the sense Hall and Thelen (2009) use it). The analysis of Dixon and
Sorsa (2009) explain both continuous and abrupt changes in institutional configurations.

Furthermore, their illustrations show that change processes are converging only in the
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sense that they happen under the pressure of global finance. In other words, the ‘logic of
finance’ is implemented while the underlying country-specific institutional systems do

not necessarily converge or diverge.

In order to overcome the second critique, Pierson (1994, 1996) directs the focus towards
the stakeholders’ power-resources in a pension reform while explaining its outcome. He
argues that political stakeholders’ aim is ‘blame avoidance’, in order to maximise votes
and minimise the loss of public support. Moreover, he states that governments and
stakeholders have to make strategic choices in the course of a reform, and their success
pursuing that strategy depends on their power base. Therefore, the outcome of the
change processes is not pre-determined. Hassel (2009) proposes a framework to
investigate the ‘more likely’ choices in given situations with the help of similar analysis
of stakeholder interests, but her contribution has the emphasis on players, instead of the
system. This area seems to represent a fruitful field for further investigations. The

research question of Chapter 3 looks into this issue in detail.

In summary, this section has shown that the framework of political geography can
accommodate the general foundations for the analysis of pensions. According to the
arguments described above, recognitions about local phenomena in Germany can
contribute to the convergence/divergence discussion. In some sense, not only the thesis
as a whole, but also the individual research questions of Chapter 1 are related to the
process of financialisation. However, this section has dealt with how the global
transformation, and discussed its local political consequences. Therefore, the following
two sections consequently describe the role of employers in pension systems, followed

by a discussion about the implication of these changes for the individual.
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2.4 The Geography of Corporate Financial Decisions

Occupational pensions, besides private ones, are alternatives to the public pensions.
Therefore, the attitude and behaviour of employers affects political discourses and alters
the manifestation of financialisation directly. In economic terms, occupational pensions
may be defined as ‘privately managed pensions offered by employers to attract and
retain workers’ (World Bank, 1994: 8). However, employees often aspire to
occupational pensions as their entitlement instead of rewards from their employers
(Clark and Urwin, 2010). This pursuit has recently been supported by legislation and the
political rhetoric, as for instance in the UK (Rowlingson, 2002). As a result, today’s
occupational pensions fulfil a social task, the replacement of public pensions, regardless

whether employers want it or not.

Grasping certain geographical aspects of the corporation (Walker, 1989) is a major
milestone on the road towards understanding the geography of occupational pensions.
First an illustration is described to highlight this argument, followed by a systematic
analysis. Early versions of occupational pensions were initially organized on a
voluntary basis by local guilds, serving the interests of local industries. This means that
pensions — just like employers — were integral parts of the local communities. Later, the
institution of occupational pension transformed, as large, capital-extensive corporations
emerged, hiring armies of workers in the mid-nineteenth century. Among others, such
corporations were the Gute—Hoffnungs—Hiitte8 (with occupational pensions from 1850),
Siemens (from 1872) or BASF (from 1879) in Germany (Horn & Partners, 2010). The
rise of these employers and the appearance of institutionalized occupational pensions

coincided with the first of employee movements and the foundation of the first German

¥ Later known as Maschinenfabrik Augsburg-Niirnberg or MAN AG (Historisches Lexikon Bayerns,
2010)
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trade unions, fighting for centralized bargaining with the employers (Kronstein, 1952).
Therefore, the geography of the employer changed in line with employment

relationships and with its occupational pensions.

The employer-worker relationship, of which occupational pensions are only one tiny
aspect, has been changing in Continental Europe both in behavioural sense and in legal
practice. Early publications of behavioural theories of the firm, and the example above
explain that the employer-worker relationship is not a clear bilateral situation. In fact,
what are referred to as ‘employer’ decisions, are jointly influenced by organisational
structure, coalitions’, employees’ and shareholders’ interests, among others (Coase
1937, March, 1962, Cyert and March, 1963). This observation has recently been
reinforced by the argument of Zingales (2000), emphasizing the rising role of implicit

contracts within the firm among several stakeholders in financial decisions.

The behavioural theory of the firm thus acknowledges that corporate behaviour is a joint
outcome of its stakeholders, and that has several geographical implications. To start
with, it means that the analysis has to differentiate among the stakeholders according to
the degree they can influence corporate decisions. For instance, firm owners’ ability to
determine corporate behaviour is strongly affected by the legal system of a country, but
also by industry affiliation or location within a country. The standards and practices of
corporate governance (the ways to ensure the flow of returns to the providers of finance
(Shleifer and Vishny, 1997)), have been swiftly converging in Europe. However, there
are still persistent differences between countries, and among corporations in the same

locations according to their industry-affiliation (W¢jcik, 2006). This may imply
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geographically different decisions related to corporate finances and to occupational

pensions, even if the interests of owners are similar.

Second, geographical differences in corporate behaviour are not only influenced by the
legal environment and country-level variables, but also by local circumstances, such as
the shareholder structure (Bebechuk and Roe, 1999). Obviously, the degree an owner
can control a corporation depends on his or her share of voting blocks. Strikingly
however, the bigger control an owner has over a company, the more likely it comes
from the companies’ geographical proximity (Wéjcik, 2002)! This means that the closer
the owners to the corporation are, the better they can protect their interests over other

stakeholders of the firm.

Moving on to another stakeholder-group, financiers, creditors and the financial services
industry are discussed. Mason and Harrison (2002) find that the concentration of
venture capital in the UK had been decreasing due to the regional development plans of
the UK-governments, mainly thanks to the even distribution of ‘merchant’ type of
venture capital financing, meaning the buy-outs and corporate restructuring. However,
the classic type of venture capital, financing small and innovative enterprises, remained
highly concentrated around London and in the South-East of the country. Martin et. al.
(2005: 1216) have an answer for that process: “it is likely that perceived risk increases
with distance between the venture capital firm and potential investee companies”. This
highlights the fact that proximity matters in the supply of financial products through the

mechanism of trust and knowledge, which diminishes with increasing distance.
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The role of information in the relationship between a corporation and the financial
services industry is underscored by the second example. Given the uneven geographical
distribution of information, trust and knowledge, firms located in cities with a
concentration of financial industry are more likely to go public (Wéjcik, 2009) or to
engage with international cross-listings (W¢jcik and Burger, 2010). Wdjcik (2009)
proposes a few reasons why companies in financial centres are more likely to list on a
stock exchange. One of them is their better access to financial know-how or to
specialized labour markets. This argument includes not only the financial industry in a
strict sense, but also auxiliary services, such as the global network of the ‘Big Four’
auditor companies, management consultancies and legal services. It has been shown that
local relationships indeed matter in the case of management consulting companies.
However, cities also catalyse the birth of ‘translocal’ relationships, meaning that service
provider companies and thus financial and management know-how spread more easily
between cities (Gliickler, 2007). Accordingly, firms located in large metropolitan areas
are more likely to be under the influence of globally spreading new practices. For
instance, the adoption of ISO certifications can be associated with trade ties and cultural
similarities (Albuquerque et. al., 2007), which process is catalysed by the presence of

consultancies.

The last few paragraphs have delivered a few promising arguments which are
summarized here. First, ‘employer behaviour’ as such is a complex result of several
stakeholders’ parallel actions, including owners, suppliers, the management and
employees9. Second, corporate decisions about providing financial services to

employees, such as about occupational pensions, heavily depend on firm owners who

? These categories may in fact overlap in Germany, and result in a complex organisational structure and
behaviour. One good way to capture the common element in such an interlocking nexus is to approach it
from the viewpoint of economic geography (see Wéjcik, 2003 on the example of cross-holdings).

56



aim at maximising their returns; and on the financial industry, which supplies additional
financing and provides financial know-how about the latest financial developments.
This latter may be particularly important after a fundamental pension reform, such as
the German reform of 2001, which created totally new circumstances for occupational
pensions, including new products. Third, the nature of influence the owners and the
financial industry can exercise depends on their geographical location relative to the
corporation and in absolute terms. Therefore, mapping the geography of owners and of
the financial industry can already serve a few hypotheses on employers’ behaviour
related occupational pensions. These hypotheses are constructed in the following

chapters (Chapter 4 and 6).

The literature can deliver applications of the findings discussed previously related to
occupational pensions. The experience of US and UK employers made with defined
benefit (DB) or final salary pension schemes, promising guaranteed pension-level to
their retired employees, shows how sensitive old-age income arrangements are to the
decisions of the corporate-stakeholders. The ‘perfect storm’ in these schemes, described
among others in detail by Langley (2004) and Clark and Monk (2007a), denotes the
critical underfunding of employer-sponsored DB-schemes due to low capital market
returns compared to the unexpectedly high longevity of plan participants. In the sense
Zingales (2000) uses, unfunded and underfunded pension promises are implicit
contracts between the generations of employeesSince these contracts must be fulfilled,
these schemes are often referred to as sunken (legacy) costs firms must face to (Clark
and Wrigley, 1995). However, since fulfilling them threatens the viability and
competitiveness of corporations, industries and whole communities, they most probably

cannot be kept. The re-negotiation of these contracts is therefore a necessity, whereby
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the interest of retired employees, currently working employees, and the shareholders
(among others) clashes. The process is a lot more complicated than a bilateral

negotiation between ‘employer’ and its ‘workers’ could be (Monk, 2008).

One of the studies in the literature talks about four distinct ways out (Clark and Monk,
2007b): the substitution of DB-schemes with defined contribution (DC) schemes, the
hybridization of DB schemes with DC schemes, the pooling of DB promises with other
employers, and finally, the removal of pension-arrangements from the occupational
domain. In short, the solution lies in risk-reduction for the employer (Munnell, 2006),
which in this context means the protection of future operations. This transition often
exposes current employees to higher financial risks than their retired employees have,
therefore the process of financialisation spreads out on the field of occupational

pensions (Langley, 2004).

Another application of the behavioural firm-theory is delivered by studying the changes
in global accounting practices related to pension liabilities. The lack of adequate
information about past pension legacies was recognised as a threat to the ‘fair value’
view of corporations. Accordingly, the International Financial Reporting Standards has
been adjusted to transform off-balance sheet pension liabilities to actual financial
liabilities, and further legal requirements turned lax financing requirements into strict
(Dixon and Monk, 2009). This change particularly affects companies which receive
uninterrupted feedback on their performance from their share price. Therefore,
companies large enough to gain admittance to stock exchanges may be exposed to
portfolio investors immediately re-adjusting their corporate valuations when new

information arises. By contrast, the share-price of family-owned companies does not
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draw such a volatile pattern (Clark and Wjcik, 2007: 70-74), implying that family-
owned and not publicly traded companies probably have different planning horizons,
diverging goals and varying resources to manage their investments. This probably has
consequences on their attitudes towards long-term obligations such as occupational

pensions, which are worth exploring.

Based on the argumentation above, geography is expected to play a role in corporate
decisions about pension arrangements in Continental Europe and in Germany too. The
geographically bounded nature of information, trust and financial know-how, the
interplay of interest groups and stakeholders of the firm and the burden of past legacies

may play a role in the corporate geography of occupational pensions.

2.5 The Geography of Individual Financial Behaviour

Understanding human behaviour is essential in order to identify the reasons for the
pension gaps mentioned in the first part of this chapter. Relevant questions range from
enrolment decisions in voluntary systems, from investment- and savings-related product
choices to career-related decisions such as returning to the job market after child-birth,
or leaving the job market for the sake of higher education. In short, a practical and
applicable theory of financial and non-financial human behaviour is necessary to

understand the existence of pension gaps.

Having discussed the political and corporate implications of pensions, it is obvious that
changes and processes happening on those levels alter the significance of individual
decisions. For instance, the existence of a generous public pension system decreases the

role of occupational pensions in the war against old-age poverty. Accordingly, the

59



literature of financialisation, pension privatization and corporate restructuring are
essential for grasping the significance of individual behaviour. Moreover, the
geographical differences on political and on corporate level influence the geography of
individual decisions. However, geography has not only a role in individual decisions
related to pensions on the right of institutional circumstances, but also on its own.
Economic decision making is ‘social-cum-spatial’ (Strauss, 2009: 302), meaning that it

is happening in a social space which has a geographical dimension too.

There is a broad range of literature explaining why individual behaviour has both a
social and a spatial dimension. One way to capture it may originate from the notion of
Simon (1955), describing human decision making as a joint outcome of individual
cognition and the surrounding environment. In order to construct the geography of
individual pension decisions, the environment of Simon is conceptualized from two

viewpoints.

The first viewpoint originates from the seminal paper of Kahneman and Tversky (1979).
Their study states that the mere reformulation of the same economic problem alters
individuals® risk-attitude and therefore their revealed behaviour'’. The extent of change
in behaviour shows profound variations according to the salience of the decisions in
question, to manipulations to the reference point and to the procedural features of the

experimental settings (Kiihberger, 1998). Even slight differences in problem-

' In their experiment, groups of individuals were involved in two types of choice-situations, differing
only in their formulations. Their research has shown that individuals tend to avoid risks when deciding
between a fixed but low gain, and a stochastic gain between zero and a certain amount. This was
contrasted with the mathematically identical situation, when participants were offered a fix amount of
money, and were asked whether they would rather choose a fix amount of loss, or participate in a gamble
with a probable but greater loss. In the choice situation where problem formulation approached from the
loss-perspective, individuals were more likely to behave in a risk-seeking manner. In other words this
means that individuals exhibit inconsistent preferences when the same choice is presented in different
forms (Kahneman and Tversky, 1979).
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formulation can alter the patterns in human behaviour. For instance, the different
formulation of pension investment-options at different employers leads to
fundamentally different individual decisions!! (Choi et. al., 2005). Based on theories
and evidence similar to the ones discussed here, the paper of Thaler and Sunstein (2003)
arrives at the conclusion that there are no uninfluenced decisions. Their proposition is
that any planner designing choice-situations influences decisions, and therefore has to
take a position between deliberate and random forms of influence. One obvious
example for influencing decisions is the issue of enrolment. There is a striking
difference in occupational pension participation-rates between employers who enrol
individuals automatically with the possibility to opt-out and employers not enrolling
individuals by default, but offer them pension savings opportunities (Choi et. al., 2002,

Choi et. al., 2004, Beshears et. al., 2009).

The second viewpoint conceptualizes the social aspects of the environment,
emphasizing the social embeddedness of individuals and decisions (Granovetter, 1985,
Yeung, 2003). This relates to knowledge and behavioural forms too. First, the work of
Mihély Polanyi (1966), The Tacit Dimension, talks about the tacit nature of knowledge.
This writing inspired Gertler (2003) to ask the questions how tacit knowledge is
transmitted, and arrives at the answer that geographical boundaries pose a hurdle to its
spread. He defines tacit knowledge with the help of social ties, as ‘the know-how that is
acquired via the informal take-up of learned behaviour and procedures’ (citing Howells,
2000: 53). Second, similarly to the previous case, the spread of learned behavioural
forms such as heuristics, habits, imitation and intuition are also determined by social

and thus geographical limitations (Kahneman, 2003, Clark, 2010).

""" An additional example is the menu-dependence of decisions (Tversky and Simonson, 1993). For
example, the appearance of an alternative, adding candy to a set of fruits, may make the new choice-
situation worse for the individual (Kd&szegi and Rabin, 2008).
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The researcher can achieve two goals by directing attention towards the social nature of
knowledge and of behavioural forms. First, he or she ‘downplay[s] deliberation and
calibrated judgement’ (Clark, 2010: 3). This gains relevance in certain socio-economic
groups where the relative frequency of individuals not recognising the salience of
retirement planning is higher than in the entire population (Clark et. al., 2009a). The UK
government has recognised this issue, and launched a non-profit initiative to provide
low-to-moderate earners with occupational pensions (see PADA, 2010). Second, the
researcher can offer explanation to a set of phenomena otherwise inexplicable with the
help of the rational agent model. For instance, decision practices related to occupational
pensions have proven to be very similar in the case of employees working for the same
university department, even after controlling for socio-economic variables (Duflo and
Saez, 2002). This means that decision-practices spread locally, and that peer-pressure is

an important factor in explaining decision outcomes'?.

There are further applications of the previously mentioned observations to the
investigation of retirement finances. Three more examples are cited from the literature.
First, individuals often rely on the recommendation of relatives, friends and colleagues
when planning for the retirement (Clark and Knox-Hayes, 2007, Clark et. al., 2009a).
Although this argument obviates a part of the previously discussed theory about tacit
knowledge, since it talks about explicit knowledge-transfer, it supports that financial
decisions are not made in isolation. Second, there are socio-economic status-related

roles in local communities which strongly influence individual financial decision-

'2 Admittedly, peer-pressure is not necessarily a result of imitation or socially "sticky’ decision practices.
Sen (1994) talks about the situation when well-behaving individuals do not pick the last or the biggest
apple from the basket when others are present, but they would do so alone. In such situations individual
behaviour is socially influenced and is geographically bounded, supporting the argument that decision-
making is social and spatial.
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making. For instance, the number of employed women in the City of London was kept
at minimum by the ‘macho atmosphere of fast money’ up until a little while ago. Those
women who were there, ‘were extremely forceful” (McDowell, 1998: 2134, 2137), and
probably were willing to accept little financial dependence in their retirement. A
similarly cultural phenomenon has been East-German women’s desire for financial
independence and thus their higher labour-market participation (Rosenfeld et. al., 2004).
Obviously, these two examples can be exacerbated by the structural features of the
environment. For example, the possibility to leave childcare to the Kindergarten are

structurally embedded in the environment.

Third, the example of behavioural shortcomings is brought to illustrate the use of the
above mentioned theories. Behavioural shortcomings can be depicted as the wedge
between normative preferences (the economic actor’s true interests”), and revealed
preferences (the empirical observations of individual choices) (Beshears et. al., 2008).
Beshears et. al. (2008) suggest a set of situations for behavioural shortcomings. These
are passive choice (choosing the default option), complexity (due to the high number of
options or the long time-horizon), third-party marketing diverting decisions, too little
personal experience and intertemporal choice (e.g. changing preferences). Surprisingly,
various studies highlight the fact that behavioural shortcomings are more common in
given socio-economic groups and in certain geographical areas. Some of these
contributions even argue that socio-economic status and home address can be

substitutes for each other (Clark and Knox-Hayes, 2007). Indeed, as information,

> The school of normative economics argues that opportunity has value on its own right, and rejects
defining the ‘true interests’ of an actor according to exogenous norms (Sen, 1991, Arrow, 1995).
Similarly, Bernheim and Rangel (2009) propose the libertarian fundamentalist approach of respecting the
freedom of choice, instead of identifying normative preferences or behavioural shortcomings. According
to their view, the option to choose means welfare, and behavioural shortcoming per se should not be
discussed.
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knowledge and behaviour is geographically bounded, behavioural shortcomings may
occur disproportionately often in certain geographical areas, where individuals fail to

comprehend and to use financial services adequately (Leyshon et. al., 1998).

Admittedly, these phenomena not only originate from the individual or from social
contexts, but are rather joint outcomes of social contexts and decisions of the financial
sector, discussed in the previous section. For instance, there are social contexts and
geographical areas entirely avoided by the retail financial sector due to their low
profitability (Leyshon and Thrift, 1995, Dymski, 2009b). Some even advocate that
finance is systematically biased against certain social classes and geographies, which is
not a result of behavioural shortcoming (Martin et. al., 2008). However, financing
initiatives sufficiently willing to engage with social contexts may change communities
offering low return-potentials at first sight into profitable enterprises. ‘Village banks’,
microfinance institutions backed by a government, a non-profit organisation or even by
a profit-oriented bank operate through actively using peer pressure and other contextual

factors discussed above (Martin, 2003).

In any case, the consequence of the above discussed factors is that individual financial
decision-making shows systematic variations across space and time (Strauss, 2009,
Clark, 2010). Therefore, accounting for geography and for location are essential
components of a behaviour-related investigation (Yeung, 2003), which always has to be
complemented with location-dependent explanations (Bathelt and Gliickler, 2003). This
means that a comprehensive geographical analysis of pension geography cannot limit to
an isolated analysis of individual decision-making, without paying attention to the

political situation or to the individual’s employment relation.
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2.6 Implications for the Research

Why are there pension gaps and what is the reason for the geographical differences? An
investigation attempting to explain this question is necessarily an interdisciplinary
undertaking. Pensions serve political, economic and business interests, and have
sociological, psychological and ethical roles, among others. The aim of this literature
review was to conceptualize the research done so far on this field, to discover recent
developments, and to identify debates in the literature, in order to prepare the ground for

the research coming up in the following chapters.

Three research questions were formulated at the beginning of this chapter. First, it has
been asked what the literature says about the convergence-divergence of pensions
systems. As it turns out, one of the most important contributions of the literature is the
process of financialisation. To put it in a short sentence, the financial wellbeing of
today’s generations now and in the retirement increasingly depends on the performance
of global capital markets in virtually all countries and regions of the world. This was not
so in the previous decades - the process of importing financial motives and arguments
accelerated since the 1970s only. However, this transition can be fundamentally affected
by political decisions, compromises and pacts. Therefore, attention directed towards the
behaviour of political actors and towards change processes of underlying systems
simultaneously seems to be a fertile direction for further investigations. This will be

analysed in Chapter 3, using the example of the German pension reform of 2001.

Showing what explains the geography of occupational pensions on employer-level has
been the second question of this literature review. Although firms function as

gatekeepers between political and individual decisions, investigation on their level has
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significance on its own right. The geography of organisational behaviour is an inspiring
field of research: as in the case of politics, organisational decisions are made and
executed by coalitions in a broader sense. Accordingly, corporate decisions related to
occupational pensions are made by local shareholders, global portfolio investors, the
management and interest groups of young employees and employees closer to
retirement, among other stakeholders. Moreover, the group of stakeholders is
complemented by players of the financial industry and auxiliary services. Therefore,
shareholders’ financial and other goals compete with the interests of employees, who
aim for sufficient labour and retirement income. This process is complicated with each
stakeholder’s geographically varying interests and ability to influence corporate
decisions. Distance-dependent availability information, know-how and trust are as
important factors in occupational pensions-related decision making as formal

assessments at corporate finance departments.

Occupational pensions are benefits provided to employees, which represent financial
burden for the firm’s future cash flow and balance sheet. These benefits could be paid
out immediately, but instead, they are invested on behalf of the employee. As a result,
they represent a risk for the company. The literature review suggests that employers
increasingly reject the participation in sharing this risk with the employee. It therefore
deserves empirical investigation what motivates employers to offer new occupational
pension products, and to what extent they are ready to take up risks. Chapter 4 and 6

look into these questions.

The third question of this literature review formulated a desire to grasp individual’s

pension decision-making better. Dealing with pensions means dealing with financial
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and other types of risk and uncertainty. Two main recognitions were found. First,
problem-framing can significantly alter human behaviour. As a result, differences in the
way employers offer occupational products may deliver unexpected differences in
participation, savings and investment decisions. Second, most decisions are influenced
by the social nature of human existence. Tacit imitation of others, copying of heuristics
and asking friends’ advice are useful concepts in describing the social embeddedness of
individual behaviour. Although these behavioural forms do not explicitly formulate
concepts such as local culture and local traditions; they are also part of the picture. As a
consequence, individuals can hardly act as independent decision makers, and
differences can be expected between individuals’ decision-making process according to

their geographical belonging. Chapter 5 is dedicated to the investigation of this notion.

It seems to be clear that no political force can prevent that the ubiquity of finance
reaches old age pensions. Consequently, political, organisational and individual
decisions are needed which deal with finance, risk and uncertainty. Since the interplay
of structure and social configurations together build context for those decisions, the
general message of this chapter is that the relationship between human cognition and
context should be better understood. This literature review closes with the argument of
libertarian paternalists: the recommendation of this thesis should be used to design
adequate decision environments and to introduce measures that can prevent bad
decisions. As a result, pensions may fulfil their duty: provide sufficient income in the

retirement.

67



3 The Role of Social Partners in Transforming the

German Pension System

3.1 Introduction

Although the privatization of retirement finances is observable across various countries
and geographies (Clark and Whiteside, 2003, Schmihl, 2003, Queisser et. al. 2007), its
exact institutional manifestation shows great diversity across the OECD countries
(OECD, 2009). Two groups of literature attempting to explain pension reforms are
highlighted here. The first one, the theory of social pacts suggests that pension reforms
can be supported or blocked by the social partners (trade unions and employer
associations) (Fajertag and Pochet, 1997, Ebbinghaus and Hassel, 1999, Rhodes, 2000,
Natali and Rhodes, 2004, Hassel, 2009). Since reforms are good opportunities to
increase power position of both the social partners and of the government, short-term
popularity gains may be preferred by the actors as opposed to the long-term policy
interest of their members or voters (Hassel, 2009). To illustrate, this notion is a useful
concept to understand why the French government managed to implement a ‘pre-
emptive trade-off” with its social partners, which involved them in running the new
social security funds, and gave concessions to some categories of workers in the course

of the Raffain-reform (Natali and Rhodes, 2004).

The second group of literature, the general literature of pension reforms, discusses
reform outcomes and its effects on the individuals. Such categorisations explain the
structure of reformed pension systems with the help of the nature and extent of
liberalization introduced by the reforms (MacGregor, 1999), or the proportion of active

and passive measures the government may use to invite other institutions in the
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provision of supplementary pensions (Hyde et. al., 2003). Accordingly, this literature
helps to identify why the different proposals regarding pension systems may be
favourable to individuals and interest groups, and subsequently win their support.
Moreover, it highlights the fact that some social groups may be at the risk of being
excluded from the gains of a pension reform. For instance, individuals not recognising
the need to save for the old age face the risk of old-age poverty if the enrolment in

pension schemes is voluntary (Ginn, 2003, Hyde et. al., 2004).

Despite the advantages of the theoretical literature mentioned above, they have not been
used together to explain pension reform outcomes. The German pension reform of 2001
provides an excellent opportunity to do so. At the beginning in the 1990s, the ageing
German society, burdened by high unemployment, created a growing deficit in the
public, pay-as-you-go pension system. The government made several attempts to reform
the labour market, to move the official retirement age and to discount the value of
public pension benefits, but the majority of these attempts were rejected by the social
partners. Although a paradigmatic reform finally curtailed public pensions and created
the option of contributing to tax-preferred or subsidized supplementary pension savings
schemes, social partners hardly supported the Social-Democratic/Green party coalition
(SPD and Biindnis 90/Die Griinen). The reform is often referred to as the ‘Riester’
reform, after the Minister of Labour brokering it. Despite the failed social pact (Hassel,
2003), social partners provide successful non-profit alternatives to profit-oriented
companies, and can set standards on the market via collective bargaining (Bispinck,

2007, Dixon, 2009).
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This paper clarifies the link between how the failed social pact between the German
government and the social partners resulted in the social partners’ success on the
voluntary, market-based supplementary pension market. More specifically, this paper
addresses the following three research questions:
e  Why did social partners fail to offer alternative pension provision to the public
pensions at the time of the reform?
e What explains the government’s move to introduce voluntary subsidized
individual pensions with some scope for collective bargaining?
e What accounts for the difference between the social partners’ policy-making
(and political lobbying) before the reform and implementation (self-regulation

via collective bargaining) after the reform?

The research is based upon an in-depth interview with Mr. Walter Riester, the Minister
of Labour brokering the pension reform, underpinned with current literature and press
reporting. It is first shown that the cooperation between employer associations and trade
unions to offer a viable alternative to public pensions before the reform failed. This
failure can be explained with the weakness of their respective leading bodies to
implement unified strategies. Second, the content of the passed reform proposal is
justified by the failed social pact between the government and the social partners.
According to that, social partners were still divided, but were strong enough to block the
introduction of a mandatory supplementary pension system. Given their protests, the
government was forced to implement the system with voluntary enrolment mechanism.
This move represented a smaller short term loss for the trade unions, and offered an
opportunity to negotiate with employers about pensions as a part of the collective

bargaining process. The change in economic circumstances permitted the successful
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launch and financing of new collective pension funds (Versorgungswerke), and social

partners turned out to be significant determinants of the supplementary pension market.

The study contributes to the literature in several aspects. First, it highlights the
relationship between a failed social pact and the pension system. Second, the paper
underscores the fact that the analysis of the political discourses and actors should not be
limited to pension reforms. Instead, a comprehensive assessment has to take into
consideration both the abrupt changes during reforms and long term, evolutionary
processes. Based on that, the study illustrates the evolution of social dialogue in
Germany, which embraced and benefited from taking up a role in supplementary

pensions following the pension reform of 2001.

3.2 Welfare Retrenchments and Social Partners

The trigger for most European pension retrenchments was in most cases related to the
increasing competition from developing countries and to the demographic ageing of the
Western societies'*. As a result, these welfare states suffered from growing
unemployment, aggravated by the oil shocks and the consequent structural changes in
the global economy. To illustrate the point: pension expenditures as a percentage of
GDP surpassed the nine percent mark by 1993 and reached 9.5 percent by 1996 in

Germany. Among the OECD countries, only Austria, Italy and France had higher

'* In these countries, female fertility rate dropped significantly. In Germany, this value stabilised around
1.3 children per woman in Germany, as opposed to the 2.0 of US (World Bank Social Protection Project,
2009). At the same time, life expectancy increased significantly. The number of individuals above the age
of 65 was predicted to grow from 23 percent of the population to 28 percent by 2005 and to 48 percent in
2030. For comparison, the same figures for the US were 24 percent in 1995 and 34 percent by 2030,
according to the UN World Population Prospects (2008). According to the UN World Population
Prospects (The 2008 Revision, medium variant), German old-age dependency-ratio, i.e. the ratio of 65
years or older to the population of 16-64 years, increased from 23% in 1995 to 28% in 2005 and will
grow to 48% in 2030. The same figures for the US are 25%, 24% and 34% respectively.
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figures (10.3, 10.2 and also 10.2 respectively). Although other countries had lower
figures (Sweden with 7.4, Denmark and the US with 5.2), the growing trend was similar
(OECD, 2007). Therefore, it became the main political priority of several governments
to increase employment indicators and thus pension revenues; and to decrease pension

expenditures (Esping-Andersen, 1990, Esping-Andersen, 1996).

Germany had had a generous pay-as-you-go public pension system in place since 1957,
directly linked to the individuals’ own lifetime earnings, replacing on average seventy
percent of the salary (Schméhl 2007a). The high level of public pensions not only
caused the deficit mentioned before, but also turned into a heavy burden for the
employers and employees. The value of their joint pension contributions surpassed the
forty percent mark of gross labour income by 1996 (Richter 2001: 74). In addition to the
problems of the pension system, general economic conditions were unfavourable. By
1997 unemployment reached record heights: almost 4.4 million people (Statistisches
Jahrbuch, 2009: 81). This was partly attributable to the reunification and the structural
change of the East-German industry. In this situation, existing welfare institutions were
unaffordable, and drove the country into high governmental debt. The debt grew from
twenty percent of the GDP in 1992 to 66 percent in 1996 (Streeck and Hassel, 2003:
106). At the same time, the European economic integration imposed strict guidelines on

governmental deficits, and therefore impeded any further fiscal expansion.

The World Bank (1994) developed and recommended the ‘three pillars approach’ to
governments with pension problems. According to this proposition, old age income was
to be provided by three ‘pillars’: with the help of a public, pay-as-you-go, mandatory

pillar with a redistributive function; complemented by two private, funded pillars, a
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mandatory and a voluntary one. The function of the first is to provide a minimal
support, while last two was meant to function as salary replacement in the retirement.
However, most European governments faced several obstacles in introducing such a
system. Since the three pillars approach implied profound pension privatization and an
additional burden on employers and employees saving for the retirement, most
governments played the ‘politics of blame avoidance’ in such situations (Pierson, 1994).
This means that they avoided reducing welfare measures openly in order not to lose the
support of their voters. As Pierson (1994) concludes, governments of successful reforms
have three viable strategy-options: the compensation of other stakeholders for the
retrenchment in other areas, their division or their obfuscation. The actual choice of

strategy is influenced by existing political institutions and structures of social provision.

Starke (2006) proposes that the parallel application of various fields of literature yields
promising findings about the behaviour of actors during pension reforms. Accordingly,
the literature of social pacts may help to understand the government’s and the social
partners’ actual strategy choice. Fajertag and Pochet (1997) and Ebbinghaus and Hassel
(1999) argue that since social partners are often able to block the implementation of
retrenchment measures, governments are forced to make ‘deals’ with them. ‘Weak’
trade unions are particularly willing to accept cut-backs on welfare benefits in exchange
for increased centralised power, as the authors point out the case of Italy in the nineties.
Similarly, in France, trade unions in the 1990s were politically divided; therefore, the
government was able to cut back on welfare measures. In return, selected social partners
preserved significant roles in pension provision, and gained new ones in funds
management (Natali and Rhodes, 2004). In Sweden, social partners’ new role consisted

of communication and distribution of the new pension products after the reform
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(Belfrage and Ryner, 2009). To put it shortly: weak social partners cannot prevent the

profound alteration of pension benefit structures, but may attain new roles in exchange.

Based on the observations above, Hassel (2009) formulates a general analytical
framework to the study of social pacts. According to that, governments and social
partners both have to choose between lobbying in accordance with their short term
‘power interests’ and long term ‘policy interests’. As Hassel (2009) and Hamann and
Kelly (2007) argue, policy and power interests are almost always simultaneously
present, but to a different extent. However, the contrast between short and long term
interests is particularly pronounced in the case of retrenchment, as opposed to regular

tripartite negotiations about wages and in other issues.

Accordingly, Hassel (2009) concludes that German trade unions were rather focusing on
their long-term goals while negotiating about a potential social pact with the German
SPD/Green coalition government. However, she states, the pact failed, and the
government did not use the social partners as an ally during the pension reform of 2001.
In another essay, Steeck and Hassel (2003: 118) originate the failure from the diverging
interests of the chemical and metal industry, both for unions and employers. They state
that the social partners’ were unable to negotiate effectively in the course of the reform,
and could only attain minor concessions from the government. The way to resolve this
apparent contradiction in the social partners’ power position lies in the extension of the
analysis’ time-scope. Weak social partners may fail to strike deals with the government
due to their internal division, but can make use of their minor achievements following
the pension reform. The brief example of Sweden may illustrate this. The Swedish

pension reform of 1999 is considered as an example of failed cooperation between the
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government and the social partners (Hassel, 2003). However, after the pension reform,
the Swedish blue-collar union federation took an active role in the creation of a ‘mass
investment culture’, according to Belfrage and Ryner (2009). It seems that it is the trade
unions, in particular, that may gain from activities related to replacing public pensions.
As the mentioned examples shows, trade unions’ gains can be realized several years

after the reform, on the long run.

Why trade unions? Rhodes (2000) directs attention towards another categorisation of
social pacts, which proves to be a helpful addition to understand that. His first category,
distributional social pacts, contains agreements between the government and the social
partners that create policies altering the reform’s ‘inclusiveness’. This means in his
illustration that labour market ‘outsiders’, mainly individuals, may gain admittance to
the labour market. His second category refers to productivity-related social pacts,
describing agreements which result in higher productivity and economic growth. These
two categories neither consider the political actors individually, nor do they focus on the
actors’ interests, since these may vary according to the particular political constellation.
Rather, the ‘distributional’ concept of social pacts is important in the light of research
conducted over ‘new social risks’, referring to income inequality, poverty, or the
reconciliation of work and family life in women’s case (Beck, 1992, Bonoli, 2006).
Welfare retrenchments altering existing labour markets often increase these risks (Ginn,
2003), and that is where trade unions can leverage their fame, access to employees and

power ensured by legal privileges.

When adopting this framework to the analysis of pension reforms, the distributional

dimension of social pacts refers to the inclusion or exclusion of individuals in the
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accumulation of supplementary pension savings, or to the mandatory involvement of
employers to spend more on non-wage labour costs, such as pension contributions.
Obviously, these attainments are consequences of agreements between trade unions and
employer associations, and employer associations are almost as important as trade
unions. Nevertheless, trade unions benefit directly, while employer associations may do
so only indirectly. In summary, the power and policy interests of political actors are
strongly affected by the exact content of the pension reform, and thus offer an
opportunity to explain the relationship between the outcome of a social pact and the
structure of a pension system. This approach is however insufficient to explain the role
of the social partners. In order to do so, the analysis of their behaviour following the

pension reform is inevitable.

3.3 Background on Social Partners and the ‘Pension Issue’

Germany was often referred to as the ‘German model” with unique, strongly interrelated
economic and social structures, including unique forms of corporate governance and a
tripartite decision making between the government, employers and employees
(Katzenstein, 1987). The unique status of the German trade unions and employer
associations is ensured by the Collective Agreement Act of 1949, binding for all
employers and employees of their respective regions and for a specific industry
(Flichentarifvertrdge). The regional character of collective agreements means that one
region initiates and conducts the collective bargaining process for a year, usually where
the trade union is strongest (often Baden-Wiirttemberg for the metal and electric
industry), and then its agreement serves as a model for other regions. The first industry
to negotiate the agreements is usually the German metal and electric industry, since its

social partners are considered strong and experienced in collective bargaining.
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Subsequently, other industries use this agreement as a reference point. Therefore,
German social partnership is often directed by the decisions made between IG Metall,

the trade union, and Gesamtmetall, the employers’ association (French 2000: 200).

Collective agreements can regulate anything the contractual law permits, including
welfare measures, such as minimal wages or pension contributions. Since these rules
affect the working conditions of the majority of the German workforce (in 2000,
collective agreements covered approximately 85 per cent of the employees in the West
and 78 per cent in the East of Germany, see Streeck and Hassel 2003: 109 and Streeck

and Rehder 2005: 57), any measure they introduce has far reaching effects.

However, trade unions’ and employer associations’ power waned, partly induced by the
mentioned economic difficulties and profound societal changes of the 1990s and 2000s.
As a result of these, social partners were continuously losing members, legitimacy, as
well as membership revenues. Trade unions failed to address the female, white collar
and young workforce adequately (Streeck and Hassel 2003: 109). Similarly, employer
associations were unable to keep members. Their main attraction, the sectoral collective
bargaining which simplified wage and employment negotiations, lost its popularity. The
large, export-driven companies could afford the wages prescribed by the collective
agreements, while they were pushing for low prices from their small and medium-sized
(SME) suppliers. As a result, SMEs were unwilling to maintain collective wage levels,
and, in order to avoid the binding force of the collective agreements, did not become
members of the associations. Association memberships with exemption from the
collective agreements (ohne Tarifbindung) were introduced, but these were not

attractive enough to boost SME membership figures (Silvia and Schroeder 2007).
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The background and significance of the social partners explains why their regular
annual social dialogue embraced the problem of growing unemployment in 1984. Trade
unions demanded the reduction of the weekly working time to 35 hours to provide jobs
for the unemployed. Indeed, the announced aim of IG Metall was to fight ‘against mass-
unemployment and to preserve the social state’ (Lang and Kuhlmann 1996: 194).
Finally, a general, but smaller reduction of working hours was agreed upon, which also
included an increase in employer flexibility in allocating them. However, the work
councils and the management of the Opel factories deviated from this agreement, and
preferred early retirement to shorter working hours. Subsequently, earlier retirement
became a part of the collective agreement as an alternative to shorter weekly working

hours for others (Riester 2004: 56).

The option of early retirement was made possible by the pension reform of 1972. This
reform in effect created a ‘window of retirement’ for individuals between the ages of 60
and 65 with sufficient working history, who, when retired, did not face any decrease of
pension benefits (Borsch-Supan and Wilke, 2006: 3). As a consequence, actual
retirement age dropped. This, together with the increased life expectancy and the
decreased fertility rate aggravated the growing pension deficit. In 1992, the
conservative-liberal coalition (CDU/CSU and FDP respectively) introduced parametric
measures of minor actuarial adjustments to the pension formula, in order to close the
window of early retirement. These adjustments however, were still insufficient to
compensate for the deficit, since the discount of public pensions was smaller than the
drop in the effective retirement age required (Borsch-Supan and Wilke, 2004: 27). For

this reason, the government was planning to increase the official retirement age to 65
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years, and to add another pension adjustment based on a demographic factor, which

would alter pension levels according to the relative number of retirees (Hering, 2001).

As a result, the changes of 1992 made it more costly to retire before the official date.
Some trade union representatives proposed to support the changes of the government,
and to benefit from it by providing an additional service to trade union members.
Accordingly, Mr. Walter Riester, the then vice-president of IG Metall, presented an idea
on the institution of ‘Tariffonds’. Tariffonds were imagined as institutions governed and
funded by the social partners in order to substitute the income of early retirees until they
become eligible for the full amount of the public pensions. This, in combination with
existing tools, such as the part-time work of employees close to the retirement, was to
be negotiated as a part of the regular discourses about collective agreements. Mr.
Riester proposed to finance funds from the collective wage increases, without a

decrease in the nominal wage levels (Riester, 2009).

A savings scheme offering voluntary savings products to the employees or prescribing
mandatory contributions for the members covered by the collective agreements may
provide several advantages to the trade unions. First, they may provide a new and very
important service to the employees and retirees. Second, together with employer
associations, they may be able to make investment decisions with the pension savings of
their beneficiaries, which is of increasing importance. Given that pension savings are
‘the largest single source of savings in Anglo-American economies’ (Clark 2000: 76),
and thus imbued with an enormous financial and non-financial power, Tariffonds may

have gained some significance similar to that in the long term.
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However, there are at least three reasons why Tariffonds were not introduced. First,
employer associations did not see gains for their members. Employers were already
struggling with high non-wage labour costs, which eliminated a great fraction of their
competitive advantage. Second, both trade unions and employer associations expressed
concerns how early retirement would affect unemployment figures (Riester, 2004: 75).
Welfare measures provided at the expense of additional labour costs decrease the
amount of labour purchased, which is not necessarily offset by individuals giving up
their jobs using the early retirement option (Snower and Merkl, 2006). Third, the
introduction of Tariffonds may have represented an ideological drawback for the trade
unions, since they may have been criticised for ‘selling’ the welfare state for their own
success (Fajertag and Pochet, 1997). In fact, Mr. Riester’s proposal of Tariffonds,
financing of early retirement by the social partners, divided the trade unions about the
cooperation with the conservative-liberal coalition government. As a result, Tariffonds

were not founded in the years following the (parametric) pension reform of 1992.

In the absence of cooperation, in 1996, the government announced a unilateral action to
cut public pensions further, and to increase retirement age from 60 to 65. This move
triggered trade unions’ resistance (Streeck and Hassel, 2003: 108), since pensioners
were not to be compensated for the decrease. The cut in pensions was meant to be
introduced with the help of a demographic factor that adjusts pension levels according
to the relative number of pensioners, so that pension contributions remain unaffected by
the demographic transition of the population. By contrast, employers were in favour of
increasing retirement age which was to eliminate additional pension contributions (PNP,

1999).
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The government’s pension policy divided social partners; it triggered protest from the
trade unions but earned the approval of employers. Following that, in 1998, the social
democratic party’s election campaign promised to eliminate these pension measures
altogether (Hering, 2001: 6). The Helmut Kohl-led CDU/CSU lost the 1998 federal
elections — after 16 years of reign. The biggest loss of votes came from the new, eastern
Lander (federal states) (James 2000). These were mostly affected by the structural
economic crisis, including high unemployment, which followed the former two German

countries’ unification, and thus were in the greatest need for fundamental reforms.

The new social democratic/green party government revoked the demographic factor of
the previous coalition, as promised, but left retirement age at its increased level. The
SPD chancellor Gerhard Schréder underpinned his earlier promise of a new political era
by nominating new first-line politicians in the government. The new team of right-wing
social democrats'® included Walter Riester from the management of IG Metall, as the
Minister of Labour (Hering, 2001: 9). The choice of Mr. Riester, given his reputation,
was perceived by the social partners as a sign of cooperation. Accordingly, when he
realized the need to reduce the public pension deficit, he was determined that an altered
version of the Tariffonds with the social partners would lead to success. His idea was
that social partners would organise pensions; but instead of financing early retirement,
these institutions would provide supplementary pensions to substitute for the decrease
of public pensions. He was pursuing negotiations in order to achieve a ‘social pact’ that
involves the government and the social partners (Riester, 2009). Despite his efforts,

contemporary interviews with the chancellor deviated from this policy of the Ministry

5 Other persons were among others Ulla Schmidt, representing a right wing block within SPD
(Seeheimer Kreis); Franz Miinterfering, leader of SPD in Nordrhein-Westfalen, which represents 25% of
all SPD members (Hering 2001: 9).

81



of Labour (Streeck and Hassel, 2003: 116). Mr. Schroder’s plans contained proposals
about amending the public system, without mentioning secondary pillars. According to
the interviews with him, the decrease of retirement age to 60, financed by the original
version of Tariffonds would offer jobs for the young; which consequently generates
sufficient public revenue to finance the pay-as-you-go public pensions (PNP, 1998). It
was only in the background that he supported Mr. Riester’s idea (Riester, 2004: 141,

Riester 2009).

3.4 Analysis of Interests

As studies have found, the extent of welfare retrenchments depends on the actors’
power and interest situation (Hassel, 2009), institutional configuration and path
dependence (Starke, 2006). Therefore, the interest status of the stakeholders as well as

their dilemmas following the election of 1998 are analysed in the following paragraphs.

The negotiation forum between the partners and the government, the Alliance for Jobs
(Biindnis fiir Arbeit), was, among others, intended to discuss reform elements. However,
as a result of the participants’ division in pension-related and other questions, it turned
into a ‘photo opportunity’ for the participants rather than an effective political forum
(Streeck 2003: 9). Since negotiations got stuck with the social partners, the discussion at
the Alliance for Jobs was gradually losing its focus on making agreements. By contrast,
the new government was ‘in the need’ to overcome the dire state of public finances, and
was forced to take unilateral action. Given these circumstances, it is important to
understand the government’s dilemma, before discussing the social partners’ division

and reaction to the government’s move.
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The German government could not afford to increase pension taxes or revenues. As a
result, it had two options left: to raise retirement age or to decrease the level of public
pensions. Since retirement age was already raised by the conservative-liberal coalition
to 65 in 1996, it was in the best interest of the social-democratic/green coalition not to
address this issue again. Employers favoured the 65-limit too; the government could
face demands only from the trade unions. The second option, the decrease of public
pensions, was a more problematic issue. First, a plain cut-back without the introduction
of supplementary pensions was attempted by the previous government before 1998 and
had to be revoked, because of the promise made during the election campaign.
Therefore, any parametric adjustment to the public system without profound alterations
could have triggered the criticism that the SPD’s election campaign was based on a plot.
Moreover, if the level of public pensions is decreased, supplementary savings are
necessary to ensure the living standards of the retirees. Consequently, the government’s
attempt to introduce a pension decrease without any formal additional savings facility
was doomed to fail (Ebbinghaus and Hassel, 1999). It became clear that the reduction of
public pensions was to be accompanied by the introduction of a supplementary pension
system. Thus, the governments’ dilemma was between a mandatory and a voluntary

supplementary system.

While a mandatory system had the clear, long term advantage of including all
employees in supplementary savings and thus reducing the social risk of old-age
poverty, it had drawbacks. A mandatory system is an increase in labour costs that
decreases the country’s competitiveness, and may motivate firms to relocate production
and to substitute labour with capital. Moreover, as the opposition and some members of

the government argued, immediate social risks arise when a mandatory system is
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imposed upon the poor, since they may be unable to afford the additional savings
(Riester, 2004: 141). By contrast, a voluntary system is a burden only to those who
recognise the salience of old age savings and enrol. However, in the absence of
automatic enrolment, incentives are necessary to reduce old age social risks. Several
studies have pointed out that people hardly realise the importance of retirement finances
in time. Usually certain groups of society tend to recognise the need to save in time (see
Clark et. al. 2009 for the UK, reinforced for Germany by Borsch-Supan et.al. 2008).
Even individuals willing to save tend to procrastinate enrolment or ‘undersave’ (see
Laibson, 1998; O’Donoghue and Rabin, 1999, later Diamond and Kdszegi 2002).
Therefore, an adequate incentive structure is necessary. That requires additional funding

from the social security.

Employer associations were clearly against any rise in mandatory pension contributions.
One of the pension reform’s triggers was the increasing burden of social contributions
to the public budget, exceeding forty percent of the labour costs by 1996 (Trampusch,
2006: 64). Employers were unable to afford higher labour costs due to the enormous
cost pressures on Germany’s export-oriented ‘original equipment manufacturers’ (Silvia
and Schroeder, 2007: 1445). Therefore, it was unlikely that employers would
voluntarily agree on additional pension contributions, unless this was diverted from
another, existing labour cost element. Although the proposal about using employee-
financed Tariffonds to save for supplementary pensions instead of early retirement
circumvented this problem, they were divided. The chemical industry had already been
using jointly governed funds to finance unemployment benefits, which illustrates that
some sectors or companies were ready to negotiate such changes. As a consequence,

employer associations achieved legitimacy to support the concept of flexibility only:
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increased autonomy for local, company- or industry-level agreements between capital
and labour (Trampusch, 2006: 66-67). Mandatory supplementary pensions may hardly

be referred to as flexible solutions.

Similarly to employer associations, trade unions were divided about the question of
supplementary pensions. According to Mr. Riester, the trade union of the chemical
industry (IG Chemie) was open to the proposal about a Tariffond-like institution to
substitute the drop in public pensions, and they signed a binding collective agreement
on prescribing mandatory employer contributions to the occupational pension accounts
of all employees (Riester, 2009). However, the IG Metall remained divided, according
to Mr. Riester. Its leader, Mr. Zwickel firmly rejected the altered version of Tariffonds,
fearing that this ‘would solve the problems of the social security by using our money’
(Riester 2004 134)16. He argued that Tariffonds should finance early retirement (at 60).
This move would eliminate older workers from the labour market and thus create
sufficient number of new jobs for the young. This, in turn, would generate additional
social security revenues, making the reduction of public pensions unnecessary (PNP,

1998).

As the different opinion of IG Metall and IG Chemie showed, the question of opposing
or supporting the government in the pension retrenchment was not one with an obvious
answer for the trade unions. While they might have been able to achieve an
indispensable role in pension provision and thus boost their relevance to their members,

they have had to pay a political price for it by assisting the government in decreasing

16 It almost looked like, as they thought, I would keep the funds from the collective agreements for
myself!” (,,Fast kam es mir vor, als dachten sie, ich wiirde die Mittel aus den Tarifabschliissen fiir mich
behalten wollen!” Riester 2004: 134)
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the level of public pension benefits. Should they have gone for this option and had
supported the government, the enrolment question had posed another dilemma. On one
hand, although mandatory enrolment could have been seen as an imposed ‘tax’, as Mr.
Zwickel did (Trampusch 2006: 68), it could have reduced the risk of old age poverty.
On the other hand, a voluntary system may have been used to boost the trade unions’
attractiveness by providing benefits to their members, compared to employees not

covered by these services.

Table 3.1. The decision matrix of the pension reform

1. Government’s proposal

Mandatory Voluntary enrolment
enrolment

¢ Trade union IG
Chemie

¢ Employer association

Syl T st of tge cyhemical e Employer associations

2. Social proposal industry

partners’ e Employers — if no

reaction employer financing

Trade unions

Oppose the reform Employer
proposal associations — with

employer financing

e Trade unions

Note: the table contains social partners’ response, depending on the government’s proposal
Source: author’s own analysis

This political situation between the government and the social partners may be
interpreted as a decision ‘game’ (Table 3.1). At first, the government had to choose
between proposing a supplementary system with mandatory or with voluntary
enrolment. Following its choice, social partners had to react to the government’s
proposal. In case both social partners decide to support, they were promised special
rights in pension provision and fund management in return (Riester, 2004: 134).
However, as it looks from the current analysis, a mandatory proposal promised little

success to the government. Why did the government propose it then?
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Mr. Riester was forced to take unilateral action, and suggested the introduction of
supplementary pensions financed by employee contributions, with universal, mandatory
coverage in June 1999. This solution had the advantage that no incentive system was
necessary, and thus did not require additional social expenditures from the treasury. His
ideological consideration was that a mandatory system would leave no one out (Riester,
2004:143). Moreover, although Mr. Riester saw the division within the trade unions, he
believed in trade unions’, particularly the IG Metall’s support, given the support of the

chemical union (Riester, 2004: 143).

Moreover, the government aimed at attaining the employers’ support, and proposed
financing savings according to the original Tariffonds plan, partly from wage increases.
This meant employee contributions only, and therefore it was interpreted by the trade
unions as a true threat. Consequently, IG Metall and other trade unions fiercely rejected
the government’s proposal (StZ, 1999, BZ, 2000). Mr. Zwickel regarded it to be
shameful for a social democratic government to leave pension savings entirely to the
employees (StZ, 1999). Since savings were to become mandatory, they would be
perceived as taxes. The net effect is therefore a decrease of the wage-levels. Retirement
income would not increase either, since the new savings would only replace the public
pensions. Trade unions perceived the government’s proposal as an intervention and an

offence to their bargaining competence (Trampusch 2006: 69).

The public response to Mr. Riester’s mandatory proposal was surprisingly intense. It
was interpreted as ‘forced savings’ and as a de facto increase of social contributions
(Riester, 2004: 142). Trade unions and the parliamentary opposition together were

sufficiently strong to foil this plan: the uproar isolated Mr. Riester even within his
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government, so he had to abandon the mandatory proposal (Riester, 2009). Interests for
a mandatory system never disappeared, as some SPD and even CDU officers declared
later, in the autumn 1999 (TZ, 1999b), although the issue of the mandatory system did
not return to the governmental agenda again. The SPD was losing elections in several
Lander in a row, therefore the Ministry of Labour had to choose options of least
resistance (Streeck and Trampusch 2005: 182). The government changed its strategy,
and started offering concessions in all fields, including the pension reform. The new
proposal incorporated an enrolment option to the secondary system, whereby the
pension contributions were planned to be exempt from income taxation. It was only in
case the coverage turned out to be insufficient that the government would have to

reconsider mandatory enrolment.

The voluntary system and the cut in public pensions divided the trade unions, since this
was still a welfare retrenchment without the benefit of any special rights received. They
revised their opinion: on 6™ July 1999 trade unions and employer associations signed an
agreement about strengthening the occupational pension system as an alternative to the
public pensions (Eiro, 1999). By this move they expressed their interest in pension
provision, but did not support the government in the retrenchment of public pensions in
a straightforward manner. Quite to the contrary, some trade unions were still threatening
to block the reform by strikes. In order to prevent this, the government offered
concessions to them (Streeck and Trampusch, 2005: 182). One of these concerned the
government’s proposal on the decrease of the public pensions, which was very similar
to the conservative-liberal government’s demographic factor. Due to the trade unions’
protest the government replaced this element with a smaller reduction (Riester, 2004:

157). Another concession was that the collective agreements were allowed to overrule

88



individual employer-employee agreements on the matter of occupational pensions
(Tarifvorbehalt). Furthermore, all employees had the right to transfer their gross salaries
into a savings account and thus receive tax subsidy (Entgeltumwandlung). However,
private pensions gained similar significance in replacing public pensions (Borsch-Supan

and Wilke, 2006: 15).

3.5 The Pension System after the Reform

The reduction of the public pensions did not need approval from the Lédnder and the
Bundestag voted in favour of it on the 26" ] anuary 2001. The SPD, with its coalition
partner, the Green Democrats, had the necessary amount of votes to achieve sufficient
support (they supported, while CDU/CSU, FDP and PDS opposed the reform). The
CDU was criticising for the social risks induced by the proposed system, and for leaving
vulnerable parts of society without an adequate old age income. Their argument was
that only wealthy households would benefit from the tax-favoured savings
opportunities. Therefore, they demanded the introduction of direct subsidies as one of
the conditions of their support. As a result, special subsidies were incorporated for
families with children, but not for widows (Riester 2004:152). According to the minutes
of the Bundestag, this was one of the reasons why the CDU remained dissatisfied.

(Deutscher Bundestag, 2001: 16430).

Table 3.2. The results of the vote in the Bundesrat on the 11th May 2001

Number of Vote Remark
votes
Niedersachsen 6 yes SPD majority
Nordrhein-Westfalen 6 yes Won’ by the CDgOfég?Z;l;)g scandal (Helms,
‘Won’ at the Land-election in March, by
Rheinland-Pfalz 4 yes concessions on the pension reform proposal
(Heimpel, 2003: 78)
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St sl 4 yes Won’ by the CDlzIofégl?zczl;)g scandal (Helms,
Sachsen-Anhalt 4 yes SPD ‘tolerated’ by PDS

Promise of new jobs (SPD-CDU coalition
Brandenburg 4 yes (Hei rJn pel,(2003: 76) )
Berlin 4 yes Promise of new jobs (SPD-CDU coalition)

(Heimpel, 2003: 76)

Hamburg 3 yes SPD/Griinen majority
Mecklenburg- 3 SPD risked the coalition with FDP (Heimpel,
Vorpommern yes 2003:76)
Baden-Wiirttemberg 6 no CDU majority
Bayern 6 no CSU majority
Hessen 5 no CDU majority
Thiiringen 4 no CDU majority
Sachsen 4 no CDU majority
Saarland 3 no CDU majority
Bremen 3 abstained Result of the SPD/CDU coalition
Total 69 Number of ‘yes’ votes: 38 (55%)

Note: although the Lander differ by the number of delegates and therefore weights in the Bundesrat, each
Land has to vote with a unanimous decision
Sources: www.bundesrat.de, Helms (2003), Heimpel (2003)

The government had to engage with other parts of the society in order to ensure the
necessary majority in the Bundesrat, the assembly of the Lander-representatives. Most
representatives of the Linder are affiliated to the parties, but they are elected locally.
Therefore, the pension reform proposal had to be adjusted according to local political
situations (Table 3.2). Such local political constellations could have even turned SPD-
led Léander against their government (Riester, 2009). An example for a compromise
with the representatives of the Linder was the promise of new (local) jobs: since two
types of incentives were developed, two institutions with around one thousand public
employees were necessary to manage the subsidy-system. The CDU labelled the idea as
a complex, bureaucratic ‘monster’ (Deutscher Bundestag, 2001: 16433). Nevertheless,
the creation of these institutions proved to be beneficial in the short term: the votes of
Brandenburg and Berlin were obtained by the promise that the new administration

would go there and create new public jobs (Riester, 2004: 169).
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The government made further concessions to convince the Lander-representatives and
to ensure majority in the Bundesrat (Heimpel, 2003, Helms, 2003). In the local elections
in Rheinland-Pfalz and Baden-Wiittenberg, local political leaders, regardless of their
party-membership, actively requested changes to the pension proposal. The SPD-
representatives of Rheinland-Pfalz promised the voters that savers would be able to use
their individual pension-savings for real-estate purchase (Heimpel, 2003: 76). This
request coincided with the demand of the building industry. Votes from several other
SPD-led Linder were ensured by concessions in other fields, such as increase in child
allowance and increase in funds to the Linder (Heimpel 2003:70). The SPD of
Mecklenburg-Vorpommern risked violating the coalition agreement with FDP by voting
in favour of the reform. Furthermore, according to Helms (2003: 432), the unexpected
revelation of the CDU-financing-scandal created a ‘window of opportunity’ for a wide
range of institutional changes, including the pension reform. After the scandal, the CDU
lost the local elections in Nordrhein-Westfalen and Schleswig-Holstein (in February and
May 2000, respectively), and the SPD obtained several seats in the Bundesrat. The

Bundesrat approved the pension proposal by a narrow margin.

Social partners were unwilling to cooperate with the government in the course of the
pension reform for the reasons discussed above. Despite the failed attempt to achieve
cooperation, social partners managed to obtain a minor privilege for the collective
agreements in pension provision. These agreements can overrule individual employee-
employer agreements about occupational pensions. In general, however, occupational
pensions are eligible to the same type of subsidies and treatment as private pensions.
The final legal text left the choice between private and occupational supplementary

pensions virtually undecided (Borsch-Supan and Wilke, 2006: 15). As a result of this,
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social partners’ means attained during the reform remain limited to issues related
occupational pensions. As a result, occupational pensions became part of the collective
bargaining process. Collective agreements were achieved in two major areas in relation
to this: employer support in pension contributions, and the foundation of pension

providers owned and managed by the social partners (Bispinck, 2002).

Almost all collective agreements provided some degree of employer support to sponsor
occupational pension plans from 2002 onwards, but show a great variety of solutions.
The summary provided by Bispinck (2002) highlights this: there are firm-level
agreements, regional and industrial agreements, as well as schemes with proportional
employer contributions to individual savings, or other schemes with flat contributions to

all employees. This provided sufficient flexibility to the employers.

The second area of collective negotiations after the pension reform was the creation of
collective pension funds. Social partners jointly govern these non-profit initiatives,
usually one provider for one industry'’ (Versorgungswerke). These companies or
cooperatives organise pension provisioning by outsourcing most parts of their activities.
Asset management and distribution is executed by the financial industry, since even
these could not escape from the logic of finance (Dixon and Sorsa, 2009: 359). The
greatest assets of social partners’ pension providers are their reputation and the number
of employees enrolling in a pension plan; therefore, they exploit these to achieve cost
advantages at their for-profit partners. However it must be pointed out that the

prescribed employer contributions are not linked to the enrolment at one of the social

7 For instance, HoGa-Rente for Hotelling-Restaurant-Catering, Chemie Pensionfonds for the chemical
industry, MetallRente for the metal and electronic industry, Wertguthabenfonds for the locomotive
drivers, ZununftsFonds for paper, print and media, SoKaBau for the construction industry.
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partners’ pension schemes. The reason for this is their internal division again: several
large employers manage their own, traditional Pensionskassen (a type of pension
product) or newly founded pension funds, and they would hardly give up these for the
sake of the jointly governed Versorgungswerke. Therefore, the Versorgungswerke were
interpreted by Dixon (2009) as the social partners’ symbolic efforts to offset the

individualised nature of the pensions.

The role of social partners in pension provision was decisively changed by the uniform
collective agreements of 2006 in the metal- and electric (M+E), and the chemical
industries, applying to all employees and employers covered by the agreements. The
M+E-collective agreement closed down an existing type of employee-benefit aimed at
asset accumulation (vermogenswirksame Leistungen), which offered a range of savings
possibilities, including real-estate purchase, life insurance, bank savings accounts or
contributions to a pension plan. From 2006 onwards, these resources were exclusively
dedicated to the last option, to pension savings (altersvorsorgewirksame Leistungen).
As a result, all employees covered by collective agreements are enrolled in a pension
savings plan if they require so, and receive automatically a yearly amount of employer
contributions of 319.08€ per full time worker (TV AVWL, 2006). Although this savings
amount is relatively small, the automatic enrolment proves to be an efficient tool in
pension provisioning. The chemical industry introduced similar measures, also in 2006.
It offers a slightly higher amount of fixed employer contributions and an additional
variable amount, depending on the employee’s own savings (Chemie, 2006). The
measures of the two most important industries show that the social partners changed

their attitude towards the voluntary nature of the secondary pension system. According
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to the collective agreements of 2006, employees are ‘forced’ to put aside the employer

contributions for the retirement, as opposed to more liquid investments or cash payout.

There are several reasons for the change in the social partners’ attitude. First, the reform
of 2001 did not solve the deficit of the public pension system. A further decrease of the
public pension levels was accepted in 2004, creating a system similar to the ones with
notional defined contributions (NDC) (Borsch-Supan and Wilke, 2006: 25). In addition,
official retirement age was increased to 67 years. As a result, the importance of the
supplementary system increased, and so did the social risk of not saving for the
retirement. Second, Germany overcame some of the difficulties of the late-nineties. Real
wages hardly increased, and the country gained competitive advantage. It has been
referred to as the export-champion since, being only recently surpassed by China
(Joebges et. al. 2009). Finally, social partners’ membership numbers dropped further.
Both the trade unions and the employer associations continued losing members. While
the Confederation of German Trade Unions (DGB) had eight million members in 1999,
6.5 million remained by 2006 (DGB, 2009). Gesamtmetall, the employer association of
the metal- and electric industry had around 6500 member employers. Although this
figure decreased only slightly, to around six thousand by 2006, two thousand of them
were exempt from the collective agreements (GesamtMetall, 2009: 10). They were

increasingly interested in finding new roles.

3.6 Implications and Conclusions

The demographic ageing in the Western societies and the rise of the global competition
profoundly challenged the sustainability of the German public pension system in the

nineties, therefore reforms became inevitable. International experience shows that
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welfare retrenchments and pension reforms hardly pass without the involvement of
political and social institutions, including the social partners. Deals or ‘social pacts’
made with them can not only change the destiny of political actors involved, but can

also profoundly alter the underlying political and economic structure.

The current analysis has cast light on the relationship between the political actors’
interest situations and the underlying pension structure, using the example of the
German pension reform in 2001. While doing so, it has contributed to the existing
literature. First, this paper has investigated new aspects of the power positions related to
the pension system. As it has been shown, social partners were not sufficiently unified
to find a compromise in the pension issue. Although trade unions could express
sufficient and decisive protests against the government’s proposal to introduce a
supplementary system with mandatory enrolment, they could not force the government
to reduce retirement age to 60 again, or to prevent the decrease of public pensions.
Trade unions’ main achievement was the change from mandatory to voluntary
enrolment mechanism, and minor privileges in a market-based supplementary system.
Employers aiming for flexibility in supplementary pension issues also favoured a

voluntary system, but with less ‘spectacular’ political involvement.

The real implication of this political situation cannot be understood immediately after
the reform. Admittedly, it is tempting to judge the consequences of the pension reform
by looking at the dramatic alteration of power situations. If the analysis did that, it could
note that the social pact failed, and trade unions’ demands were not fulfilled. However,
as the example of the long term investigation has shown, the fiercest protesters of the

reform, the trade unions, turned out to benefit from it by adjusting their behaviour once
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the reform was over. They finally founded the collectively managed pension funds, and
could manage them successfully. This was achieved with the help of smart market
strategies and collective negotiations. The attained employer-financing increased the
attraction for employees to be covered by a collective agreement. As a result, collective
agreements now set the standard in the question of occupational pensions. Employers
and employees not covered by these agreements may be in a worse position, since they
do not receive pension provisions. Therefore, it seems to be a promising field of interest
to investigate the power of the social partners’ on the market, and the effect of their

standards on employers not served by them.

Second, the analysis has shown that although the social partners benefited from the
failed cooperation with the government, it had profound implications for the employees
and retirees, particularly in the question of old age poverty. Although the number of
savings plans has been growing since their introduction, studies show that some
individuals have more than one savings plan, while others have none (Borsch-Supan et.
al., 2008). Moreover, even those saving for their old age may still contribute too little
amounts. It is therefore important to monitor and understand the motivations of

employers and employees enrolling and saving for the retirement.

Finally, the analysis is an addition to the existing literature. It supports the argument
that the studying of pension reforms and social pacts should not be restricted to the
spectacular and profound changes during reforms. As this paper has shown, periods
between abrupt changes may deliver similarly serious modifications in system
characteristics. Moreover, a better understanding of ‘power interests’ and ‘policy

interests’ is inevitable to understand the decisions of political actors, since it seems that
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the heterogeneity of concepts such as ‘trade unions’ or ‘social partners’ makes the

application of the social pact theory more challenging.
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4 Adoption Patterns of Occupational Pensions in

Germany

4.1 Introduction

The adoption of financial products has been subject to geographical and other type of
research for a long time (Higerstrand, 1965, Pred 1973, Bass, 1969, Allaway et. al.,
1994, 2003, Huberman, 2001). As the literature of geographical diffusion processes
explains, spatiotemporal patterns of innovation adoptions may be results of several
forces in play, such as the available knowledge of and trust towards the innovation
(Wdjcik, 2009), which may be distance-dependent (Rodriguez-Pose and Zademach,
2003), or other forces, such as the importance of local context and local circumstances
in a world with increasingly better information availability (Ormrod, 1990). The
identification of adoption patterns is the first step towards understanding the structure of

diffusion processes.

The German pension reform of 2001 offers a unique opportunity to investigate the
objective of this paper, namely, to study the adoption patterns of a financial innovation.
This pension reform significantly decreased the level of public pensions. To replace the
loss in retirement income, individualised secondary occupational and private pensions
were introduced (Schméhl, 2003, Borsch-Supan and Wilke, 2006). The enrolment in
these occupational (and private) schemes has been voluntary with an opting-in system.
Since there is no legally set mandatory employer contribution, most savings plans are
financed from the employees’ salaries and state subsidies. These occupational pensions
are provided by specialist financial companies, which offer their products to the

employers first, and only then to the employees. This means in other words that the
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prerequisite to the individual adoption of the financial innovation is the employer’s

decision to adopt the product'®, making the investigation more rewarding.

This employer-employee process offers an interesting avenue for geographical research.
The diffusion and adaptation of information about innovations is locally bounded, as for
instance Higerstrand (1965) has shown with the help of stochastic models. As a result,
the information available varies according to the distance between the source and
adopter (Loughran and Schultz, 2005). Once the necessary information is there, local
circumstances still alter the geography of diffusions systematically (Ormrod, 1990). For
instance, employers’ and organisational behaviour varies across geographies (Monk,
2008). Employee decisions are likely to be affected by individual behavioural
shortcomings which show geographical variations (Clark, 2010). Individuals prefer
present income to income in the future (Laibson, 1998, O'Donoghue and Rabin, 1999),
and the extent of short-termism is again typical for certain locations (Clark et. al.,
2008). Finally, employees’ adoptions often depend on the employers’ timing.
Employers not only remind employees on the importance of retirement-savings by
adopting occupational pensions, but also is the adoption the moment when the

innovation and the necessary information become available locally (von Hippel, 1994).

There is a reason to believe that the voluntary occupational pension schemes created by
the German pension reform of 2001 show typical spatiotemporal patterns, based on the
arguments above. This paper aims of this paper is to uncover these patterns by looking
at employer-level adoptions first. Then, employee-level enrolments are analysed,

followed by the identification of relationships between the two. Implications are drawn

'8 Employer-level adoption can nevertheless be initiated by an employee, since he or she has the legal
right to do so (Borsch-Supan and Wilke, 2006). This feature is discussed in detail in the next section.
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for further research using a unique, proprietary data-set of a German pension plan,
covering more than twelve-thousand employers and 286 thousand employees, enrolling
between 1* January 2002 and 31* December 2009. The paper addresses the following

research questions:

- Do employers of metropolitan areas adopt occupational pensions earlier than their
surroundings?
- What pattern do employee-level adoptions follow?

- How does the employers’ timing of enrolment affect employees’ behaviour?

The data, and therefore the analysis, refers to the German metal- and electric industry
(M+E). This industry is of enormous economic importance: it represented app. ten
percent of all employees in Germany, and roughly the half of all national exports in
value terms in the year of 2008 (Gesamtmetall, 2010; Destatis, 2009: 73 and 644).
Furthermore, the profound change in the social policy of its trade union and employer
association makes the case of the M+E-industry more compelling. The collective
agreement of 2006 prescribed employer contributions to all employees covered by these
agreements, but employees still have to opt-in to receive these benefits (Bispinck,
2007). Altogether, it is a unique opportunity to investigate the regional impact of several

forces affecting the geography of pensions.

In short, the study delivers the following findings. Both employers and employees
located in metropolitan areas adopted earlier than their counterparts outside those
locations. Furthermore, the research shows that Western employers and employees

adopted earlier than their Eastern counterparts did. Employee decisions are influenced
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by the employers’ adoption: employers with an existing relationship to an occupational
pension provider were more likely to enrol employees earlier than employers without.
Furthermore, geographical differences in the gender-gap are identified, meaning that
women on average were less behind men in enrolment-timing in the East than in the

West.

The study is structured as follows. The following section constructs the research-
framework, and creates hypotheses on the diffusion patterns based on the relevant
literature. The third section talks about the data used and the methodology. The fourth
looks at the spatial diffusion of the new pension products on employer-level, while the
fifth analyses employee-level adoptions. The last section draws implications for the
financial industry and for researchers, which may serve as hypotheses for future

investigations.

4.2 The Framework

4.2.1 The structure of occupational pensions

Traditionally, German employers decided on offering and financing pensions as
additional benefits within the framework of an employer-employee relationship
(Wiedemann, 1991). This has not been and uncommon: many large employers have a
tradition in occupational pensions, as well as small- and medium- sized enterprises have

been involved in the ‘production of welfare’ (Berndt, 2000). There were roughly 9.5
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million such occupational pension contracts'® at the end of 2001

(Alterssicherungsbericht, 2008: 131).

When the generous, pay-as-you-go German public pension system became
unsustainable due to the country’s ageing society, the German government reduced the
amount of public pensions from seventy percent of the average lifetime earnings to
fifty-five percent in 2001, and to forty percent in 2004 (Borsch-Supan and Wilke,
2006:22; 29). In order to offset the drop in retirement income, the system of
occupational (and private) pensions was altered from several aspects. Following these
changes, approx. 4.3 million new occupational pension contracts were signed between

2002 and the end of 2007 (Alterssicherungsbericht, 2008: 131).

An important change introduced by the reform was that the new occupational schemes
available from the beginning of 2002 could be requested and financed by employees
too. This means that employees may trigger the adoption on employer-level by deciding
to convert a part of their salaries into (tax-subsidized) occupational pension savings
(BetrAVG (2001) §1a) since the beginning of 2002. The pension reform of 2001 did not
prescribe mandatory employer contributions; neither there is an automatic enrolment
mechanism in place. Employers may finance new plans (and old, un-subsidized plans

too). Moreover, co-financing is also possible.

Another change to occupational pensions was that collective agreements may overrule
individual employee-employer agreements over occupational pensions, and prescribe

employer contributions (BetrAVG (2001) §17(3)). For instance, all chemical and M+E

' These products may have been internally managed, such as the Direktzusage (direct pension promise)
and the Unterstiitzungskasse (support fund), or externally managed and funded, such as Pensionskasse or
the direct insurance.
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employees covered by the collective agreements received pension contributions from
their employers from 2006 onwards (Chapter 3). Finally, the new occupational products
may only be managed by specialized financial companies. Therefore, employers can

rarely distribute and manage the products themselves.

There has been extensive research conducted on the take-up of supplementary pensions
over time (Borsch-Supan et. al.,, 2008). However, regional patterns of the diffusion
process have been neglected so far, to the best of the author’s knowledge. Models
looking at the effect of geography in the adoption of innovations offer a wide range of
methods to fill the hole in the literature (Mahajan et. al., 1990, Allaway et. al., 1994,
2003, Howells, 2006). The focus of the current study is the adoption of the new
occupational pensions reformed in 2001°°. As other diffusion-analyses, this study looks
at time: what characterises employers and employees who adopt the new products
earlier than others. The process is investigated as a joint outcome of the employer- and
employee-level decisions. The employer first has to sign a contract with a specialist
financial company to offer the product to its employees, and only then can employee-
level adoptions start. Accordingly, the following factors are discussed explicitly:
patterns appearing in the employer-level adoptions, patterns describing employee-

enrolment, and interdependencies between employees’ and employers’ adoption-timing.

The goal of this paper is to uncover regional and temporal adoption patterns. While this
research can be a rewarding undertaking per se, no quantitative investigation can be
complete without qualitative engagement with the local context (Strauss, 2008:147).

This means in other words that the causality between patterns and hypotheses needs to

* The study focuses on the occupational pension products direct insurance, pension fund and
Pensionskassen eligible for salary sacrifice (Entgeltumwandlung) introduced in 2001.
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be tested with the help of qualitative research. Nevertheless, as Schwanen and Kwan
(2009) argue, quantitative analyses can be useful without additional research too, if
results are interpreted with critical sensitivity. Therefore, identified patterns can deliver

unique insights; it remains subject to further research to confirm causality.

4.2.2 Hypotheses on employers’ pension adoption

The literature of new product diffusions explains adoption patterns with the help of
spatiotemporal spread of information about the innovation (see Higerstrand, 1965, or
Pred, 1973, who underpin identified urban-rural differences with the availability of
information), and with further systematic variations in the time and probability between
the availability of the innovation and adoption (Bass, 1969, Clark et. al., 2008). These
two forces matter both in case of organisations (Ormrod, 1990, Strauss, 2009) and in
case of individuals (see Brown et. al., 2008, who explain stock market participation with
neighbourhood-effects). The expectations for enrolment patterns are thus underpinned

with both types of arguments both for employers and employees.

In the first instance, employers’ geographically varying adoption patterns are explained
with the help of literature focused on the role of information. First, the financial
industry does not have the same type of contacts to, information on, and access to the
employers, depending on location. Financial centres are unevenly distributed across
Germany (Klagge and Martin, 2003, Martin et. al., 2005, Sunley et. al. 2005), situated
more densely in the West, with a slightly worse coverage in the Eastern part of the
country. As Loughran (2007) argues, information dissemination is quicker in the case of
local firms, which are better known by the financial sector due to their proximity. To

illustrate this, he and his colleague looked at investors who traded stocks of urban
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companies more often and in higher quantities than stocks of rural ones (Loughran and

Schultz, 2005).

Moreover, employers have different access to financial expertise according to their
location and the distance to the financial industry. As a result, remote employers do not
know financial innovations as well as their local counterparts. The example of listing on
a stock exchange illustrates this explicitly: German and other employers located in
financial centres are more likely to go public, not least because of the local presence of
intermediaries, such as investment banks, consultants and auditors possessing the know-
how necessary for public listings (Wojcik, 2009). Another example is provided by
Rodriguez-Pose and Zademach (2003), who isolate the effect of geographical proximity
and general economic activity in explaining mergers and acquisitions in Germany. The
study suggests that geographical distance is indeed an important determinant of the

available information about the target company.

In the second instance, employers’ adoption is explained with other factors not strictly
dependent on the knowledge of the innovation. For instance, employer size and
industry-affiliation may explain regional differences in timing. It has been shown that
large German employers with tradition, experience and expertise in occupational
pensions were most likely to start offering the new products immediately after the
reform, while their small- and medium sized peers followed later (Dummann, 2008,
TNS Infratest, 2008). Furthermore, larger employers were more likely to be covered by
collective agreements, while their smaller counterparts were not. Given the mandatory
employer contributions prescribed by the M+E agreement from 2006 onwards, a

difference is suspected between the employer adoption patterns of the periods 2002-

105



2005 and 2006-2009. This expectation serves later as an element in the model (without

formulating it as an explicit hypothesis).

Furthermore, auxiliary industries such as financial and management consultants, and
companies involved in accounting may catalyse adoptions. Such ‘knowledge-based’
service industries are over-represented in large cities, and obtain their clients by
leveraging their personal relationships, as the example of management consulting firms
shows (Gliickler, 2007). Accordingly, metropolitan areas, defined as settlements and
agglomerations over the population of half a million, are used to represent both business
and financial centres in Germany, following the recommendation of Brinkhoff (2010).
Hypothesis 4.1 of this chapter is formulated as follows: the adoption of the new
occupational pensions may be better fostered in metropolitan areas, as opposed to non-

metropolitan areas”'.

Moreover, a general East-West gap is suspected in employers’ enrolment timing. This
assumption is based on partly the previously mentioned interplay between employer
size and the timing of the enrolment: while the average number of employees per
employer®® was 91 within the boundaries of the former German Democratic Republic,
the East of the country, the same figure was 167 in the metal- and electric industry at the
end of 2009 (Gesamtmetall, 2010:4). The East-West gap may also be a result of the
previously discussed role of information: in the East, the number of financial centres is

relatively less, than it is in the West (Klagge and Martin, 2003). As a result, employers

2! One could possibly argue that large employers are often headquartered in metropolitan areas and are
better targets. First, headquarter location does not necessarily reflect all business sites, which may
organise pension provision differently. Second, without mentioning names, several large employers are
located outside metropolitan areas. Third, large employers may have their own pension providers, and are
therefore not attractive targets.

** Considering employers with an average number of employees 20 or greater.
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(and employees) in the East are expected to have adopted on average later than their

Western counterparts (Hypothesis 4.2).

4.2.3 Hypotheses on employees’ pension adoption

Having shown the expectations on employer decision patterns, product diffusion among
employees is discussed (B). Employees have a good reason to save for the retirement.
The reduction of the public pensions did not affect existing retirees; it has been
introduced gradually so that individuals with little time until retirement face smaller
reductions. Regardless of birth cohort, the same tax- and direct-subsidies were created
for every employee in the private sector in order to promote enrolment and savings. As
a result, individuals closer to retirement can benefit from saving for the retirement with
the help of the new products, receive the full subsidy-amount in each year they save,
and receive the relatively higher public pensions later. In contrast to that, younger birth-
cohorts will be eligible to lower public pensions, but are entitled to subsidies over more

years.

Regional patterns in employees’ timing may be results of several causes. Humans tend
to procrastinate decisions that involve immediate costs and future rewards (O'Donoghue
and Rabin, 1999). Older workers are more effective in saving for the retirement (Clark
et. al., 2009), while young employees rather save for short-term purposes (Borsch-
Supan et. al., 2008: 26-33). As shown in other studies, average age in the Eastern
population is significantly higher (38.7 in 1999) than of the Western population (37.2)
due to a migration-wave after the country’s re-unification (Burda and Hunt, 2001: 21,
53-5). The case is similar with the metropolitan/non-metropolitan difference: according

to the German Statistical Office, the share of the population between the age of 45 and
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64 is higher in cities than it is outside them (Destatis, 2010). This may suggest that

employees in metropolitan areas and in the East were quicker in the uptake.

Hypotheses can be formulated on geographical differences in adoption patterns
comparing enrolees of the same age. Not only may the above mentioned concentration
of financial knowledge in metropolitan areas cause similar geographical patterns in the
case of employees, but it may be well the result of higher level of education in cities.
Moreover, employees of metropolitan areas usually have higher wages thus higher
disposable income in nominal terms, offering more opportunity to save™. This may
serve as an incentive for the financial industry to approach metropolitan employees first,
and non-metropolitan later. In summary, there is likely to be a metropolitan-effect in

employee-enrolment decisions too (Hypothesis 4.3).

Besides age, gender is expected to be a determinant of adoption-decisions. Women are
in general more willing to plan their retirement finances (Clark et. al., 2009), therefore
they are expected to enrol in the new occupational pensions at an earlier age than men.
However, in the East, besides the better availability of state-owned childcare facilities, a
cultural effect may drive women to enrol earlier in savings plans. Women’s aspirations
have been profoundly different in the East, preferring financial independence to staying
at home (Rosenfeld et. al., 2004). By the same token, the gender gap in timing may be

narrower in the East in the West (Hypothesis 4.4).

Similarly, female roles within the society differ between South and the North of the

country (Sackmann and Héussermann, 1994: 1383). Women return to their jobs after

» Notwithstanding the fact that price-levels in cities are usually higher too.
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maternity leave more often in the South (Bayern and Baden-Wiirttemberg), meaning
that women aim for paid work and financial independence in the North less often than
in the South. Therefore, as a part of the Hypothesis 4.4, the North-South difference is

tested: women are expected to enrol in the South closer to men than in the North.

4.2.4 Expected relationships between employers’ and employees’

decisions

Employee take-up also depends on the timing of employer-adoptions. Technically, it
takes time for the employer to adopt a product; individual adoptions can only follow
later. Moreover, individual decisions are not made in isolation. Rather, they are often
based on the recommendations of friends and colleagues (Clark et. al., 2009). People
uninterested in occupational pensions may become engaged with time, as a result of
social network-effects within a company (Duflo and Saez, 2002, 2003), or as a result of
the employers’ active engagement in advertising occupational pensions (see Appendix
1). Finally, if employer size matters and large employers hire young individuals every
year, they are more likely to produce a constant flow of new enrolees. These arguments
altogether suggest that the time passed since the pension product has been on offer at an
employer is expected to play a role in individual decisions. Hypothesis 4.5 is thus
formulated: once the relationship to the financial provider is established, individuals can

acquire occupational pensions quicker.

The hypotheses about the spatiotemporal diffusion are collected in Table 4.1. The
diffusion of the new occupational pensions depends on when employers adopt it (A),
when employees adopt it (B), and how employers’ timing affects employees’ adoption

(C). Geography is assumed to have an effect on employers (A), and assumed to have
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another effect on employees (B). Their difference is partly explained by (C). This
proposed enrolment-model does not imply that there would be no exogenous effects that
influence (C). Employer size therefore most probably affects patterns observed in (C).

The model proposed here merely formulates expectations on enrolment patterns.

Table 4.1. Summary of hypotheses on enrolment decisions

Metropolitan effects Regional effects
Hypothesis 4.2:
(A) Employers’ employers headquartered Hypothesis 4.1: employers in
adoption date in metropolitan centres the West adopt earlier
adopt earlier
’ Hypothesis 4.3: Hypothesis 4.’4: the dlfferen,ce
(B) Employees o between men’s and women’s
employees living in . .
absolute date of metropolitan areas adopt adoption is narrower in the East
enrolment p carlier p and in the North than in the
West and South
a(d((:)) t]?(l)l;p clizzzasif)n Hypothesis 4.5: once the relationship to the financial
Ir)elative - provider is established, individuals can acquire occupational
employers’ adoption pensions quicker

4.3 Data and Methodology

This analysis is based on a unique proprietary piece of data offered by a leading German
occupational pension provider. The profile of this company is to distribute the new
subsidized occupational pensions, and to manage pension assets afterwards. The data
considered by this analysis comprise 286 379 individuals and 12 500 employers, active
in the metal- and electric industry, one of the most prominent industries of the German
economy. The analysis does not cover aspects of competition or sales success in
Germany or within any of its regions. The sole aim of this investigation is to contribute

to the literature of economic geography.

One of the greatest advantages of this unique data-set is its comprehensiveness. First, it

represents approximately ten percent of all employees in the metal- and electric
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industry, highlighting the importance of the analysis. Second, its coverage provides
sufficient number of observations for every region in Germany defined by the first two
digits of postcodes, making detailed regional comparisons possible. Third, it gives a
reliable picture of occupational pension plan enrolments and suspensions between the
years of 2002, the starting year of the new pension market, and the year of 2009, the
worst year of the financial crisis. Since the pension reform was followed by a series of
legal and institutional changes over the years, including new collective agreements in
2006, or shorter working hours during the crisis year of 2009, the effects of these can be

investigated.

The data contains information about the pension contract of each enrolled employee. It
contains the starting date of the contract (enrolment date), the participant’s gender and
date of birth. It also provides the first two digits of the enrolee’s home postcodes. The
data-set informs us whether the pension product is financed by the employer, or it
involves any employee contributions, as the two outcomes of a binary variable. This
means that the variable has the value of one in the case of pure employer financing, and
the value of zero if the plan is with mixed- or purely employee-financing. The value of
zero means therefore some degree of present sacrifice from the individual from the date
of the decision onwards, whereas the value of one means no additional effort from the
employee. Furthermore, a categorical variable that links enrolees to one single employer
is also available. The first two digits of the employers’ postcodes (headquarters24) are

also available.

* The geographical reference for the employers has the implication that employees of business sites
different from the headquarters are attributed to headquarter-location. Therefore, employee-decisions are
modelled with home postcodes, which reflect actual working locations better.
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The two digit postcodes determine 95 areas in total, as used by the Deutsche Post. These
were classified whether they contain metropolitan areas. The classification was done on
the basis of population-size: postcode-areas covering cities or agglomerations with over
500,000 inhabitants are called metropolitan areas (Brinkhoff, 2010). Remaining regions
were classified as non-metropolitan regions. Population figures were obtained from the
Statistisches Bundesamt publicly available Gemeindeverzeichnis. Furthermore, the two-
digit postcode areas were linked unanimously to the Bundesldnder. In cases when a
postcode-area belongs to two or more Linder, observations (employees and employers)

were evenly distributed.

The analysis is prepared in two steps, first for the employer- and then for the employee-
level diffusion. Both the employer- and the employee-level adoptions are investigated
with the help of an event history or survival analysis technique, called the Cox-type
proportional hazard model (Cox, 1972, R Development Core Team, 2009). This method
looks at the time elapsed until the occurrence of an event, which is in this case, the
adoption of the new occupational pensions. It calculates the absolute value of a baseline
risk (or hazard-ratio) that applies to all observations. Furthermore, it identifies the effect
of the covariates on the baseline risk: covariates are assumed to alter it proportionally.
The employers’ headquarter-location illustrates this effect: the regression calculates
how many times greater or smaller the chance of the enrolment is, if the headquarters

are located in a metropolitan centre, as opposed to a non-metropolitan location.

The Cox proportional hazard method suits the purpose of this paper for several reasons.

First, since this paper intends to verify hypotheses about differences in the timing of the

enrolment decisions, identifying the exact shape of the baseline hazard is not relevant.
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Second, the underlying data is not representative for all employers and employees, since
it does not contain subjects not adopting occupational pensions during the observation
period at all. Therefore, differences in enrolment-risk correspond to differences in the

timing of the adoption. And that is exactly what the hypotheses are about.

Since this study of decisions is aimed at understanding similarities within the same
groups of employees or employers (for instance a Bundesland), and differences across
the different groups (the different Bundesldnder), an altered version of the Cox-model is
used, the Cox-type proportional hazard models with mixed effects (Therneau and
Clinic, 2009), also known as frailty models. Mixed models go beyond traditional
regressions by incorporating random effects. Random-effects are additional error terms
that account for correlations within groups or clusters of the data, such as Bundesldnder.
This allows separate variance estimates among individuals of the same group (same
Bundesland), as well as variances between the groups. The investigation will therefore
deliver parameters associated with all occupational pension enrolees (fixed effect
intercept and fixed effect covariates) and parameters which belong to the groups only,
such as Bundesldnder (random effect intercepts and random effect covariates) (Pinheiro
and Bates, 2000). Mixed models are helpful in the current analysis, since they save the
reader from looking at a reference-category when using geographical dummy-variables
(random-effect intercepts). Furthermore, they allow different covariate values over the
groups of the data, so that the effect of the metropolitan variable may vary across the

Bundeslidnder (random-effect covariates).
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4.4 Employers’ Adoptions

Employer-level diffusion has been following a continuous growth, albeit at a changing
pace (Figure 4.1.). 2002, the first year, delivered the greatest number of employers
enrolling. After that, the yearly number of new employers kept decreasing, almost in a
linear manner until 2006. 2006, the year of the new collective agreement, gave another
push to the number of new employers (the second wave). After that, new employers
kept joining at a decreasing pace again. The development of enrolling employers in the
data is very similar to the development observed within all industries of the German

economy, published by TNS Infratest (2008: 32) for the years before 2008.

Figure 4.1. Share of employers according to enrolment year
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The timing of adoptions differed between East and West. Employers of Western Lander
adopted the new occupational products on average half a year earlier than employers

from the East. 47 percent of the Western employers joining between 2002 and 2009 had
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joined by the end of 2003, as opposed to 37 percent in the East. Similarly to the East-
West adoptions-gap, there was a metropolitan and non-metropolitan division. According
to the descriptive statistics, 30 percent of all Western metropolitan employers joined
before the end of 2002, while the same value was 28 percent in case of the non-
metropolitan Western employers. In the East, the same figures were 25 and 18 percent
respectively. Furthermore, the year of the collective agreement delivered different
results in metropolitan and non-metropolitan areas: after 2006, the East produced over-

proportional enrolment results, compared to the West.

Almost all metropolitan areas enrolled a greater share of their employers within the first
two years than their surrounding Bundesland®. 60 percent of all Miinchen- and
Stuttgart- headquartered employers joined by the end of 2003, whereby only 46 and 49
percent for the remaining parts of Bayern and Baden-Wiirttemberg, the respective
surrounding Bundesldnder for the two cities. With the exception of Nordrhein-
Westfalen and Bremen, all metropolitan areas rank higher than their surroundings
(Table 4.2). Another observable phenomenon is that the share of employers adopting in
the first two years was lower in the Eastern (mainly in Sachsen, Sachsen-Anhalt,
Thiiringen, Mecklenburg-Vorpommern and Brandenburg) and Northern Linder (non-
metropolitan part of the Hansa-city Hamburg, Schleswig-Holstein), regardless of the

metropolitan/non-metropolitan nature of the region.

The share of employers headquartered in metropolitan areas was 27 percent by the end

of 2009. Further weights of the different geographical areas according to the data follow

» Although the total number of employees at an employer is not available, the total number of savings
contracts is there. Using this latter figure, metropolitan employers do not deliver more contracts on
average than their non-metropolitan counterparts. One explanation may be that employers in the M+E
industry located in metropolitan areas are not larger (calculation is not shown).
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the regional distribution of the M+E industry provided by Gesamtmetall (2010: 4),
meaning that the data has a fairly uniform coverage of the Linder, as of the end of 2009

(Table 4.3).

Table 4.2. Proportion of employers joining before the end of 2003

Bundesland Metropolitan cities | Metropolitan Non-‘ Difference
metropolitan

Miinchen 60% 14%

Bayern (BY) Niirnberg 57% 46% 1%

Hamburg (HH) Hamburg 40% 29% 11%

. Stuttgart 60% 11%

Baden-Wiirttemberg (BW) Moarnhoim % 49% %

Hessen (HE) Frankfurt 53% 44% 10%

Niedersachsen (NI) Hannover 48% 44% 5%

Berlin (formally not

Brandenburg (BB) part of Brandenburg) 44% 42% 1%

Leipzig 34% 1%
33%

Sachsen (SN) Dresden 30% ’ -3%

Nordrhein-Westfalen Ruhr-area 50% 51% -1%
0

(NW) Kéln 44% 7%

Bremen (HB) Bremen 47% 53% -5%
Mecklenburg- L 6%

Vorpommern (MV)

Rheinland-Pfalz (RP) n.a. 44%
Schleswig-Holstein (SH) n.a. 36%
Saarland (SL) n.a. 45%
Sachsen-Anhalt (ST) n.a. 33%
Thiiringen (TH) n.a. 40%

Note: calculated as a percentage of employers joining between 2002 and the end of 2009

To investigate the adoption-patterns further, a Cox-type survival regression is used
(Cox, 1972, Fox, 2002). Cox models are semi-parametric (survival) models to predict
the occurrence of an event, in this case, the adoption of the new occupational pensions.
The advantage of the model is that no assumption has to be made about the baseline
hazard function hg(t). However, it is assumed that the effect of the covariates is

proportional and constant over time, representing an implicit assumption.
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Table 4.3. Relative share of employers across the Bundeslidnder at the end of 2009
(100%=Germany total)

Share of employers within the Gesamtmetall
data of the pension provider (all M+E employers)

Sachsen 3% 4%
Brandenburg 2% 1%
Thiiringen 2% 2%
Berlin 2% 1%
Sachsen-Anhalt 2% 2%
Mecklenburg-Vorpommern 1% 1%
Eastern part of Germany total 11% 12%
Nordrhein-Westfalen 25% 20%
Baden-Wiirttemberg 22% 24%
Bayern 17% 21%
Niedersachsen 9% 8%
Hessen 6% 6%
Rheinland-Pfalz 5% 4%
Schleswig-Holstein 2% 2%
Saarland 1% 2%
Hamburg 1% 2%

Bremen 0% 1%

Western part of Germany 89 % 88 %

Germany total 100 % 100 %

Source: data of the pension provider, Gesamtmetall (2010)

The observation time t for the employers is the time passed since 2002 until the date of
the adoption. By using this definition for the observation time, the model makes another
assumption, namely that the employers in the data existed in 2002 already. To
understand the differences caused by the regional variable, enrolment hazard h;(t) is
approximated with random-effect intercepts varying over the different geographies

(Therneau and Clinic, 2009). The formal model is:

h,(t) = hy(t)e” (Formula 4.1)

whereby h;(t) is the hazard rate for the employer i in time t, hy(t) is the baseline hazard,
b is the random-effects vector with the design matrix Z over the geographical areas.
This model does not contain fixed-effect variables. Model 4.1 looks at the employer-

level enrolments between 2002 and 2009 (Table 4.4). Overall, Model 4.1 is significant
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(p value virtually equals zero). No significance-level is calculated for the coefficients,
following the recommendation of Baayen, et. al. (2008), since the traditional t-tests
would create an overoptimistic estimation of the coefficient-related p-values. Instead,
the coefficient-specific standard errors indicate the impact of the variable. As a rule of
thumb, if zero is not within the radius of the coefficient two times the standard error (a
substitute for the z-value of 5 percent), the coefficient has an impact on the enrolment

hazard, compared to the baseline risk.

The exponential values of the coefficients show whether a covariate alters the baseline
hazard, or equivalently, changes the baseline odds of enrolment. A value of one would
indicate that a covariate does not have any effect on the baseline hazard. A value greater
than one means that the odds of adaptation is higher for the employers headquartered in

that given region, compared to the average.

The results show that the greatest exponential values belong to South-Western regions,
Stuttgart, Miinchen and Frankfurt, followed by their non-metropolitan surroundings,
while the lowest values belong to North-Eastern regions and non-metropolitan areas.
This confirms Hypothesis 4.2. Furthermore, the ranking of the random-effects shows
that all metropolitan areas rank higher or at similar levels than their non-metropolitan
surroundings. Although the metropolitan/non-metropolitan difference is not significant
in all cases, it is significant in the case of Bayern (Miinchen vs. BY), Baden-
Wiirttemberg (Stuttgart vs. BW), Hessen (Frankfurt vs. HE) and Niedersachsen
(Hannover vs. NI). Hypothesis 4.1 can be confirmed for these regions, but not for the

remaining geographical areas.
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Table 4.4. Results of Model 4.1

Model 4.1 o] AIC BIC
Integrated log-likelihood 0 83,66 76,22
Penalized log-likelihood 0 92,54 -66,60

Penalized
. standard error
coefficient exp(coef) of the
coefficient

Stuttgart (Baden-Wiirttemberg) 0.25 1.28 0.06
Frankfurt (Hessen) 0.18 1.19 0.08
Miinchen (Bayern) 0.17 1.18 0.08
Mannheim (Baden-Wiirttemberg) 0.15 1.16 0.09
Hannover (Niedersachsen) 0.14 1.14 0.08
Bremen 0.11 1.12 0.09
Bremen/non-metropolitan 0.10 1.11 0.11
B aden-Wurttemberg/ non- 0.09 1.10 0.04
metropolitan

Nordrhelp-Westfalen/ non- 0.08 1.08 0.04
metropolitan

Ruhr (Nordrhein-Westfalen) 0.07 1.07 0.04
Niirnberg (Bayern) 0.06 1.07 0.09
Berlin/non-metropolitan 0.05 1.06 0.13
Saarland/non-metropolitan 0.04 1.04 0.07
Berlin (Brandenburg) 0.03 1.03 0.07
Bayern/non-metropolitan 0.01 1.01 0.04
Ko6ln (Nordrhein-Westfalen) -0.02 0.98 0.05
Hessen/non-metropolitan -0.02 0.98 0.04
Rheinland-Pfalz/non-metropolitan -0.05 0.95 0.05
Dresden (Sachsen) -0.06 0.94 0.09
Brandenburg/non-metropolitan -0.08 0.92 0.07
Hamburg -0.08 0.92 0.07
Thiiringen/non-metropolitan -0.09 0.91 0.07
Sachsen-Anhalt/non-metropolitan -0.09 0.91 0.06
Niedersachsen/non-metropolitan -0.10 0.90 0.04
Leipzig (Sachsen) -0.13 0.88 0.08
Sachsen/non-metropolitan -0.15 0.86 0.06
Schlesw1g-H015te1n/non- -0.19 0.83 0.06
metropolitan

Hamburg/non-metropolitan -0.21 0.81 0.10
Mecklenburg-Vorpommern/non- 025 0.78 0.08

metropolitan

Variance of the random-effect variable |

2.1%

While the results confirm employer-related expectations, it is worth speculating on the

possible explanations for the unexpected North-South difference. First, it may be a

distortion caused by the skewed distribution of the sales force of the data provider

compared to the rest of the market. This possibility is however, less likely, given the

size of the data compared to the rest of the market, and given the remarks of the data
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provider. Second, this phenomenon might be related to the characteristics of the metal-
and electric industry. While the South of Germany is rather oriented towards car
manufacturing with often large corporations and integrated supply chains, this industry
in North does not really have such a decisive, representative profile (Sternberg and

Litzenberger, 2004).

Third, the phenomenon may be related to the geographically varying relationship
between employers and the financial industry, which depends on the availability and
proximity of information. For example, cities with employers enrolling earlier
(Stuttgart, Miinchen and Frankfurt), and the proportion of employees working in the
insurance industry has been the highest in Germany, according to the geographical data
obtained from the Federal Labour Office (Bundesagentur fiir Arbeit, BfA). However, the
BfA data attributes a high proportion of insurance-employees in Kéln and Hamburg as
well, where this study could not identify employers’ tendency to enrol in the first years.
Moreover, this piece of BfA data does not capture auxiliary services such as the
accounting or the consulting business, which may as well catalyse the diffusion process.
In summary, the correct explanation to the phenomenon observed here may be a result

of several factors, and remains subject to further research.

4.5 Employees’ Adoptions

According to the data, the temporal distribution of individuals adopting the pension
products follows the pattern described by Borsch-Supan et.al. (2008: 300). The chart of
the number of enrolments over the years forms the letter ‘M’: the year 2003 delivered
more enrolees than 2002, which then dropped to its minimum in 2005. The years after

2006 produced another growth in the number of new enrolees, reaching another
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maximum in 2007. In 2008, the number of new enrolees dropped, reaching a local

minimum in 2009.

Similarly to the case of employers, the spatial distribution of enrolees followed the
employment structure in the metal- and electric industry closely (Gesamtmetall, 2010:
4), with Nordrhein-Westfalen, Bayern and Baden-Wiirttemberg as the Linder with the
most enrolees (Table 4.5). The share of employees residing in metropolitan areas was
22 percent in the observation period, about five percent lower than it was the case with
employers. However, no serious implication can be drawn about employer-size by the
comparison of these figures, since one employer headquartered in a certain place may
have several business sites in the country. It merely suggests that M+E employers

seated in the cities may be smaller than their non-metropolitan counterparts.

Table 4.5. Relative share of employees across the Bundeslidnder at the end of 2009
(100%=Germany total)

Share of employees within the Gesamtmetall
data of the pension provider (all M+E employees)
Sachsen 3% 7%
Sachsen-Anhalt 2% 3%
Berlin 2% 2%
Thiiringen 2% 4%
Brandenburg 1% 2%
Mecklenburg-Vorpommern 1% 1%
Eastern part of Germany total 11% 19%
Nordrhein-Westfalen 29% 23%
Baden-Wiirttemberg 21% 21%
Bayern 12% 14%
Niedersachsen 10% 6%
Hessen 7% 6%
Rheinland-Pfalz 4% 4%
Schleswig-Holstein 3% 2%
Hamburg 2% 1%
Saarland 1% 1%
Bremen 1% 1%
Western part of Germany 89 % 81%
Germany total 100% 100%

Source: data of the pension provider, Gesamtmetall (2010)
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The spatiotemporal patterns of employee-enrolments are partly similar to the
employers’ (Table 4.6): the share of enrolees in 2002 and 2003 compared to the number
of enrolees between 2002 and 2009 has been higher in the metropolitan areas than in
their surroundings with the exception of Frankfurt, the Ruhr-area and Bremen. In
contrast to the employers however, the East-West division is less clear. Leipzig and
Dresden (from Sachsen in the East) rank relatively high, whereby K6ln and Mannheim

quite low.

The effect of gender is observable by looking at the descriptive statistics (Table 4.7).
While men and women enrolled at the same date on average in the West, women in the
East enrolled almost four months earlier than men in the East did. This observation
holds true both for women living in metropolitan and in non-metropolitan areas,

supporting the expectations of Hypothesis 4.4.

Table 4.6. Proportion of employees joining before the end of 2003

Bundesland Metropolitan cities | Metropolitan Non-. Difference
metropolitan

Miinchen 37% o 14%

Bayern (BY) Niirnberg 22% 24% -2%

Leipzig 29% o 10%

Sachsen (SN) Dresden 30% 19% 11%

Brandenburg (BB) Berlin (formally not 279, 20% 8%

part of Brandenburg)

Hamburg (HH) Hamburg 27% 23% 4%

. Stuttgart 29% o 1%

Baden-Wiirttemberg (BW) Mannheim 0% 27% 7o

Niedersachsen (NI) Hannover 30% 30% 0%

Hessen (HE) Frankfurt 27% 28% -1%

. Ruhr-area 23% -2%

Nordrhein-Westfalen (NW) Koln 18% 25% 7%

Bremen (HB) Bremen 34% 38% -4%

Mecklenburg-Vorpommern o o

MV) n.a. 37% 13%
Rheinland-Pfalz (RP) n.a. 23%
Schleswig-Holstein (SH) n.a. 21%
Saarland (SL) n.a. 19%
Sachsen-Anhalt (ST) n.a. 21%
Thiiringen (TH) n.a. 29%

Note: calculated as a percentage of employees joining between 2002 and the end of 2009
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Descriptive statistics provide reinforcement to Hypothesis 4.5 too, stating that the
employers’ adoption date affects employee decisions (Table 4.8). Employers are divided
into two categories: employers joining between 2002 and 2005, called early employers,
and employers joining between 2006 and 2009, referred as late employers. Clearly, late
employers did not have employees joining before 2006. However, early employers may
have had employees joining both before 2006 and after 2006. Therefore, descriptive
statistics investigates whether there is a difference between the joining date of
employees working for early and late employers. In order to ensure comparability, only
employees joining after 2006 are considered (see Table 4.8 for an easier interpretation).
For employees joining after 2006, the joining date of the employer seems to matter:
employees of early employers joined on average in March 2007, four months earlier
than employees of late employers. These averages are different at the significance level
of one percent. Although this is to be expected given the size of the database, the
difference in timing is quite large (here, the reference period is four years long, from the

beginning of 2006 till the end of 2009).

Table 4.7. Average date of enrolment according to gender and geographical location

East West
Metropolitan N Metropolitan N
metropolitan metropolitan
Male 2005.41 2005.94 2005.63 2005.60
Female 2005.24 2005.60 2005.62 2005.69

The age-distribution of the enrolees describes another aspect of the difference between
employees of early- and late-adopter employers (Table 4.8). After 2006, early adopter
employers enrolled employees on average half year younger than late employers did.
This might be partly because early adopter employers may be larger companies with a

constant flow of new hires, recruiting young individuals entering the labour market.
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Since the age difference is not huge, but significant at one percent, it cannot be said that
only new hires would be joining at early employers. These employers also have older

plan participants joining after 2006.

Table 4.8. Employees’ average enrolment date and age

Employee joining date
2002-2005 | 2006-2009
Average enrolment date of employees
2002-2005 2003.3 2007.3
Employer 2006-2009 n.a. 2007.6
Aot Average age of employees at the end
of 2009
2002-2005 46.3 39.6
2006-2009 n.a. 40.0

Four Cox-type proportional hazard-models are created (Formula 4.2). The models
explain enrolment hazard h;(t) for the enrolee i in time t with the following covariates
summarized in the matrix X: gender, age at the end of 2009, a binary variable whether
the plan is exclusively employer financed (value 1) or a plan which includes employee
contributions (value of 0). This latter variable is important, since a purely employer-
financed plan requires less individual sacrifice; the probability of adoption may be

higher.

h(t) = hy(t)e™ 7 (Formula 4.2)

Regions are controlled for by allocating random-effect intercepts to them in the random-
effect design matrix Z. Model 4.2 is the base-model, containing the variables described
above and random-effect intercepts only. Model 4.3 considers employees joining
between 2002 and (the end of) 2005, while Model 4.4 looks at employees joining

between 2006 and 2009 (with adjusted definition for observation time). Furthermore,
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Model 4.4 contains a dummy-variable that controls whether the employee’s employer is
an early-adopter (joined before 2006) or late-adopter (in or after 2006). Finally, Model

4.5 differs from the base model in having gender as a random-effect variable (Table

4.9).
Table 4.9. Results of the employee-level Cox-regression (Formula 4.2)
Model 4.2 | Model 4.3 | Model 4.4 Model 4.5
Short model Enrolments Enrolments fr}?)r;ozlgz)eén Eisll Enrolments bw. 2002 and
. . bw. 2002 and | bw. 2002 and 2009. d 2009, gender as random-
description 2009 2005 > dummy effect variable
for employer
p 0 0 0 0
Exponential values of (and in brackets the standard errors of) the
coefficient
Age in 2009 1.03*** 1.01%** 1.07%*%* 1.03%%%*
Gender (male=1, 1,047 1,055 1,035 1.03*
female=0)
Financing 0.66™** 0.85%** 1.07%*%* 0.66%**
Employer (early-
adopter=0, late n.a. n.a. 0.81%** n.a.
adopter=1)
Random-
Random-effect intercept (standard errors in brackets) effect:
gender
Minchen (Bayern) | 1.26 (0.03) | 1.16 (0.03) | 1.06 (0.04) | 1.25(0.04) | 1.01 (0.04)
Bremen/non- 1.24 (0.03) | 0.99(0.03) | 0.94(0.04) | 1.16(0.04) | 1.08(0.03)
metropolitan
D’eSde"(é)SaChse”) 1.18(0.03) | 1.08(0.03) | 1.17(0.04) | 1.26(0.04) | 0.91 (0.03)
Bremen 1.15 (0.03) 1.11 (0.03) 1.05 (0.04) 1.09 (0.04) | 1.07 (0.04)
Niedersachsen/non- |y 15 g 09) | 1.07(0.02) | 1.07(0.03) | 1.06(0.03) | 1.07 (0.02)
metropolitan
Hannover
(Niedersachsen) 1.10 (0.03) 1.04 (0.03) 1.11 (0.04) 1.05 (0.04) | 1.06 (0.04)
Leipzig ((ES;aChse”) 1.06 (0.03) | 1.03(0.03) | 1.17(0.04) | 1.07(0.04) | 0.98 (0.04)
Stuttgart (Baden-
Wiirttemberg) 1.05 (0.02) 1.15(0.02) 0.98 (0.03) 0.98 (0.03) | 1.09 (0.02)
Thiringen/non-
metropolitan (E) 1.05 (0.03) 1.02 (0.02) 1.04 (0.03) 1.07 (0.03) | 0.97 (0.03)
Hessen/non- 1.05(0.02) | 0.98(0.02) | 1.01(0.03) | 1.04(0.03) | 1.01(0.02)
metropolitan
Hamburg 1.03(0.03) | 0.99(0.03) | 1.06(0.04) | 1.00(0.04) | 1.03 (0.03)
Frankfurt (Hessen) | 1.03 (0.03) 1.07 (0.04) 0.98 (0.04) 1.02 (0.04) | 1.01 (0.04)
Sachsen-
Anhalt/non- 1.01 (0.03) | 0.84(0.02) | 1.04(0.03) | 1.06(0.03) | 0.93 (0.03)
metropolitan (E)
Baden-
Warttemberg/non- | 1.01(0.02) | 1.14(0.02) | 0.97 (0.03) | 0.97 (0.02) | 1.04 (0.01)
metropolitan
Bayern/non- 1.00 (0.02) | 1.05(0.02) | 1.05(0.03) | 1.02(0.02) | 0.98(0.01)
metropolitan
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Table 4.9 S

continued Random-effect intercept (standard errors in brackets) effect:
gender
Nordrhein-
Westfalen/non- 1.00 (0.02) 1.02 (0.02) 0.96 (0.03) 0.97 (0.02) | 1.03(0.01)
metropolitan
Berlin

(Brandenburg) (£) | ©99(0:03) | 1.04(002) | 0.92(0.03) [1.07(0.03) | 090(0.03)

Ruhr (Nordrhein- |, 95 0. 02) | 0.93(0.02) | 1.00(0.03) |0.96(0.02) | 1.02(0.02)

Westfalen)
Nirnberg (Bayern) | 0.97 (0.03) 0.94 (0.03) 1.08 (0.04) 1.03 (0.04) | 0.92 (0.03)
Schleswig-

Holsten/non- 0.96 (0.03) 0.90 (0.02) 1.21 (0.03) 0.96 (0.03) | 1.00 (0.02)

metropolitan

Koéln (Nordrhein-

Westfalen) 0.95(0.02) | 0.82(0.02) | 1.04(0.03) | 0.98(0.03) | 0.97 (0.02)

Sachsen/non-

metropolitan (E) 0.95 (0.03) 1.02 (0.03) 1.16 (0.03) 1.04 (0.03) | 0.88 (0.03)

Hamburg/non-

metropolitan 0.93 (0.03) 0.87 (0.03) 0.92 (0.04) 0.92 (0.04) | 1.00 (0.04)

Rheinland-Pfalz/

nonmetropolitan | 0-91(0:02) | 1.09(0.02) | 0.91(0.03) | 0.86(0.03) | 1.06(0.02)

Mecklenburg-
Vorpommern/non- 0.86 (0.03) 0.77 (0.03) 1.15(0.03) 0.84 (0.04) | 1.03 (0.03)
metropolitan (E)

Saarland/non-

metropolitan 0.86 (0.03) | 0.87(0.02) | 0.87(0.03) | 0.88(0.03) | 0.97 (0.03)

Brandenburg/non-

metropolitan () | 0:85(0.03) | 0.97(0.02) | 072(0.03) | 0.89(0.03) | 0.93(0.02)

Mannheim (Baden-

Wiirttemberg) 0.58 (0.03) 1.03 (0.03) 0.53 (0.03) 0.60 (0.04) | 0.96 (0.03)

*** significant at 1 percent, ** significant at 5 percent, * significant at 10 percent
Note: no significance level is calculated for the random-effects, in line with the recommendation of
(Baayen, et. al., 2008).

Result-interpretation follows the structure of the hypotheses (Table 4.1). Model 4.2
confirms the assumption set out in Hypothesis 4.3: employees living in metropolitan
areas enrolled earlier than (or at least, at similar times as) employees living outside such
regions with the exceptions of Bremen and the Ruhr-area. This means that the
hypothesis on the metropolitan-effect is valid for more regions than in the case of
employers. Model 4.2 delivers further recognitions: women enrolled on average later
than men, which contradicts the expectations. Model 4.5, checking the effect of gender
over the regions, shows the strength of a geographical regression, and confirms that the
contradiction originates from the distortion caused by a geographically insensitive

model (Fotheringham, 1997). Indeed, the random-effect gender variable of Model 4.5
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varies systematically over the geographies. Women in the West enrolled later than men,
but it was the other way around in the East. The fixed effect gender-variable with a
value greater than one, is significant at 10 percent only. Since the random-effects tend to
have relatively small standard errors, they are significantly different from one. No
North-South-gap can be recognised, but the East-West difference is apparent. Overall,
gender coefficients (the product of the gender-related fixed effect and the random-effect
coefficient of a certain region) confirm Hypothesis 4.4: the difference in enrolment-

timing between men and women is smaller in the East than it is in the West.

Further, the probability of enrolment increased with age. Furthermore, the share of
purely employer-financed plans increased in the latter years only (after the collective
agreement of 2006). The comparison of Model 4.3 and 4.4 confirms Hypothesis 4.5,
saying that the employers’ enrolment date matters in employee decisions. First, the
dummy-variable standing for the employers’ enrolment date has a significant value of
0.81, decisively smaller than one (see Model 4.4). This means that employees working
for employers where a pension product had been adopted and established, enrolled

significantly earlier than employees of companies joining only after 2006.

One could argue that this is an obvious result, since employees of early-employers
could join without having to wait for administration at employer level. This technical
argumentation is not straightforward. The finding says that early employers with some
employees already engaged in occupational plans delivered further employees after
2006, but still did not run out of new entrants in the observation period. A metaphor
illustrates the significance of this recognition: the financial sector rather starts with

harvesting a partly harvested cherry tree than climbing an unknown and untouched tree,
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full of fruits. A partly harvested tree may run out of new fruits earlier than the
untouched trees does, this however, cannot be observed in the data. Existing knowledge
of and access to an employer seems to be a stronger motivator than the promise of an
unpenetrated employer. Whether the difference in timing between the employees of
early-adopter employers and of late adopters is a result of the geographically varying
impact of the collective agreement, or alternatively, a result of existing ties with a

pension provider, remains to be seen.

Second, the comparison of Model 4.3 and 4.4 shows that purely employer-financed
plans were more likely to occur around the year of 2006: financing-covariate is smaller
than one in Model 4.3, implying late purely employer-financed adoptions in the period
of 2002-2005, and greater than one in Model 4.4, meaning early adoptions in the case of
employer-financed plans in the period of 2006-2009. Indeed, the share of employer-

financed plans dropped in 2008 and 2009, compared to 2006 and 2007.

Without explicitly discussing the geographical rankings of Model 4.3 and 4.4, the
following observations can be made. Model 4.3 delivered similar results as Model 4.2,
showing earlier enrolments in metropolitan and Western areas, compared to Eastern
regions. Model 4.4 turned this ranking around, with Eastern metropolitan centres
enrolling first, followed by Western financial centres and Eastern non-metropolitan
regions. These results not only reinforce the importance of the year 2006, but also show
that there are further differences among the regions, causing different (and significant)

rankings within the periods of 2002-2005 and 2006-2009.
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4.6 Implications and Conclusions

The objective of this research has been to identify spatial and temporal differences in
employers’ and employees’ adoption decisions related to occupational pensions. The
study has explicitly investigated employer-level diffusion, employee-level adoption
process, and established a link between the two processes by looking at the data of a
multi-employer occupational pension provider, containing information of 12 500

employers and 286 thousand employees.

Employer-level modelling has identified that employers located in metropolitan areas
enrol earlier than their non-metropolitan counterparts, and that Western and Southern
companies adopted the new occupational pensions earlier than Eastern and Northern
corporations. Employee-level investigation identified similar differences in the timing
of adoptions according to the metropolitan/non-metropolitan and the East-West
dimensions: employees living in metropolitan areas and in the West enrolled earlier.
Moreover, an explicit relationship between employers’ timing and employees’
behaviour has been observed. Employees joining between 2006 and 2009, and working
for early-adopter employers (joining between 2002 and 2005), adopted the product
earlier (within the period of 2006-2009), than employees of late joining employers
(between 2006 and 2009). Finally, the modelling delivered evidence on regionally
varying impact of gender: on average, men adopted earlier than women. This difference,

the gender gap, was smaller in the East than it was in the West.

The results obtained from the modelling have implications for the financial sector, for
policymakers and for the researcher community. First, starting from the most practical

finding, this study contributed to the understanding of diffusion of a financial
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innovation. Metropolitan areas seem to be the first to adopt new products, despite the
relatively low share of employers and employees situated in those areas. Non-
metropolitan and rural employers, accounting for more than three-quarters of all
employers and more than two-thirds of all employees, were reached by the adoption
later. The identification of such a difference may be crucial in finding alternative
distribution strategies for financial corporations in the struggle for market share, and
contains important experience for future innovations. The recognised patterns hold true
despite the presence of information about the pension reform and the new products in

the mass media and the internet.

The second important implication discussed here is proposed for the attention of social
policymakers, emphasizing the remarkable spatio-temporal effects of the year of 2006.
This was the year of the new collective agreement prescribing mandatory employer
contributions for all employees. Although this analysis cannot confirm causality
between the collective agreement and enrolment patterns, it has been shown that
employers which already had an established relationship with the financial sector
delivered enrolees on average earlier. By contrast, employers so far unapproached by
financial providers enrolled employees in occupational savings plans significantly later
on average. This may simply be a result of differences in size, meaning that early-
employers are larger with more employees. Regardless of its cause, this pattern can be

interpreted as one important shortcoming of a market-based voluntary pension system.

The occupational pension environment does not provide equal opportunities to the

employees of employers enrolling at different points of time. In other words,

employers’ cooperation and willingness to provide pensions seem to be a strong catalyst
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in the distribution, with or without a collective agreement. Therefore, this research
should be continued by identifying employers’ motivations to adopt new occupational
pension products. It would also be important to find the extent employers can support,
block or delay employees’ enrolment. For instance, one way to overcome the negative
consequences of the market-based distribution is to introduce automatic enrolment
mechanism with the option to opt-out, so that employees automatically start saving for
the retirement from their own income. It deserves further attention whether employers

would support or oppose this move.

Third, this study contributes to the discussion about the role of geography in the
transformation of the German welfare state. The pension reform has assigned the
distribution of occupational pensions to the financial market, and its forces do not
appear over geographies unanimously. Its impact rather forms a cascade: it changes the
major metropolises first, followed by their surroundings. Its forces reach the less

developed cities later, followed by the rural areas at the last stage.

Returning to the recommendation of Strauss (2008), the next step of this analysis is to
engage with local context and to identify the exact causes for the identified patterns.
Indeed, the hypotheses of this paper were constructed using arguments found in the
literature. However, the purely quantitative study cannot establish a cause-result
relationship. The temporal differences in adoption decisions may originate all from the
role of information, local bias or the role of proximity to metropolitan areas.
Nevertheless, there clearly seem to be different factors in play in case of the North-
South gap, which probably stems from the industrial structure. It could be therefore

interesting to look at whether the diffusion process is catalysed by other means than
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assumed. Pursuing this research further could contribute to the literature of economic

geography.
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5 Geography of Savings in the German Occupational

Pension System

5.1 Introduction

Most people are aware that pursuing sports and saving for the retirement are things they
should do if they want to lead a long, healthy life in good living conditions. But as
distant as running a marathon lies from taking a walk in the park, they can also save a
fortune or just a little to improve the level of their expected pensions. Clearly,
determining the ‘optimal’ savings amount is a complex mathematical challenge
(Carroll, 1997), just like finding the right trail once the trainers are on. Therefore most
individuals use algorithms or heuristics to reach economic decisions that fit their
individual taste (Kahneman and Tversky, 1979). Since these heuristics, habits or
intuitions are of contextual nature, inseparable from the surrounding environment
(Clark, 2010), the perspective of an economic geographer is an adequate approach to

investigate how the environment affects individuals in their pension savings decisions.

Germany, with its heterogeneous geography, is a good case for the study of the
interactions between context and the individuals’ financial decisions. Although
Germany has never been one integrated economic or cultural block in the history (Wolf,
2009), it is surprising that individuals’ daily decisions still differ according to their
language dialect or cultural identity (Falck et. al., 2010). The regional behavioural
differences are further amplified by economic disparities (Frick and Goebel, 2008).
However, as the example of the UK shows, geography is a significant factor in
explaining the variations in individuals’ risk-related financial decisions, even if similar

socio-economic backgrounds are given (Clark and Knox-Hayes, 2007). Once
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geographical patterns in savings differences are identified for Germany, the findings can
contribute to a wider debate in economic geography about the importance of context

and its implications in other disciplines, such as finance or risk management.

The 2001 pension reform lends further significance to the study of pension savings in
Germany. As a result of the reform, the average public pension levels went from
seventy percent of pre-retirement income to around fifty-five percent in 2001, and to
around forty percent in 2004 (Borsch-Supan and Wilke, 2006: 22; 29). As a result, old-
age poverty is hardly avoidable without additional private savings. Therefore, the
reform also changed the supplementary pension system: some of the voluntary
occupational (and private) pension products became eligible for savings subsidies.
However, as a result of the long-drawn political discourses and compromises preceding
the reform (Chapter 3), not only the enrolment-decision is voluntary in these savings
plans (Chapter 4), but also is everyone free to determine the yearly savings amount. In
short, the reform was a milestone on the road towards the individualisation of old-age
finances (Schmaéhl, 2003). By identifying geographical patterns in savings decisions, the

spatially differentiated effect of individualisation can be confirmed.

Accordingly, this paper investigates how geography affects individuals’ decisions about
the yearly savings in the case of subsidized occupational pension schemes (pensions
eligible for salary sacrifice with the help of direct insurances, pension funds and
Pensionskassen). The following research questions are formulated. First, do the ‘usual’
drivers of retirement decisions apply in Germany (Borsch-Supan et. al., 2008; Clark et.
al., 2009), such as age and gender, among others? Second, given the heterogeneous

environment of Germany, do the relationships between savings amount and socio-
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economic variables vary systematically over the geographies? This study, by focusing
on the savings amounts of pension plan enrolees, complements the research shown in

Chapter 4 on timing of enrolment decisions.

This empirical paper is unique contribution to the literature of economic geography and
pension economics for exploring intrinsic differences in human savings behaviour
(Fotheringham,1997), and relating it to possible contexts and explanations. It not only
confirms an East-West, North-South, and a metropolitan/non-metropolitan pension
savings-gap, but also finds a systematic difference in the gender-gaps between these
regions. The findings are based on the data of a leading German occupational pension
provider in the metal- and electric (M+E) industry, comprising the 286 thousand
pension contracts of over 12 500 employers, containing the two-digit home postal code
of each employee. The significance of using the M+E industry as a reference is
highlighted by the fact that this industry provided roughly half of all German exports
and approximately ten percent of all private sector employees in 2008 (Gesamtmetall,
2010:4; Destatis, 2009:73 and 644). Furthermore, it covers a broad observation period,
by looking at savings decisions made between 2002, the year when the new
occupational products were first available; and 2009, the second year of the financial
crisis. The analysis also confirms a gradual shift towards pension plans with lower

yearly contributions.

The paper is structured as follows. The next section summarizes the findings of the
literature related to pension savings, it argues why a geographical investigation can
provide additional recognitions, and formulates hypotheses on pension savings

accordingly. The third part introduces the applied methodology, describes the data,
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while the fourth presents a set of mixed-modelling analyses to test the hypotheses. The

fifth section concludes.

5.2 Pensions and Geography

This section, in line with the broad research questions formulated above, first collects
the experience of studies related to retirement savings, in order to conceptualise a
‘global’ model that explains the yearly savings amounts in a voluntary pension savings
scheme with individual characteristics. This model is called global, as opposed to a
model that accounts for local peculiarities (Fotheringham, 1997). This is then followed
by a reasoning why the global model would not apply universally over all geographies,

and then the paper sets up expectations about the patterns in regional variability.

5.2.1 A Global Model on Retirement Savings

The assumption of the German pension reform of 2001 was that individuals recognize
the salience of old age provision (Schmihl, 2003) and can effectively use their resources
for sophisticated decisions (Clark et. al., 2009). In many cases however, people
procrastinate enrolment or save less than a mathematically ‘optimal’ savings amount
(O’Donoghue and Rabin, 1999). Although default savings options are considered as
effective means to lead individuals to higher savings (Beshears et. al., 2009), the
supplementary pensions created by the pension reform of 2001 do not have pre-defined
default contribution rates or amounts. At the time of their enrolment, plan participants
have to determine their annual savings. Up to a certain amount, yearly savings are
subsidised. Individuals can save less than this amount and receive lower subsidies; or

save more and receive subsidies up until a certain limit (Borsch-Supan and Wilke,
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2006). Furthermore, there is no mandatory employer contribution prescribed by the
pension reform. Such a high degree of individual freedom makes the investigation of

savings decisions a relevant research area.

Researchers mostly agree about the nature of the major relationships between human
traits and voluntary retirement savings decisions. For example, if enrolment is
voluntary, the very young usually do not get involved in saving for the retirement at all.
If they do, their savings are likely to be insufficient to meet the expected standards of
living in the retirement. Some theories either attribute this to individual myopia
(Laibson, 1998), other explanations talk about deliberate financial planning. For
example, individuals accumulate assets according to their own asset-hierarchies,
preferring certain asset types first and moving on to other ones later. The young may
prefer accumulating liquid savings or the purchase of a real estate first, before investing

in pension assets (Barasinska et. al., 2008).

The reduction of the public pensions has been phased in gradually; therefore plan
participants belonging to older birth cohorts can expect reasonably higher public
pensions. This means that older people’s salary replacement from the public system
remained closer to the original pension-levels before the reform, while the younger
cohorts face the more serious reductions. The young need more additional savings in
absolute and in relative terms than their more experienced counterparts do (Borsch-
Supan and Wilke, 2006). Despite this, Borsch-Supan et. al. (2008) showed that the
young save less than older individuals, even after controlling for income, real estate
purchase plans and other savings reasons in the case of the private (Riester-) pensions

introduced in 2001. Further empirical evidence confirms that the young in Germany do
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not recognise the salience of pension planning and additional savings (Hurrelmann and
Karch, 2010). Therefore, Hypothesis 5.1 tests these the finding on the data: age is
expected to matter in the case of occupational salary sacrifice schemes in a similar way

as in private (Riester-) schemes: older individuals save more than younger ones do.

Similarly to age, gender may be a factor when it comes to retirement savings decisions.
Differences in risk attitudes are fundamental, men are more risk tolerant than women
(Dohmen et. al., 2005). Given females’ longer expected life-span and often less working
years, women earning the same amounts as men were found to save more in absolute
terms in the USA for 401(k) retirement plans (Huberman et. al., 2007). The empirical
results found by Clark et. al. (2009) state the opposite: women often plan on household-
level and rely on the spouse’s income entitlement. This, in turn, may be a result of lower
salary and interrupted work history. It is therefore difficult to formulate expectations for
this paper based on these two specific examples. Human decisions observed by
empirical research are always embedded in a particular environment or context (Simon,
1956). Nevertheless, gender is expected to make a difference in retirement savings

decisions (Hypothesis 5.2).

Finally, the financing of the occupational pension plans is a well-studied part of
behavioural finance and pension economics (Thaler and Benartzi, 2004, Huberman et.
al., 2007, Beshears et. al., 2009). ‘Employer-matching’ mechanisms encourage people
to contribute to a savings account more than they would do without. In Germany, there
are two basic ways of financing. Employer-financed plans have been traditionally
offered for the last hundred years, whereby most decisions regarding the pension were

at the employers’ discretion (Wiedemann, 1991). The pension reform of 2001
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introduced new types of occupational pensions, called salary sacrifice pension schemes
(Entgeltumwandlung). From 2002 onwards, employers have to provide a salary sacrifice
pension scheme, if employees demand so (Borsch-Supan and Wilke, 2006). Some
employers mix the two pension types: they permit or even require employees to
contribute themselves in order to fulfil the eligibility criteria for employer-financing,
resulting in a savings plan with mixed financing. This means that employees can
contribute to a pension plan in the absence and in the presence of employer

contributions.

This was slightly altered by several collective agreements, including the metal- and
electric industry (M+E) in 2006, which prescribed minimal mandatory employer
contributions after each employee covered by the agreements. From 2006 onwards,
according to the M+E collective agreement, an annual €319.08 employer contribution
has to be paid to an occupational pension account after each full-time employee.
Employees are encouraged to ‘top-up’ the employer savings by their own savings,
employer contributions hardly require matching from the employee-side (BDA, 2007).
For this reason, plans with employee contributions assume a higher mental involvement
than purely employer-financed plans, which are accepted with a simple signature.
Accordingly, Hypothesis 5.3 assumes that plans without employee contribution are

plans with lower annual savings.

Besides age, gender and financing, there are number of variables affecting individual
savings behaviour. Although disposable income, family status, number of children or
educational level are admittedly important factors (Borsch-Supan et. al., 2008), any

reasoning without them can be valid because of the following argumentation. Any
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model will contain errors in the absence of a ‘fully-fledged theory of cognition, a well-
specified notion of context, and a theory of their interaction amendable to experimental
analysis’ (Clark, 2010). The creation of a perfect model is therefore hardly possible. As
a result, variables will be missing from the model. However, since missing but relevant
variables may create a recognisable spatial pattern in the data if their spatial distribution
is uneven (Fotheringham, 1997), the application of a spatial research technique may
accommodate models with missing variables. Moreover, spatial patterns may be results
of intrinsic differences in human behaviour too. Therefore, all results should be
interpreted in a critical way. If the analysis is done in a careful manner, valid
implications can be drawn about the geography of pension savings even in the absence

of a perfect model.

5.2.2 Regional Variability in the Model of Retirement Savings

The invocation of geography helps to explain the role of ‘environment’ in pension
savings decisions, thus, it helps to comprehend local relationships better. However,
before talking about the reasons for variations in local relationships, or equivalently,
systematic geographical patterns in the relationships, its technical appearance should be
clarified. Technically, geographically varying relationships mean that the goodness of a
global model varies over space, or, that the model shows a certain degree of spatial
nonstationarity. This may be caused by missing variables, model misspecification,
sampling errors and by ‘intrinsic differences in human behaviour’ (Fotheringham,
1997). While some or all of them may be of academic interest, missing variables and
differences in human behaviour have the broadest implications in the case of this paper.
Both of them are of importance, since the difference between the two is often a question

of definition.
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Geographical variations in relationships, interpreted now as differences in human
behaviour and missing variables that could explain behaviour, are defined here as
differences in the context of the decision making (Strauss, 2009). With this definition,
context and locality become interdependent. Furthermore, by approaching the
relationship between locality and context from the viewpoint of an empirical research,
the relationship is only recognisable and systematic if the right locality-definition is
selected. However, any definition of locality that follows the available data-structure is
by no means empirically founded (Mason 1995: 225). For this reason, some human
geographers even argue against linking locality to the concept of scale, which latter is
defined as ‘nested hierarchy of differentially sized and bounded spaces’ (Marston et. al.,
2005). This proposal was compared by Hoefle (2006) to Kahn’s idea of eliminating the

concept ‘culture’ from anthropological studies (Kahn, 1989).

Regardless of the source for a locality-definition, an investigation approach with critical
sensitivity serves as a useful instrument in arriving at the right context and the right
interpretation of the findings (Schwanen and Kwan, 2009). Such an approach recognises
that geography is not just a black-box that captures a part of the noise between the
model and actual individual saving behaviour. It is indeed more than a technical proxy:
locality creates a certain kind of context by the means of proximity. In technical terms,
geography serves as a mediating variable between context and the global model, but
proximity creates social, cultural, economic and other contextual ties. For instance,
remarkable savings differences are expected between the former East and West-
Germany. The context of these differences is mostly the result of different historical
developments of the post-World War era. A different context is defined by another

scale: recent studies have been emphasizing heterogeneity within the Eastern and
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Western regions: Kronthaler (2005) delivers evidence on that some Eastern regions with
strong economic capability made significant progress. In this last case, context is
created by lower-level proximity definition, implied by the social and economic

capabilities of universities and research institutes discussed by Kronthaler (2005).

Based on the argumentation above, further hypotheses are created between the global
model on pension savings, and its relevant context. Indeed, there has been a difference
between the East and the West wage-structures that may affect savings decisions. After
the re-unification, Eastern wages swiftly caught up from fifty percent in 1991 to around
eighty percent of the Western wage-levels by 1998. Since then, the gap has proven to be
persistent (Briick and Peters, 2009). Although similar positions paid similar wages, the
structure of occupied jobs has been different, leaning towards the worse-paying jobs in
the East (Fuchs-Siindeln and Izem, 2008). This phenomenon was accompanied by the
selective migration of high-skilled workers to the West, causing a structural difference
between the occupied positions. As a result, the ‘lack of returns to experience’ appeared
in the East (Orolowski and Riphahn, 2009). To put it briefly: individuals in the East
earn less; and those who earn similar wages (as a result of a collective agreement, for
instance), save less since they occupy worse-paying positions. Hypothesis 5.4
summarizes these factors: the East-West geographical location captures a significant

difference in savings.

The East-West location may define a cultural context as well, which is related to the
role of women in the society. Geographical variations in culture mean that gender-roles
have geographical implications (McDowell, 2001). In Germany, women’s career

aspirations have been remarkably different in the East than in the West. Not only did the
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political system of East-Germany encourage and support full-time female employment
before the reunification (Rosenfeld et. al., 2004), but also women continue rejecting the
male breadwinner model and the dependence on their husbands in the East, as opposed
to the West. This observation remains true for wives of high earner men (Matysiak and

Steinmetz, 2008).

The gender-related cultural gap is amplified by differences in the pay-gaps between men
and women. The income-difference of men and women is greater in the West than in the
East (Trappe and Rosenfeld, 2000). This has partly been a result of low-skilled
women’s job loss in the East, involuntarily eliminating low-earner females from the
workforce (Hunt, 2002). Furthermore, while the gender-gap in the East has been fairly
constant across all age-groups, there has been a noticeable ‘child-penalty’ in Western
women’s salary. Over time, the gender-gap in East-Germany has narrowed, increasing
women’s employment income from 74 to 84 percent of male income (Trappe and
Rosenfeld, 2000). Accordingly, Hypothesis 5.5 assumes different gender-gaps between

the East and the West.

The federal states of Germany, the Bundeslidnder illustrate scale differences lower than
the East-West division. The message on Linder-level may imply a similar context to the
previously discussed gender-gap. Today’s Bundesldander are administrative boundaries
created by the invading forces after the Second World War, which often disregarded
existing economic and cultural ties, and the cultural logic behind the female roles may
be similar to the East-West gap. Sackmann and Hiussermann (1994) classify the Linder
according to female labour-participation, and they conceptualise different social

contexts explaining it. They state that as a result of the industrialisation process of the
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nineteenth century, paid, housework-related employment had been eliminated from the
homes. As a result, women had to take up the housework. However, women in the
South shared this task with paid employment, while they rather stayed at home entirely
in the North. The authors emphasize that this phenomenon is not a consequence of the
different occupational structures, such as the regionally varying proportion typical
‘female’ (service sector) jobs; instead, they underscore the cultural origin of the
difference. Therefore, Hypothesis 5.6 will be tested over the Léander: a gender-gap in
pension savings is assumed to be narrower in the Northern than in the Southern Lénder,
since women in the North have less time to accumulate savings than they have in the

South.

The Lénder-definition may also uncover different contexts. For example, Klagge and
Martin (2005) identified that although venture-capital centres follow the Bundesland
structure closely, there are sound regional variations in capital availability for small
firms on Bundesland-level (Sunley et. al. 2005, Martin et. al. 2005). Obviously, this
phenomenon also reflects the relative level of wealth and income in a given Land. The
argument of Woéjcik (2002) has a similar message about the Lénder: intra-Land firm
ownership structures still dominate. Whether the Linder are the building blocks of the
occupational pension market (Wgjcik, 2002), meaning significant differences in savings
behaviour, depends on how the differences on the German financial markets translate

into factors in individual behaviour. This will be tested by Hypothesis 5.7.

Finally, the metropolitan/non-metropolitan locality definition is tested on the pension

savings behaviour. It is a commonly cited argument that jobs in a city pay better.

However, higher wages in metropolitan areas are often responses to higher costs of
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living (Yankow, 2006). Beyond economic arguments, Wirth (1938) described that urban
living implies different culture(s) and different behaviour(s) to the rural lifestyle. The
plural is intentional: an urban existence makes several cultural practices possible. Otte
and Baur (2008) confirmed the existence of ‘urban ways of life’ in German cities with a
population greater than half a million, albeit their observation was less sound in the
East-German cities. Despite this variety, Brown et. al. (2008) argues that proximity
matters in financial behaviour: should some individuals recognise the importance of
savings, their behaviour affects others’ decisions. Since in metropolitan areas
individuals have more opportunity to meet the messages of financial corporations due to
their proximity, a higher share of high-savers is expected. Based on these arguments,
Hypothesis 5.8 tests whether metropolitan savings are higher than non-metropolitan
savings. The remaining parts use the expression ‘urban’ and ‘metropolitan’
interchangeably, and refer to cities and agglomerations with a population of over

500.000 inhabitants, following the classification of Brinkhoff (2010).

The locality-related arguments provide a refined framework for the global analysis of
pension savings decisions (Table 5.1). According to the selected locality-definitions,
different contexts affect individuals, and imply different relationships among the
variables. Although assumptions can and should be made about the reasons for these
contexts, no causal relationship between location and context can be confirmed without
further analysis. Speculations about context should be made so that the location-
definition can be justified. Nevertheless, until the results are confirmed by local
analysis, location has to be treated as an ‘explanatory black box’ (Barnett, 1999). In line
with this, the above described hypotheses were constructed according to probable

explanations, which are necessary to define the relevant geography. The following
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section investigates if the link between the relationship and geography is there, but it

will not confirm the link between geography and context. This last step should be

subject to further research (Strauss, 2008).

Table 5.1. Research hypotheses

o Urban/non-
Global model East-West Bundesléinder
urban
astern savings are ealthier Lander rban employees
General E ing Wealthier Léand Urb ploy
ff n.a. lower imply higher savings save more
effect (Hypothesis 5.4) (Hypothesis 5.7) (Hypothesis 5.8)
‘Flat’ relationship
between age and
Age Sav1vr:]igtshlerll;(reease S?Z;nog;;élsgéetg?t No explicit hypothesis beyond the East-West
(Hypothesis 5.1) steep in the West) gap
(not a separate
hypothesis)
retrement svings, | Genderep s NortSouh | S o
Gender relationshin to bge’ smaller in the East difference in female more libei/al culture
ence identiﬁid than in the West roles (not a separate
(Hypothesis 5.2) (Hypothesis 5.5) (Hypothesis 5.6) hypo thgsis)
Employer financed
plans imply lower
Financing savings than mixed Lower employer-financed plans in the East due to differences in
source or employee- productivity (not a separate hypothesis)

financed plans
(Hypothesis 5.3)

5.3 Data and Methodology

5.3.1 Data

This analysis uses the records of a multi-employer occupational pension provider. The

advantage of the unique commercial data-set is its size: it covers records of 12 500

employers and 286 379 employees owning occupational pension plans, working in the

metal and electric industry in Germany. Given its sheer size, the data covers app. 15

percent of all employees, and app. 60 percent of all employers active in the M+E

industry, providing a comprehensive picture. Since the M+E industry was responsible
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for half of all exports of Germany in 2008, and involves approximately ten percent of
all employees in the private sector, it has a prime significance to the German economy

(Gesamtmetall, 2010:4; Destatis, 2009: 73 and 644).

The data reflects savings decisions from 2002, the first year after the pension reform, to
the end of 2009, the depths of the most recent financial crisis. This way, the effect of
time on the savings decisions becomes visible. This includes the collective agreement of
2006 that prescribed the mandatory employer contributions, as well as the effect of the
financial crisis starting in 2008, and the impact of the shorter working hours

(Kurzarbeit) introduced in the course of the crisis in 2009.

The file includes records related to salary sacrifice or employer-financed occupational
pension savings contracts (the product vehicles of direct insurance, pension funds and
Pensionkassen, reformed by the German government in 2001). It includes employees’
gender and birth date, as well as the starting date of the pension savings contract. The
latter two were used to calculate the individuals’ age at the time of enrolment. Actual
savings decision is explained with the help of age at enrolment and enrolment year, and
cohort-effect is expected to be zero. Furthermore, the data distinguishes between
contracts which are exclusively employer financed, and contracts which are employee-
or mixed financed. Although this variable does not permit the analysis of the exact
employer contributions, it can uncover what savings amounts characterise plans which

are exclusively employer financed, and plans where employee financing is present.

The geographical information available is the first two digits of the individuals’ home

postcode. 95 geographical areas were created by the Deutsche Post, which cover the
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whole country (further 5 unused or technical codes). These areas were unanimously
linked to a certain Bundesland. Although some postcode areas belong to more
Bundeslidnder, the data of employees living in such areas were evenly divided. Out of
the 95 zones, 94 contain more than 500 observations, and 82 more than one thousand,
providing reliable basis for the analysis. All the postcode areas were classified whether
they cover the whole or large parts of metropolitan areas with an entire population of
over 500,000 inhabitants. Two large agglomerations, Mannheim and the Rurh-area were
also coded as metropolitan areas, based on the classification of Brinkhoff (2010). All
remaining regions were classified as non-metropolitan regions, even in the case of cities
smaller than 0.5 million inhabitants. Population figures were obtained from the

Statistisches Bundesamt publicly available Gemeindeverzeichnis.

The 95 two digit postcode zones permit a more detailed analysis than the fairly
aggregated Linder structure would do. This way, the analysis is able to test the
hypotheses referring to the Lander-structure, and to uncover further geographical
patterns related to finer scale and locality definitions. Should the investigation identify
patterns on this lower scale, new speculations and new context-definitions should be

looked for.

5.3.2 Methodology

This research follows the methodology proposed by Kwan and Schwanen (2009),
Strauss, (2009) and Zolnik (2009), who apply mixed models to the geographical study
of context. Mixed models are accepted means in the critical quantitative study of local
relationships between human behaviour and context. Their research demonstrates that

geography accounts for significant variations in the data, implying that human
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behaviour can be explained with the help of geography, and missing socio-economic

characteristics can be substituted by accounting for locality.

Mixed models incorporate more than one-level interactions between the explanatory and
the dependent variables. Some explanatory variables have universal effect on the
dependent variable, applying for all observations, called fixed effects. These are
relationships observed in the general (or global) model: for instance, age has an effect
on the savings amounts in case of all observations. Some selected explanatory variables
have different effects on the dependent variable depending on the group the observation
belongs to, called random effects. To illustrate: age may have a strong impact in the
case of observations belonging to the West of the country, while it may have little effect
on observations of the Eastern part. More formally, random effects are additional error
terms that account for correlations within groups of the data. Mixed-effect regression-
modelling with crossed-effects is a generalised version of the multilevel models (R
Development Core Team 2009, Bates and Maechler, 2009, Baayen et. al., 2008).
Crossed effects mean that the grouping variables are not necessarily hierarchically
nested, such as East-Germany includes Berlin, but crossed, such as there is a group for
the Bundeslinder and another group for the enrolment years (Bates, 2010). This allows
separate estimates for the Bundesland-effect, and for the effect of the enrolment years

(Pinheiro and Bates, 2000).

Multilevel modelling is a stepwise process, starting from a plain, global model, then
increasing its complexity gradually by accounting for geography and time. Each time
the model is changed, the improvement in the model fit is judged graphically and by

statistical tests (chi-square tests on the difference of likelihood-ratios). Should there be
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no improvement, the new regression is discarded. If the new model fits significantly
better than the old one, the model is kept, and the impact of all explanatory variables is

examined (Hox, 1995).

However, there are at least two reasons to be careful with the execution of the stepwise
model-improvement algorithm. First, since the sample size is large, with over 286
thousand contracts, statistical tests are likely to show high significance levels even in
less meaningful cases. Although some geographers also oppose significance tests, since
such tests hide variations in the data, for instance on a more detailed geographical level
(Hauer, 2004: 499), fixed-effect significance levels will be shown. Second, the use of
the traditional confidence intervals on the random-effects should be avoided anyway
while using the technique of mixed models (Baayen, et. al., 2008). Individual
significance tests of the random-effects are replaced by the above mentioned stepwise
model construction and the likelihood-ratio-tests. Third, model-improvements have to
be critically judged, since any change to the model represents a change to the assumed
context at the same time. While deciding between two similarly ‘good’ model-
improvements, nonquantitative information has to be incorporated in the model

(Schwanen and Kwan, 2009: 288).

5.4 Analysis

5.4.1 Descriptive Statistics

It is remarkable to see that the most common annual savings amount is 1 200€, followed
by values such as 1 800€, 600€or 360€. These may easily be results of present-related

decisions, such as ‘I can afford putting aside one hundred euros a month’. The
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distribution curve does not follow the normal distribution; therefore a logarithmic

transformation will be necessary in the regression-modelling.

The descriptive analysis of the data follows the hypothesis-structure set up in the
previous section (Table 5.2). Therefore, it first looks at the mean yearly savings
amounts per employee, and its dependence on gender, age and way of financing in the

global model. Then, it looks at the interactions between geography and the explanatory

variables. The geographical categories follow the locality-definitions discussed above.

Table 5.2. Descriptive statistics, following the logic of the hypotheses

Global model East-West Bundesléinder LOfqeT i
urban
The average in the
G(;,Ifl:::ll Meanai/:alr})é;gvmgs \Zisltgilleigtﬁai) ilrf tzhles Strong regional variations, see Figure 5.1.
East (969 €)
Sav.ings increase . No steepnegs'- No steepness- No steepness-
with age, best difference is visible . A . ..
Age . . difference is visible difference is visible
explained with a between the slopes of between the slopes between the slopes
logarithmic function East and West
Gender gap widest in
The difference BW (158€), followed
Men save on average between men and by HH, HB and RP; | Average gender-gap:
Gender 108€ more than women is 110 € in and women save Urban: 94€
women do West and 68 € in more than men in Rural: 114€
East MYV, BB (gap is -5
and -28 resp.)
1310€ in the case of Employer-financed The difference bw. Employer-financed
plans with employee- | plans are 39€ higher | employee- or mixed | plans are 14€ higher
Financing or mixed-financing, in the West; plans and employer in the city;
source as opposed to 510€ employee- or mixed fin. plans is highest employee- or mixed
for employer financed plans 211€ | in HH, NI, lowest in financed plans 93€
financing higher in the West TH, ST higher in the city

Note: BB: Brandenburg, BW: Baden-Wiirttemberg, HB: Bremen, HH: Hamburg, RP: Rheinland-Pfalz,
MYV: Mecklenburg-Vorpommern, g, NI: Niedersachsen, ST: Sachsen-Anhalt, TH: Thiiringen

The table containing the descriptive statistics offers a structured way to see whether
there are signs for the expected relationships in the data. The averages following the
logic of the global model, in line with Hypothesis 5.1, 5.2 and 5.3: the average savings

increase with age; men save on average ten percent more than women, and the average
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of employee- or mixed financing is remarkably higher than the yearly contribution of
employer financed plans. Based on several trials, the age-dependency of savings seems
to follow a logarithmic relationship. This relationship explains 92 percent of the

variations; therefore, it is a helpful observation for the modelling.

The next step in the analysis is to look at whether geography has an overall effect on
savings (Figure 5.1). The map of the average yearly savings per person shows similar
but more detailed features, with higher average values than the map of Henne et. al.
(2009). The difference of approximately 250 € has several reasons. On one hand, Henne
et. al. (2009) extrapolate averages from the German Socio-Economic Panel (GSOEP)
data of approximately twenty thousand observations, using regressions and rough
income and savings brackets. Their data contains self-reported information of the years
of 2005 and 2006. By contrast, the proprietary data used by this paper contains actual
savings figures of more than 286 thousand individuals, enrolling between 2002 and
2009, providing a broader picture. This may account for some of the difference between
savings averages. On the other hand, GSOEP is not limited to the M+E industry; it is a
representative sample of German households. Given the economic significance of the
M+E industry discussed previously, it is less surprising that savings are higher there

than it is in the data representative for the whole of the German population.

According to the descriptive statistics of this paper, average contributions in the East are
remarkably lower than the Western. Within the former East-Germany, the lowest value
was found in Brandenburg and the highest in Mecklenburg-Vorpommern. Among the
Western Lindern, Bayern has the lowest average, while the high-end is represented by

Hamburg and Schleswig-Holstein. Considering whole Germany, the average savings
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amount in the metropolitan areas is almost a hundred Euro higher than the average of

non-urban areas (for exact values, see Table 5.2).

Figure 5.1. Average yearly savings in €
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A map of averages however, does not say whether the regional variations are results of
variations in the explanatory variables. Returning to Table 5.2 and the hypothesis
structure, we see that the average age in the East is higher, due to migration to the West
after the reunification (Burda and Hunt, 2001:21,53-5). In order to control for that,
interactions between location and the descriptive statistics are analysed. While it seems

that the age-dependency of savings does not change according to the geographical
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location, it does change between men and women (albeit still not controlling for age and
other differences). The overall savings difference between men and women is almost
twice as much in West-Germany than in the East. In two Eastern Lander in the Northern
part, Brandenburg and Mecklenburg-Vorpommern, women save higher amounts than
men do. Furthermore, there is only a slight difference in the gender-gap between

metropolitan and non-metropolitan employees.

Employee-financed plans follow the expectations based on the overall income situation
of specific regions, ranking Bundesldnder with higher income on the top and the less
wealthy Eastern-Léander in the bottom. City-dweller employees save more than non-
metropolitan inhabitants. Surprisingly, employer-financed plans draw a similar picture.
Employers of a few Linder, including Hamburg, Hessen, Baden-Wiirttemberg, offer
higher contributions, while others lag behind with plans almost two hundred Euros less,
notably Sachsen-Anhalt, Thiiringen, Sachsen and Meckenburg-Vorpommern. In the
metropolitan/non-metropolitan comparison, metropolitan employer-financed plans have

slightly higher yearly savings than non-metropolitan.

Finally, although the hypotheses do not consider time explicitly, its effect has to be
taken into account (Figure 5.2). Savings plans signed during the financial crisis may
contain different yearly contributions to plans of earlier years. There are two observable
tendencies. Employee- or mixed financed plans had relatively high savings amounts,
around twelve hundred Euros before 2005. From the year of 2006, a slight decline has
been taking place. The more recent years seem to be characterised by the disappearance
of the gender gap in employee-financed pension savings. Similarly to this, the gender

gap has been closing in the case of employer-financed plans since the new collective
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agreement (2006). Employer-financed plans were most generous in 2003 and 2004, and
their yearly savings amounts have been dropping since. The descriptive statistics show

no strong alterations in average savings in the year of the new collective agreement

(2006) or the financial crisis (2008 and 2009).

Figure 5.2. Average yearly savings of new contracts in € according to gender, source of
financing and enrolment year
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5.4.2 Modelling

Descriptive statistics are not sufficient to isolate the effects of each individual factor.
For this reason, mixed-effects regression modelling is applied. The logarithm of the
savings amounts is explained, since the transformed values approximate the normal
distribution better. First, the global model is used: a simple linear regression explaining
the logarithm of savings with gender, (log) age and the financing source (Model 5.0 in
Table 5.3). As proposed by Fotheringham et. al. (2000: 164), a map is created,
containing average residual values of a given region (average of differences between

actual and predicted annual pension savings, Figure 5.3). The map shows that Model 5.0
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overestimates average savings in East-Germany, with the exception of a metropolitan
area, Berlin, and some of its surrounding regions. In contrast to that, it significantly
underestimates savings in Western-Germany, including metropolitan areas (Miinchen,
Frankfurt and Hamburg). The results of Model 5.0 reinforce the need for the

identification of local relationships.

Figure 5.3. Unstandardised residuals of the global model (Model 5.0)
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In order to identify local relationships, the algorithm proposed by Hox (1995) is used to
create a multilevel-model. It gradually increases the complexity, therefore it is easy to

follow. Moreover, the stepwise inclusion of local interactions helps to identify the
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model-improvement with the greatest impact. There are five grouping variables
available: enrolment years, East-West-division, Lénder, postcode areas, and
metropolitan/non-metropolitan classification. The choice of the grouping variables in

the specific models follows the hypotheses, depending on the assumed context.

The conceptual question of geography and context linkage has significance at the model
design too. For instance, should the East-West division include differences in the degree
of urbanisation? Or equivalently, it is the nature of Eastern German context that it has
less metropolitan areas? Putting these questions in a more formal way: should the model
include the East-West level and the metropolitan/non-metropolitan grouping at the same
time? When the context is assumed to have different origins, the model should control
for each context with a distinct variable. For instance, the economic context of higher
income in the metropolitan areas should be isolated from the historical and cultural
context of the East-West difference. The final groups used here will therefore be the
geographical divisions East-West, Bundesland and metropolitan/non-metropolitan, and
the enrolment years (Table 5.3). A final, control model (Model 5.4) is created with the
95 postcode areas as groups, so that a truly exploratory analysis is also prepared,

without assuming any context previously.
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Table 5.3. Overview of the models

Model 5.0 | Model 5.1 | Model 5.2 | Model 5.3 | Model 5.4
AIC 571 869 637 592 564 099 561 610 559 874
(Intercept) 5.10%%** 6.81%%* 5.20%** 5.22%** 5.26%**
log(age) 0.49%** n.a. 0.45%#* 0.45%#* 0.45%#*
L5 gender 0,12 na. .42 | Q1fwer | Q11w
effects (1=male)
Source of
coefficients i i
financing 0,99 na 0.90%# | -0.99%x | 099w
(1=employer
financed)
East
West n.a. Intercepts Intercepts Intercepts n.a.
Intercepts
Bundesland n.a Intercepts Intercepts Gender n.a.
Ranan Urban-rural n.a Intercepts Intercepts Intercepts n.a.
effects Two-digit na na. na na. Intercepts
postal-codes Gender
coefficients na
in Table 5.4
Intercepts Intercepts
years Intercepts Intercepts Source of Source of
financing financing

*** significant at 1 percent

According to the algorithm of Hox (1995), the first model (Model 5.1) is a blank,

intercept only model, with one fixed-effect intercept for all observations and several

random-effect intercepts for the groups (Table 5.4). The second model (Model 5.2)

incorporates the fixed-effect covariates (Xx), which are gender, age and source of

financing (Formula 5.1). The third regression (Model 5.3) allows the fixed-effect

variable(s) to vary across the groups (Y; and A, B and C). This step checks whether any

or more of the variables has a varying effect across the groups, or it affects the savings

amounts in the same way across the regions. The fourth step would include interactions

between random-effect variables. As it turned out during the analysis, the model could

not accommodate any interactions due to correlations between the random effects.

Instead, Model 5.4 is prepared with the only geographical groups of the postal codes.
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In(Savings) = o + Z,Bka +
k

2009

i=2002

East—West

LYY+ D A+ D B+

Liinder

Y&, +e

Urban | Non—urban

(Formula 5.1)

Table 5.4. Random-effect coefficients of the local models

Model 5.1 Model 5.2 Model 5.3
Random-
Group Intercept Group Intercept Group Intercept | effect of
gender
Hamburg 0.17 Hamburg 0.13 Hamburg 0.14 -0.01
Mecklenburg-
Vorpommern 0.14 Brandenburg 0.06 Brandenburg 0.12 -0.07
Schleswig- Mecklenburg-
Holstein 0.10 Hessen 0.06 Vorpommern 0.10 -0.06
Mecklenburg-
Hessen 0.08 Vorpommern 0.04 Hessen 0.07 -0.01
Schleswig- Schleswig-
Saarland 0.06 Holstein 0.02 Holstein 0.02 -0.00
Baden- .
Bremen -0.01 Wiirttemberg 0.00 Berlin -0.01 -0.03
Rhilfnallaznd- -0.02 Saarland -0.01 Niedersachsen -0.01 -0.02
Baden- . Nordrhein-
Wiirttemberg -0.02 Berlin -0.02 Westfalen -0.02 -0.03
Sachsen- Baden-
Anhalt -0.03 Bremen -0.03 Wiirttemberg -0.02 0.03
Thiiringen -0.03 Bayern -0.03 Bremen -0.04 0.01
Niedersachsen | -0.05 Sachsen -0.03 Sachsen- -0.05 0.01
' ' Anhalt ' '
Nordrhein- Rheinland-
Westfalen -0.06 Pfalz -0.03 Saarland -0.05 0.05
Brandenburg -0.06 | Niedersachsen | -0.03 Sachsen -0.05 0.04
Nordrhein-
Sachsen -0.07 Westfalen -0.04 Bayern -0.06 0.03
. Sachsen- Rheinland-
Berlin -0.11 Anhalt -0.04 Pfalz -0.07 0.04
Bayern -0.12 Thiringen -0.05 Thiringen -0.07 0.04
Group Intercept Group Intercept Group Intercept Rae?f:g:"'
Non-urban -0.05 Non-urban -0.03 Non-urban -0.03 n.a.
Urban 0.05 Urban 0.03 Urban 0.03 n.a.
G Random-
roup Intercept Group Intercept Group Intercept effect
East -0.10 East -0.09 East -0.09 n.a.
West 0.10 West 0.09 West 0.09 n.a.
Random-
Group Intercept Group Intercept Group Intercept | effect of
financing |
2002 0.19 2002 0.04 2002 0.07 -0.69
2003 0.25 2003 0.11 2003 0.11 0.02
2004 0.24 2004 0.11 2004 0.10 0.18
2005 0.22 2005 0.11 2005 0.11 0.05
2006 -0.03 2006 -0.01 2006 -0.02 0.11
2007 -0.30 2007 -0.12 2007 -0.17 0.23
2008 -0.26 2008 -0.09 2008 -0.08 0.08
2009 -0.30 2009 -0.15 2009 -0.12 0.01
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The results confirm the Hypotheses 5.1, 5.2 and 5.3 related to the global model, but also
identify a global effect for age, gender and financing over the local models. The effect
of the geographical regions follows the expectations (Figure 5.4). Savings in the Eastern
Lander are predicted to be the lowest (Hypothesis 5.4), and metropolitan regions imply
slightly higher savings than non-metropolitan areas (Hypothesis 5.8), according to the
random intercepts of Model (2). By controlling for the East-West gap and for the
Lander separately, the rankings within the Eastern and within the Western part of the
country become more apparent. The Northern Linder imply higher savings both in the
East (Mecklenburg-Vorpommern and Berlin) and in the West (Hamburg and Schleswig-

Holstein, and Hessen, in the mid-West of the country) confirming Hypothesis 5.7.

The advantage of mixed-models is the easy identification of interactions between
geography and individual explanatory variables, so that Hypothesis 5.5 and 5.6 can also
be verified. However, as in the descriptive statistics, age did not improve the model-fit
as a random-effect variable over any of the groups. It has a meaningful, significant fixed
effect on the yearly savings amount from Model 5.2 onwards. Sticking with age as
fixed-effect only, its coefficient hardly changed from Model 5.2 to Model 5.4. This
means that the relationship between age and savings is quite robust: the savings-amount
increases with age; and the models could not show that its relationship would vary
across Germany or over the enrolees of each year. The regional intercepts already
account for the variations; there is no structural difference in the relationship between
age and pension savings. Therefore, we cannot confirm that older or younger enrolees
of the occupational savings plan would behave differently according to the location

within Germany.
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Figure 5.4. Predicted effect of the Linder and the urban/non-urban address on the
logarithm of savings (Model 5.2)
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Random-effect variables that significantly improved the model fit were gender and the
effect of financing. The systematic model building indicated that the impact of gender
typically varies among the Bundesldnder (Model 5.3). As assumed by Hypothesis 5.5
and 5.6, being female as opposed to male implies different savings amounts across
Germany, but instead of the East-West division (Hypothesis 5.5), a North-South
Linder-difference dominates (Hypothesis 5.6). The predicted difference in savings
amounts draws the attention to a North-South gap within Germany: Saarland,
Rheinland-Pfalz, Sachsen, Thiiringen, Baden-Wiirttemberg and Bayern show large, but
overall similar differences between male and female savings, while Brandenburg,
Mecklenburg-Vorpommern, and surprisingly, Nordrhein-Westfalen have minor gender-
gaps (Figure 5.5). The model did not improve significantly by including gender as a
random-effect variable over the metropolitan/non-metropolitan locations. These

findings reinforce the expectations on the geographically varying gap between men and
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women, possibly caused by the context of different female roles in the society. East-
Germany is not as homogeneous as expected, and the gender-gap in financing did not

show temporal effects, as opposed to the descriptive statistics.

Figure 5.5. Predicted yearly savings difference between men and women (Model 5.3)
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Rheinland-Pfalz 74
Baden-Wiirttemberg 72
Bayern 68
Sachsen 62
Bremen 61
Thiiringen 59

Hamburg 55 B Western Lander

B Eastern Lander
Schleswig-Holstein 55

Hessen 52
Sachsen-Anhalt 47
Niedersachsen 43
Nordrhein-Westfalen 38
Berlin 35
Mecklenburg-Vorpommern 21
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Note: calculated using a 39-years old employee enrolling in 2005 with an employee-financed plan and
living in urban location

Model 5.4 replaces the geographical groups (East-West, Liander and metropolitan/non-
metropolitan) with the postcode areas. The model uses similar gradual complexity
increase of Hox (1995) as in the previous case. At the end, gender turned out as the only
random-effect variable that contributes to the model. The map of the results gives an
impression about the geography of gender-gaps in pension savings (Figure 5.6). There
are higher pension savings in some major metropolitan areas compared to their
surroundings, including Miinchen, Niirnberg, Frankfurt, Hamburg and Berlin, but not

for all of them. This means these regions have a so far undefined context. Furthermore,

162



the North-South difference in the gender gap draws a less unanimous picture, the trend

is clearly visible.

Figure 5.6. Predicted effect of gender on the logarithm of the savings
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Note: The upper maps contain the sum of the gender fixed-effects, random-effect intercepts and random-
effect of gender; the ‘Difference’ map with different scales contains the male less the female random
effects.
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As the detailed maps show, there is the dark patch covering parts of Thiiringen, West-
Sachsen and North-East Bayern (Oberfranken), both for men and women. This area is
characterised by low savings which cannot be explained with the help of the variables in
the regression. Furthermore, although men have the lowest savings in these regions, the
gap between men and women is particularly broad here. This means that the detailed
map talks about a so far unexpected context. Further literature research about this area
reveals that this region shows low level of economic development in economic terms
within Germany, both in its Eastern and Western area. Its main industries, textile, glass
and china manufacturing, have been experiencing a structural crisis since reunification
and since the appearance of competition from developing countries (Breitenfelder,

2007).

Temporal effects show that the employer-financed plans of 2002 were the least
generous with very low savings amounts, indicating the employers’ cautious first moves
in the new pension system (see random-effects in Table 5.4). When the pension market
took off, employers provided higher contributions. These contributions again slightly
decreased over the years: new, probably small and medium companies joined the
scheme, which were unwilling or unable to provide generous contributions to their
employees. The period-effects are therefore likely to be employer-composition effects.
Large and SME-companies’ inability to pay the generous wages and additional labour
costs (of course, with many exceptions) is a well documented phenomenon in the
literature (Silvia and Schroeder 2007), which may be the relevant context for this

phenomenon.
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Similarly to the employer-financed plans, random-effect intercepts over the years in
Model 5.3, standing for employee- and mixed financed plans, tend to decrease slightly
over the years, reaching negative values from 2006 onwards. There may be several
explanations to this. First, the year of 2005 was characterised by simplifications to the
private and occupational pension system, including simpler taxation rules, and a new
law providing insurance companies with a swifter access to distribution revenues. Their
additional interest may have moved them towards selling products to individuals less
keen on old-age savings. Second, the omnipotent coverage of the new collective
agreement in 2006 gave many individuals a chance to meet an agent of the pension
provider. Individuals willing to save for the retirement often fail to take action (Clark et.
al., 2009). The visit of an insurance agent may have catalysed this process. Third, the
financial crisis of 2008-2009 forced many employees into shorter working hours, and it

must have diverted intentions from retirement to precautionary savings.

5.5 Implications and Conclusions

This research illustrated the application of geography in explaining savings decisions in
the case of German occupational pension plans. The topic, investigation of retirement
saving decisions, gained relevance after the pension reform of 2001, which decreased
the level pensions provided by the public system. Since the choice of enrolment in a
savings scheme, as well as the supplementary saving amount are subject to voluntary
individual decisions, it is important to indentify individual drivers and contextual
relationships behind it. As a result of the methodological approach, recognitions
delivered by this study may be divided in three distinct categories: old age savings in
Germany, human decision making and the importance of context in geographical

investigations.
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First, the paper has findings about supplementary retirement savings in Germany. As it
has been shown, the voluntary character of the occupational pension market offers a
great degree of freedom for the individual. As a result, savings differences predicted by
the literature have been confirmed for Germany too. Yearly savings amounts are
systematically related to age, gender and way of financing. This has a wide range of
implications. One of them is related to individuals saving too little, as for instance most
young do. Since most contracts do not contain automatic savings increases over time,
individuals signing savings contracts with low savings amounts will have to modify
their contracts later in order to close their individual pension gap. Most contract
modifications and new contracts imply additional distribution costs, which are at best
‘unnecessary’, and should be avoided with the help of better product design, distribution
or political intervention. Moreover, it is to be investigated to what extent individuals
with low savings realize that they need to put aside more. Research should be done to
see whether the false feeling of contract ownership provides the misleading feeling of

old age security.

This paper contributes recognitions about spatial differences in savings amounts. The
centrally introduced pension reform induces spatially varying responses from the
German employees. The observed patterns confirm that the effect of an aging
population and the problems with the public pension system threatening the whole
country, have different impact according to the individuals’ context, which in turn
follow a systematic pattern in space. As long as lower average savings of certain
geographical areas move together with lower cost of living in the retirement, as for
instance it is the case in non-urban areas, geographical savings differences are not

harmful per se. However, it is less likely the case that the savings decisions would

166



reflect considerations executed upon purchasing power expectations. It is more likely
that geographically varying savings decisions will result in geographically varying
living standards in retirement. Similarly, wide local gender-gaps will translate into wide

gender-specific pension gaps.

Second, the paper contributed to the understanding of human decisions. Patterns found
in the data highlight the fact that financial decisions are influenced by cultural and
social factors, as the regionally varying example of the gender gap shows. It seems that
some or the majority of the social and cultural factors are local, since areas closer to
each other tend to share characteristics. Studies not accounting for geography could
incorporate variables treating individual decisions as independent from each other are
most likely to construct imperfect models of financial decision making. Identified
global relationships between the variables, such as the gender and region, or
metropolitan-non/metropolitan differences will be distorted and will not account for

regional variations.

Obviously, geographical scales will never describe the social nature of human behaviour
perfectly, since it is always a result of individual situations. Regional groups used in this
paper admittedly hide huge differences. There are however, similarities in decisions
across the geographies, and the multilevel-regression technique is one adequate
approach to their localisation. This paper has found a few examples for that: there is a
significant difference in savings between former East- and West-Germany, as well as

between individuals living in metropolitan and non-metropolitan areas.
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Third, geographical patterns represent a reason to think about decision contexts and
possible explanations. The contribution of this paper is to highlight the additional
information provided by geography, and to encourage researchers to engage with it.
Applying quantitative geography with critical sensitivity in modelling human behaviour
may bring the researcher closer to the actual context of the individual decisions, besides
carrying recognitions about spatial processes. However, geography is not the context
itself: additional information is required to find out why decisions made close to each
other share patterns. Moreover, there are non-local cultural and social ties, and there are
shared patterns in human decisions not following geographical locations. For instance,
employees of distant metropolitan areas seem to share some of the decision patterns.
Since data-sets following administrative boundaries will not be able to account for such

connections, it should be explicitly investigated by further research projects.
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6 The German Model of Risk Distribution in

Supplementary Occupational Pensions

6.1 Introduction

The surging expenditures of public pension systems represent enormous challenges to
the governments of ageing societies (Barr, 2006). Attempts to tackle such problems
over the last two decades included the privatisation of pension provision and the transfer
of responsibility for old age finances from the public to the individual (Gruber and
Wise, 2007, Taylor-Gooby, 2004 and Borsch-Supan et. al., 2005). These moves were
partly results of the retreat of the state from pension provision (Clark, 2000) and the rise
of private welfare markets (Bode, 2007a). In other words, retirement decisions were
individualised (Vickerstaff and Cox, 2001), including the selection of savings vehicles
and its risk-return combinations. These processes certainly demonstrate a great variety
over geographies (Dixon and Sorsa, 2009) with country-specific institutions offering
pension products in a collectivist masque (Dixon, 2009); the inherent characteristics of
such plans remain individualistic. ‘Self-made’ pensions are on the rise (Bode, 2007b),
and carry serious consequences. Since guaranteed pension benefits are a ‘hollow ideal’
(Clark, 2003), individuals have to reach decision over pension finances under the

conditions of risk and uncertainty (Kahneman and Tversky, 1979, Clark, 2009).

International examples show a great variety of risk individualisation. In the UK, the
National Employment Savings Trust (NEST), previously known as Personal Accounts
Delivery Authority (PADA), was created in the course of a pension reform to provide
occupational pensions at low cost for low- and moderate earners who have less

understanding of financial matters. This non-profit organisation offers employee-
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financed, defined contribution pensions on a voluntary basis. Most participants make no
decision and receive therefore the ‘default’ fund option. However, there are a range of
funds on offer for active plan participants. Some of them promise a clear risk-return
relationship in financial terms, while others offer alternative interpretations of risk (e.g.
ethical funds investing in companies that meet non-financial, value-based criteria, or
‘Sharia’ funds that comply with the requirements of Islamic finance). The investment
risk is always borne by the employee (PADA, 2009). Another good example is Sweden,
where the so-called ITP occupational pension scheme was reformed in 2007. The
reform introduced an exclusively employer financed defined contribution scheme,
where half of the pension savings has to be invested in traditional pension insurance.
The investment of the other half can be determined by the employee. This system does

not guarantee the ultimate level of pensions either.

Germany is a special case in terms of pension risk individualisation. The pension
reforms of 2001 (so-called Riester-reform, named after the Minister of Labour, Walter
Riester) and of 2004 dramatically reduced the generous public pensions; from seventy
percent of average lifetime earnings to approximately forty. To offset the decrease, it
introduced voluntary occupational and private funded schemes with state subsidies
(Schmihl, 2003). As a result, after a transition period, around two fifth of retirement
income has to originate from supplementary pensions, if individuals want to reach
similar living standards in the retirement as it was the case before the reforms (Borsch-
Supan and Wilke, 2006). Given that there is no legally prescribed automatic mechanism
for individuals to enrol, and that there are no default savings or default investment

options, research on this field is essential.
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Since the reform of 2001, both private and occupational pensions have spread
dynamically, with approximately nine million subsidized occupational pension policies
at the beginning of 2008 (Alterssicherungsbericht, 2008). Unfortunately, results show
that enrolment is imperfect, and the new schemes exclude vulnerable parts of the society
(Borsch-Supan et. al., 2008). It has been highlighted that the new schemes merely
restructure existing household savings (Corneo et. al., 2009). Since it was also shown
that the financial crisis eliminated between three and eight percent of private retirement
savings (Borsch-Supan et. al., 2009), investigating the structure and distribution of risk
embedded in German occupational pension schemes complements the understanding of

the pension reform.

Accordingly, the aim of this paper is to investigate the extent and distribution of risk in
the case of the new occupational pension products reformed by the reform of 2001 in

Germany. More specifically, the paper discusses the following research questions:

e What is the scope of risk of the new occupational pension vehicles?
e What determines risk distribution between the employer and its employees?
e Which relationships can be identified regarding risk-related decisions

empirically?

The paper summarizes the development of risk distribution in occupational pension
provision over the twentieth century, and arrives at the last major pension reform of
2001. Since the reform, employers and employees have to reach two major risk-related
decisions when enrolling in occupational pensions. The first choice is the selection of

the pension vehicle (direct insurance, Pensionskasse, or pension fund), which
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determines the institutional setup and investment policies related to the pension savings.
Although the product characteristics differ to some extent, they contain similarly robust

insurance elements.

The second choice is on the nature of employee benefits, between (German) defined
benefit (DB) and (German) defined contribution (DC). It is adequate to emphasize the
‘German’ character of these products, since they significantly differ from their Anglo-
Saxon counterparts. Both German DB and German DC provide insurance-based
investments. Moreover, employees receive an ex ante guaranteed positive return in the
case of the insurance-based German DB pension, and a minimum return of zero in the
case of the German DC plans. Despite the insurance element, the paper finds that
employees’ choice is limited by their risk averse employers, shown with the help of a
comprehensive, proprietary database of a German occupational pension provider with
over 276 thousand employee contracts. Since the starting dates of these contracts vary
in time from 2002 to the end of 2009, it is also shown that the financial crisis hardly

affected these choices.

This paper is structured as follows. Employee-employer risk sharing is presented in the
historic perspective in section two. Further, the paper analyses the nature of risk among
the institutions involved in occupational pension provision and the employee in section
three. The last two parts of the paper investigate actual decisions under risk empirically.
The discussion of occupational pensions over the last century, the size of the database,
the uniqueness of the timeframe, and the special setup of the German pension system
make this paper a distinctive contribution to the literature of the German pension

reform, pension individualisation and decision-making under risk and uncertainty.
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6.2 Occupational Pensions and the Riester Reform

In the middle ages, communities of the mining industry and several guilds used the
institution of occupational pensions. These were the first formal organisations providing
support for old age, well ahead of Bismarck’s public pension system. Community
members organised early versions of pensions for themselves, based on the idea of
mutual help, and without a commercial goal. The late nineteenth century with the
advent of the industrialisation, the appearance of large conglomerates, and the resulting
employee-employer class-conflict delivered sweeping changes to the nature of
occupational pensions. The idea of mutual help provision was replaced by the
employers’ aspiration to preserve peace at the workplace. The employer decided
whether to provide occupational pensions or not, and determined its amount. The law
treated these occupational pensions as gifts from employer with no further obligations
and with no ties to the employee’s salary. This meant in practice that the employer
could withdraw an existing pension promise. Employees received pensions usually only
after a very long employment that ended with retirement. A job change mostly resulted

in the loss of eligibility (Wiedemann 1991).

This legal background defined a high-risk environment for the employee, including the
loss of the entire retirement income. This system was in place over the first part of the
twentieth century until 1974, except for the Nazi-era. The Occupational Pensions Act of
1974 limited the employer’s freedom in pension provision, following a verdict of the
German Constitutional Court of 1972. The Act contained two major elements: it defined

specific circumstances when the employer was not permitted to withdraw its promise%,

*® The employer was not permitted to withdraw its promise after 10 years of uninterrupted employment
and a minimum employee age of 35.
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and the employer had to guarantee the level of benefits. The law therefore shifted a

significant part of the risk from the employee to the employer (BetrAVG, 1974).

Meanwhile, the generous public pay-as-you-go pension system of 1957 started building
up a significant financial deficit in the 1990s. The German society was ageing rapidly,
and the proportion of working people paying the retirees’ pensions was decreasing.
After several parametric changes, the German government enacted a major cut in public
pensions in 2001 (the so-called Riester-reform) to tackle this problem, followed by a
further reduction in 2004. The reforms decreased the level of public pensions from
seventy to forty percent of average lifetime earnings, and introduced funded voluntary
occupational and private pensions with state subsidies”’. Among others, employees
acquired a comprehensive set of rights in relation to occupational pensions, including
the right to transfer a part of their gross salaries into (pension) savings accounts. These
pensions are no longer supplements but substitutes for the public pensions (Schméhl

2003).

The decrease of the public system and the enhancement of funded pensions shifted
retirement risks from the state to the employees and employers. Since enrolment in the
supplementary system became voluntary (and the decrease of the public pensions
applied to everyone), the individual runs the ‘risk of recognition’ (whether he or she
plans the retirement deliberately, see Clark.et. al., 2009). In addition, financial

investments necessarily contain risk that has to be distributed between the employer and

7 Two types of subsidies were created. The first is the direct saving subsidy which is paid by the
respective authority to the pension savings account. The employee has to pay a minimum amount of own
contributions from his or her net wage in order to become eligible for direct subsidies. These consist of a
flat benefit and additional benefits after each child. The second type of subsidy is tax savings:
contributions to the pension savings account are paid directly from the employee’s gross earnings which
mean a tax-advantage (retirement benefits are, however, subject to income tax). The pension authority
automatically applies the more beneficial subsidy (for the employee) (Schmihl, 2003).
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the employee. Since the value of the occupational pensions must be guaranteed by the
employer since 1974 (BetrAVG, 1974), their risk situation worsened in 2001 by the
introduction of employee-financed occupational plans®®. In order to offset that, the
pension reform set out that employers outsource the management of pension assets to
specialized external providers. These providers underlie a complex institutional

protective and supervisory system (detailed in the next section).

Figure 6.1. The legal environment of occupational pensions
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Sources: Wiedemann (1991), BetrAVG (1974), BetrAVG (2001), VAG (2004)

Figure 6.1 provides a summary of employers’ risk situation related to occupational
pensions discussed so far. It shows that the decisions related to occupational pensions
were initially at the employers’ discretion. This significantly changed over time:

employees received occupational pension guarantee and a vesting period in 1974; and

*® From 2001 onwards, employer-financed plans are still not immediately vested: 5 years of uninterrupted
employment and the fulfilment of age-related rules are required, as opposed to the 10-years period before
2001. As opposed to that, employee-financed occupational plans are immediately vested. Plans with
mixed financing are split proportionally.
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they were granted a set of further rights by the pension reform of 2001, including
unconditional eligibility to salary sacrifice schemes. This process was accompanied by a
shift of investment risk from the employee to the employer in 1974. From that year on,
employers had to guarantee the nominal value of their pension promises. To offset
employers’ worsening decision and risk situation, the reforms gradually built
institutional support and created a set of rules related professional risk management.
First, the reform of 1974 established PSV aG (Pensions-Sicherungs-Verein, Mutual
Pension Insurance Corporation), an insurer to protect employees’ pension rights against
employer’s insolvency. Following that, the reform of 2001 created occupational pension
products with an insurance element, underlying comprehensive financial regulatory and
supervisory system. These institutions and regulations are discussed in detail by the next

section.

6.3 Risk Dimensions: Scope and Sharing

The reform of 2001 created two main risk-related dimensions. The first dimension is the
selection of the pension product (or vehicle). Since each pension product is attributed to
specific institutional setups and to investment policies, its choice defines the scope of
possible returns. This also sets out the range of eligible pension providers which may
vary in legal form, history and financial power. The second risk-related dimension
determines the distribution of realized returns (and risks) between the stakeholders of
the pension provision. This, in effect, means the decision between German defined
benefit (DB) and German defined contribution (German DC) schemes. There is no
‘default’ option for the enrolees; therefore each of the two dimensions represents a real
choice. Although both choices are assigned to the employer, it often offers more than

one product type to its employees and almost always leaves the second decision up to
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them. This section discusses the two risk dimensions in detail in order to describe the

gravity and impact of these decisions.

6.3.1 Risk Dimension I: Scope

Since the subsidized occupational pension products must be provided by specialist
finance companies, most employers outsource the pension provision. These specialist
companies will be referred to as ‘external providers’, even in cases when they are
owned by the employer. Product choice determines the legal form of the external
provider, a set of risk-related regulations and the institutional risk-sharing background.
Therefore, understanding the institutional background is necessary to provide a
comprehensive risk assessment. All three products are regulated by insurance laws
(VAG and VVG), which define two sets of risk-related rules, called as risk protection
layers (Figure 6.2). These layers are the permitted investment policies and a system of
re-insurance. Compliance is supervised by the Insurance Supervisory Authority. In the
followings, the products are briefly explained (the rows if Figure 6.2), followed by a

discussion on the risk protection layers (the columns of Figure 6.2).

Three types of funded occupational pension products, often referred to as ‘pension
vehicles’ by experts, were (re-)designed by the pension reform: Direktversicherung,
referred as direct insurance, Pensionskasse, and Pensionsfonds, referred as pension
fund. The first pension vehicle, direct insurance, is a life insurance taken by the
employer, whereby the employee is the beneficiary. Its external provider has to be a life
insurance company. This product type carries the lowest administrational burden and is
therefore often favoured by small employers. The second pension vehicle,

Pensionskasse, is a traditional pension type. Its external provider is often a mutual
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insurance company with the sole aim to provide pensions to its beneficiaries. Pension
funds, the third product type, were newcomers in Germany in 2002. Its creators’
intention was to imitate the Anglo-Saxon pension funds returns with a higher degree of

security.

Figure 6.2. Risk protection in the reformed occupational pensions
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The Insurance Supervisory Act (VAG, 2004) defines the first risk protection layer, the
permitted investment policies. The law satisfies the requirements of Solvency II, the EU
directive for insurance activities, including all quantitative, qualitative and transparency
requirements. Quantitative requirements apply to the guarantee-capital, the part of the
investment that delivers the guaranteed returns of the pension promise. For direct
insurances and Pensionskassen, these requirements consist of a list of permitted asset
types, limits on asset-mixing and constraints on the expected variance of returns, as well

as limits to the investments’ (geographical) locations. Pension funds do not have such
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limitations, but certain asset types are excluded from the group of permitted
investments. Certain aspects of these policies are regularly revised by the circulars of
the Supervisory Authority. Because of the conservative investment approach of the
Authority, German pension investors avoided the direct involvement in the sub-prime
securities before the crisis beginning in 2008. As a result, German pension investments
lost around five percent of their value in 2008, less than their counterparts did in most of

the OECD countries (Antolin and Stewart, 2009: 17).

Qualitative rules prescribe external providers certain reporting and controlling
processes. These comprise regular, in some questions, weekly reporting on asset-
liability-management (ALM) and liquidity management; as well as regular stress-tests
with four different scenarios. These reports must be taken into consideration in the
short- and long-term decisions; and the Supervisory Authority must receive a part of the
reporting and the outcome of major decisions. The Authority has the right to intervene
in the pension provider’s business. Transparency and reporting requirements to the

public apply too (VAG, 2004).

The second risk protection layer defines the system of re-insurance. There is a
comprehensive system of protective measures to ensure that pension policies managed
by external providers do not fail. First, each pension product belongs to a certain type of
external provider. By default, the external provider is liable for the pension provision.
Should the external provider be unable to meet its liabilities, its policies are overtaken
by a respective re-insurer (Protektor AG or PSVaGQG). In the unlikely event of the re-

insurer’s failure, the employer has to provide the pensions.
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External providers’ pension liabilities are insured by one of the two following
institutions, Protektor AG and the PSV aG. Initally, Protektor AG was a voluntary
institution set up by German life insurers for the protection of their policyholders’
interests. It protects policyholders against the consequences of a life insurer becoming
insolvent. This means that external providers of direct insurances had first a voluntary
re-insurance at Protektor AG. In May 2006, re-insurance at Protektor AG became
mandatory. Policies of insolvent life insurers are transferred by the order of the
Supervisory Authority (BAFin). Some Pensionskassen can be insured at the Protektor
AG, but only if they meet certain requirements. This means, some of the
Pensionskassen are not necessarily re-insured by any institution. To compensate, un-
insured Pensionskassen are subject to a tighter supervision. These Pensionskassen

usually belong to large companies with long history and tradition in pension provision.

Pension funds must be insured at PSV aG (Pensions-Sicherungs-Verein auf
Gegenseitigkeit, Mutual Pension Insurance Corporation). PSV aG specializes in the re-
insurance of employers’ unfunded, unsubsidized pension promises®, and since 2001, in
the re-insurance of pension funds. Since pension funds are considered to carry less risk
than unfunded pension promises do, the insurance premium for pension funds is one-
fifth of the premium of unfunded products. As a consequence of this rule, pension fund
costs are directly affected by the success or failure of unfunded pension provision!
These are higher than the costs of Pensionskassen or direct insurances30, and, according

to industry experts, have been very volatile since the onset of the financial crisis.

* These are the employers’ pension promises (Direktzusage), and support funds (Unterstiitzungskasse),
not promoted by the pension reform of 2001, and not mentioned by this paper earlier.

% Direct insurances have to be insured by the PSV aG instead of Protektor AG in very rare cases. Such a
case occurs if the employer pledges them.
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Moreover, the lack of sophisticated differentiation according to the riskiness of insured

policies is considered as debatable (Hundt, 2010).

Finally, besides the two risk protection layers, product choice has another, technical but
important consequence. As described above, employees are entitled to salary sacrifice
schemes by law. Should the employer not offer any, the relevant legislations state
explicitly, employees can demand a direct insurance (BetrAVG (2001) §la (1)).
However, in contrast to Pensionskasse and pension fund, which received the highest
level of state subsidy from 2002, direct insurance — quite surprisingly — was not
considered eligible for such. Direct insurance has been subsidized to the same extent as
Pensionskassen and Pensionsfonds from the beginning of 2005 only. In the period from
the beginning of 2002 until the end of 2004, all employees working for a company
without Pensionskasse or pension fund had the right for a product with limited state
subsidies®’. This implies two things: first, that employer support had been a necessity
for employees to achieve higher state subsidies. Second, this rule probably strongly
affected the popularity of direct insurance. Despite the product’s administrative
simplicity, employees probably preferred the fully subsidized products as opposed to

the partly subsidized direct insurance.

6.3.2 Risk Dimension Il: Sharing

Product choice defines the scope of the risk, but does not provide details on how
investment returns and losses are split between the employee and other stakeholders.

The law (BetrAVG, 2001) defines two options for this, and - unless the employer

31 Contributions to direct insurance were taxed at a flat rate of 20%, which is a smaller than the tax-free
treatment of the other two pension vehicles.
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imposes limitations - the choice between them is usually made by the employee. The
first option is referred to as the (contributions oriented) defined benefit (German DB)
(beitragsorientierte Leistungszusage). This option guarantees a positive, non-zero return
on contributions. The maximum permitted return is defined by the Supervisory
Authority; the external provider may offer that or any lower positive return. Due to the
low capital market interest rates, the Authority has revised the permitted maximum over
time. As a result, pension savings contracts signed by employees in 2002 offered a

return of 3.25 percent, while the ones signed in 2008 offered 2.25 percent only.

The second possible option for risk sharing is called the ‘defined contribution with
guaranteed minimal benefits’ (German DC) (Beitragszusage mit Mindestleistung). Here,
the nominal value of the contributions®® must be guaranteed at the beginning of the
retirement. As a result, the main difference between DB and DC in Germany is not
identical to that between traditional DB and traditional DC. In the traditional case, the
difference is whether the employee or the employer bears the pension investments’
losses or gains. Moreover, traditional DB pension schemes are famous for the extent of
their underfunding (Langley, 2004). In Germany, both DB and DC products have
funding ratios above hundred percent. Moreover, the returns of a German DC plan are
always non-negative, as opposed to the possible losses of the traditional DC plans. In
short: the only difference between German DB and German DC is the division of
capital gains (Beckstette and Zwiesler 2004). The employee receives all gains in case of
a German DC, while he or she receives a guaranteed return in case of a German DB. To
put it differently, the employee can ‘buy’ a bet on capital gains by selecting a German

DC plan at the (opportunity-) cost of the German DB plan’s guaranteed rate of return.

32 More specifically, the value of accrued pension contributions and subsidies less the cost of biometrical
risk insurance (including survivors’ and disability insurance).
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The financial impact of this decision is a lot smaller than it would be in the case of a
traditional DB-DC choice. The system thus offers an option of individualised returns

(German DC), but not risks.

To summarize this section, the two choices, the product choice (direct insurance,
Pensionskasse and pension fund) and the choice between German DB and German DC,
are distributed between the employer and the employee (Figure 6.3). The first decision,
product choice, is made by the employer. In many cases, it offers more than one type of
products, and leaves the final product selection up to its employees. Accordingly, the
employer may offer one, two or three types of products to its employees. The second
decision, between German DB and German DC, may be constrained by the employer.
Based on interviews with experts, however, it is mostly the employee who makes the

final decision.

Figure 6.3. Distribution of decisions between the stakeholders
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As an addition to the previously mentioned relationships, there is an interaction between
product types and DB-DC choice. Since pension funds allow the most liberal
investment policies and may realize the highest returns, there is little point in running a
DB pension fund. Pension funds on the market are therefore almost exclusively German
DC types; there is hardly any DB-type pension fund on the market. To summarize:
pension fund is the most ‘risky’ product both for the employee, since employees may
lose returns on their investments, and for the employer, since its insurance costs may
change in a volatile manner. This product is followed by Pensionskasse and direct
insurance respectively, albeit the difference between the last two is minor both for
employers and employees. Moreover, the administration burden on the employer is
smaller in the case of direct insurance. Finally, the fact that direct insurance became
eligible for the subsidies in 2005 only has to be underscored. On the German DB-DC
dimension the employer is not really affected, therefore the difference between the two

is only felt by the employee.

6.4 Data, Hypotheses and Methodology

6.4.1 Data

This analysis relies on a unique proprietary dataset provided by an important German
occupational pension distributor. The main profile of this company is to provide tax-
and Riester-subsidized occupational pensions in several dominant industries of the
German economy, with an estimated market share of ten percent at the end of 2009. The
data stretch from the beginning of 2002 till the end of 2009. This period comprises
remarkably different financial circumstances, including the recovery from the dotcom
bubble of 2001, the buoyant times on the global stock markets between 2003 and 2006,

and the financial crisis of 2008-2009. This offers a unique opportunity to look at the
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determinants of the two risk-related decisions (of Figure 6.3) and its change over time.
Moreover, since the data captures actual choice outcomes at the very moment of the
decision making, it offers a unique opportunity to see actual choices as opposed to self-

reported preferences.

The dataset reflects the two stages of the sales process. The first stage is to sell the
product to the employer, as it has the right to select the external pension provider. The
data covers 12 634 employers; all joined the pension scheme during the period between
2002 and 2009. There is information about the year of employer enrolment and the
selected pension product(s) (direct insurance, Pensionskasse and pension fund). When
there is more than one option offered to the employee, these are all considered®. The
analysis is conducted on all active employers as opposed to the new employers joining
the scheme in a given year. In a more formal way, the stock of active employers is used
instead of the flow of new employers. The reason for this is that many employers

recorded by the data constantly enrolled new employees over the years.

The second step of the sales process is selling the pension product to the employee.
276 123 anonymous individual contracts are analysed in this paper, starting a pension
savings plan in the same period as the employer contracts. The data captures the
underwritten pension product and the employees’ enrolment date. There is information
on the source of financing (if it is employer sponsored only, or there is employee
financing, mixed financing is involved in the latter), the savings amount, gender and
date of birth. Furthermore, the choice of German DB or German DC is also included.

Each individual contract is linked to a particular employer.

3 The date of offering the additional product type(s) is also available; accordingly, if a ‘one-product’
employer selects another product, it becomes a ‘two-product’ employer.
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6.4.2 Hypotheses and Methodology

Following the logic of the sales process, hypotheses are formulated on the employers
first, followed by hypotheses on the employees. The literature provides some ideas on
the employers. Employer-characteristics, industry and size determine whether
occupational pensions are on offer at all (Dummann, 2008). Moreover, particularly
small- and medium sized companies prefer to keep the volume of pension-related tasks
as low as possible, including decisions and administration (Berner, 2008: 411). It is
therefore an interesting question whether there is a relationship between employer size
and the number of pension products on offer. However, since the data used by this paper
does not contain the total number of employees at an employer, a proxy will be used for
employer size: the total number of employee contracts at an employer. Therefore,
Hypothesis 6.1 is formulated: the higher number of employee contracts belong to an
employer, the higher number of pension products are on offer.

Second, since product offer is determined by the employer, and product choice by the
employee, ‘offer’ is expected to reflect the employers’ risk attitude, and ‘choice’ the
employees’. Returning to the previous argument of Berner (2008: 411) stating that
employers want to limit the burden of the pension issue, it is assumed that the more
risky pension fund, with volatile and changing insurance costs, is less often offered than
the other two products. Moreover, since direct insurance had not been subsidized
between 2002 and 2004, it is argued that its share started to grow after 2005 only

(Hypothesis 6.2 with two statements on pension offer).

Finally, the last employer-related hypothesis is on the employers’ choice on DB-DC. As
Clark and Monk (2007) argue in the case of UK and US employers, there has been a

gradual shift from DB to DC. Moreover, Berner (2008: 407) also mentions the
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‘development in the direction of defined contributions’. However, as it has been shown
in the previous section, German DB and DC products do not carry the characteristics of
their Anglo-Saxon counterparts, and the choice between them carries decisively less
significance. As a result, this paper expects that employers do not limit the uptake of

DB or DC products (Hypothesis 6.3).

On individual level, both the general literature on risk aversion and specific analyses on
Germany propose that age, gender and the amount of savings correlate with risk attitude
and therefore product choice. Employees approaching retirement and women are less
willing to take risks, regardless whether its reasons have behavioural roots (Clark et. al,
2009) or an explanation of a risk-optimisation in a life-cycle (Laibson 1998, Dohmen et.
al, 2005). Moreover, as Barasinska et. al. (2008) argue that risk aversion and household
asset diversification may correlate. They state that worse-off individuals tend to
accumulate assets in liquid asset classes, regardless of risk attitude. By contrast, those
who can afford to invest in several asset classes, diversify according to their risk
attitude. Based on this theory, it can be formulated that those who can afford saving
higher amounts with the help of one single illiquid asset class are assumed to be risk
seekers. To summarize: older employees are expected to be more risk averse
(Hypothesis 6.4), women are expected to avoid risk more than men (Hypothesis 6.5),
and higher savings amounts are assumed to correlate with riskier choices (Hypothesis
6.6). (The expressions ‘safe’ and ‘risky’ follow the terminology described in the
summary of the previous section, meaning that they both apply to the product

dimension and to the DB-DC dimension.)
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Finally, the observable behaviour in case of employee- or mixed-financed occupational
pension plans is expected to be different from the solely employer-financed plans.
Employees otherwise not enrolling in a pension scheme may receive ‘free’ employer
financed plans. Such plans may consequently be treated differently from pensions where
the employee actively pays from his or her salary into the savings account. Therefore,
without formulating an explicit hypothesis, employer sponsored plans are expected to

be different from employee (or mixed) financed plans in terms of risk appetite.

The remaining part of the paper tests these hypotheses in two sections, first over the
product dimension, then over the DB-DC choice. Both sections start with a descriptive
review of the data and continue with a regression analysis. The methods of binomial and
multinomial regression analyses are applied, since the paper analyses discrete outcomes
of certain decisions with numerical variables such as age or savings amount, and with
categorical variables such as gender or source of financing. The values this paper shows
at the explanatory variables are the odds ratios, meaning the odds of an outcome
compared to another outcome if the explanatory variable changes ceteris paribus.
Categorical variables were recoded as dummies: odds ratios represent the odds of an
outcome compared to the base case in case the categorical variable changes from its
base alternative (coded as zero) to the other alternative (coded as ones). The odds ratios
are centred on the value one, meaning that a value greater than one expresses an
increase of odds of outcome in case the explanatory variable increases compared to the
baseline alternative. A value of one corresponds to an explanatory variable which does
not affect the dependent variable; and a negative value means a decrease in the odds of
the alternative outcome respectively. The variables age at enrolment and annual savings

amount were standardised in order to adjust their different scaling and make their odds
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ratios comparable. Dummy variables were not standardised as this would make their
interpretation meaningless. Furthermore, since the data contains a great number of
observations, odds ratios are expected to show high levels significance. These must be

interpreted carefully.

6.5 Analysis of Risk Dimension I: Scope of the Risk

6.5.1 Employers’ Choice

The data provides information on over twelve thousand employers, including large
corporations with several thousand employee contracts as well as employers with few
individual contracts. The comparison of employers according to the number of products
offered (Table 6.1) confirms Hypothesis 6.1: on average, one-product employers have
14 contracts; two-product employers 57 and three product employers 149. The
confidence intervals for these averages do not overlap in the case of one-product and
three-product employers. Moreover, the median number of employee-contracts at an
employer also emphasizes this difference. Therefore, Hypothesis 6.1 can be confirmed:
the more products an employer offers, the higher number of individual contracts it has
on average. Since companies are unlikely to deliver significantly more individual
contracts than the total number of employees, companies with high number of contracts
are large companies. As a consequence, once the analysis controls the product offer, it
implicitly controls the number of individual contracts and for the size of the employer.
By contrast, size does not imply the product offer, since an employer with only one

contract at a pension provider may be served by other pension providers too.
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Table 6.1. Distribution of employers and individual employee contract numbers

Relative Average Upper limit | Lower limit Median of
Product(s) offered share of number of | of average of average | qioiqio)
by the employer individual 99% 99%
employers contracts confidence confidence contracts
Pensionskasse 41.6% 17 20 15 2
Direct insurance 38.9% 9 11 8 2
Pension fund 1.4% 17 36 -2 1
Pensionskasse
and direct 16.0% 57 65 49 20
insurance
Pensionskasse 0.6% 52 78 26 16
and pension fund
Pension fund and |, 5o 75 137 13 13
direct insurance
All three products 1.1% 149 201 96 53

The distribution of employers according to the number of products offered changed
between 2002 and 2009 (Figure 6.4). Only three percent of them offered all three
products in 2002, and this figure dropped to one percent by 2009. Approximately 33
percent of the employers offered two products to its employees, which figure decreased
to 17 percent in 2009. The majority of employers were ‘one-product’ employers: they
represented two-thirds of the total in 2002 and increased gradually to 82% in 2009. All
these mean that three-product employers were more likely to enrol in the early years of
the period. Employers joining later increasingly opt for one product only. Looking at the
number of employees at the employers: 50 percent of the individual contracts were
signed by employees of one-product employers in 2002, and this figure remained stable
over time. Three-product employers yielded between six and eleven percent of all
individual policies. This confirms Hypothesis 6.1 again, and implies that large

companies enrolled earlier, followed by small and medium sized enterprises later.
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Figure 6.4. Employers according to the number and type of products on offer
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Note: the figure contains cumulative figures. Once an employer joins, it stays in the data in the remaining
years. However, employers may change category if they alter the structure of their offer.

One-product employers show a very different picture from two-product employers in
terms of product types on offer. 74 percent of one-product employers offered
Pensionskasse in 2002, while 23 percent had direct insurance. Over time, Pensionskasse
remained the dominant product with 51 percent in 2009, but the share of direct
insurance grew gradually to 47 percent. Pension fund was available to three percent of
all one-product employers, and this figure remained stable over the period. Two-product
employers’ dominating offer was the combination of direct insurance and Pensionskasse
with around 93 percent of all two-product companies from 2002 to 2009. The other two
combinations, pension fund with either direct insurance or Pensionskasse reached seven
per cent during the period. This means that pension fund is available only at a fraction

of all employers, dropping from 7 percent in 2002 to four percent in 2009!

Moreover, Figure 6.4 depicts a significant growth in employers with direct insurance. A

great part of this growth came from one-product employers, confirming the expectation
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that small companies are more likely to choose this product. These statements altogether
confirm Hypothesis 6.2, saying that Pensionsfonds is avoided by most of the employers,

and that direct insurance started to dominate after 2005 only.

6.5.2 Employees’ Product Choice

The number of employees enrolling follows an approximately uniform distribution over
the period of 2002-2009. On employee level, the most common product of one-product
employers was Pensionskasse in the first years, and it was gradually crowded out by
direct insurance from 2005 onwards (Figure 6.5). Pension fund was the least popular
product, with a relative frequency of around one per cent. One-product employers and
their employees will be used as the reference group to the groups of employees at two-
and three-product employers to see if there is a difference between ‘perfect-choice’,

‘partial-choice’ and ‘no-choice’ employee groups.

Figure 6.5. Employee contracts at employers with one product on offer
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Note: figure contains non-cumulative values. Each column contains the new employee contracts of a
given year

Employees of two-product companies may enjoy some level of freedom in product

choice (Figure 6.6). The paper distinguishes between the employees according to the
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products available. Thus, there are three separate two-product groups: Pensionskasse
and direct insurance (PK&DI), Pensionskasse and pension fund (PK&PF), and finally

direct insurance and pension fund (DI&PF).

Figure 6.6. Employee contracts at employers with two products on offer
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given year

The dominant product was Pensionskasse in 2002, regardless of the second product
type. Pensionskasse was often referred to as the ‘the royal option for occupational
pensions’ (“Konigsweg der bAV”). This picture dramatically changed over time: in the
case of PK&DI employers, direct insurance took the lead (and acquired the title of the
‘royal option’). Pension fund was more common among the employees of two-product
employers than it was in the case of one-product employers. Surprisingly, when pension
fund was offered with direct insurance, it reached around eighty per cent in popularity
until 2005. Even after the change in the tax treatment of direct insurance in 2005,

pension fund preserved an astonishing share of around 40 percent. Pension fund’s
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combination with Pensionskasse (PK&PF group) delivered a share of around twenty
percent to the pension fund, albeit with deviations of around ten percentage points over

time.

Employees may have perfect choice at employers that offer all three products (Figure
6.7). Surprisingly again, pension fund was more popular product in this category than in
the whole data, implying that individuals do choose pension fund when they can. Its
share started from seventeen percent of all new contracts, and dropped to six percent in
2008 and three in 2009. As expected, direct insurance crowded out Pensionskasse

gradually, growing from thirteen percent in 2002 to 89 percent by 2009.

Figure 6.7. Employee contracts at employers with three products on offer

10% 7% 6% [6% ] 8% (6% ] F3%3
8% 11%

Pensionsfonds [17%

Direct insurance [13%

61% .
68% lgou| g

Pensionskasse [} 71%

o,
24% 15%

9%

2002 2003 2004 2005 2006 2007 2008 2009

Note: figure contains non-cumulative values. Each column contains the new employee contracts of a
given year

6.6 Product Choice: Regression Analysis

Five separate regressions were prepared on each of the employee groups. These include
three binary logistic regressions on the PF&PK, DI&PK and DI&PF groups and two
multinomial logistic regressions on the employees of ‘three-product’ employers and
another on the ‘one-product’ (reference) group. Although the regressions are not
directly comparable, the findings show remarkable differences among the regression

fits, as well as among the strengths of association (measures of pseudo-R?, Tables 6.2
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and 6.3). Employee groups smaller in terms of number of individual contracts tend to
deliver worse fits. These also comprise small number of employers (PF&PK and
DI&PF contain 70 and 60 employers respectively), albeit with relatively high contract
numbers per employer. The small number of employers may cause an ‘employer-bias’
which may falsify the results of a regression. The other three groups deliver better
regression results: the DI&PK group, the ‘one-product’ group and the ‘three product’
group contain sufficiently great number of employers to rectify employer bias and thus

all deliver a pseudo R” over 30 percent.

Table 6.2. Results of the binomial logistic regression on the product choice

Group Group Group
‘PF&PK’ ‘DI&PK’ ‘DI&PF’
N 3,611 107,441 4,372
Measures of association:
Nagelkerke R Square 1% 43% 28%
QOdds ratio (exp(B))
Baseline choice: pension fund . direct . Direct
insurance insurance
Odds of choosing: Pensionskasse Pensionskasse Pension fund
Gender (reference: female) 0.6%** 1.1%%* 1.3%%%
Age at enrolment
(sta%ldardised value) 1o# 1O% 0.6%
Yearly savings amount
(stanydardisgd value) 0.9% L 1.0
Employer sponsored (=1, employee L6 0755 9 g
or mixed financing = 0)
Year of 2002 (baseline)
Year of 2003 2.3k 1.9%** 0.5%**
Year of 2004 5.5%%:% 1.5%** 0.4%%%*
Year of 2005 2 4k 0.4%#%* 0.27%%%*
Year of 2006 4. QFk* 0.2%%* 0.1%%%*
Year of 2007 1.7%%* 0.1%** 0.1%%%*
Year of 2008 1.5%:* 0.1%** 0.0%**
Year of 2009 4 sk 0.1%%* 0.0%#*
Constant 4, 5%%* 5.3%%:% 7. TEEE

*#*Significant at 1%, ** Significant at 5%, * Significant at 10%

Since gender, age and savings amount hardly affect the decision between direct
insurance and Pensionskasse (‘one-product’, the ‘three-product’ and the ‘PK&DI’

groups), we interpret this as no or little perceived difference in their risk content. On the
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other hand, these groups show strong time effects, with a clear shift in preference over
the years. This shift coincides with the tax-treatment change of direct insurance: odds of
choosing direct insurance increased gradually compared to 2002. This effect is spread
over the years, and it reached its full strength in 2007 only. That is to say, the reaction to
legislative changes was not a sudden move from 2005, it was delayed in time. The
‘three-product’ group changed swifter than the ‘one product’ group, meaning that
employees changed immediately after the new legislation where they had the ‘perfect
choice’ situation, but they had to wait their employer’s reaction in cases where the

employer did not have direct insurance on offer.

The determinants of pension fund choice deliver interesting results. Gender is always a
decisive and significant variable, being male increases the chance of pension fund
choice, confirming Hypothesis 6.5. Moreover, both the savings amount and age have
strong impacts (with the exception of the PF&PK group for savings amount). The
younger an employee is, or the higher is the amount an employee is willing to
contribute to the pension plan, the more likely he or she will choose pension fund. This
is in line with Hypothesis 6.4. stating the relationship between age and risk attitude, and
with Hypothesis 6.6, that high-savers are more likely to be risk seekers. Furthermore,

employer sponsored plans are less likely to be pension funds.
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Table 6.3. Results of the multinomial logistic regression on product choice

(B O Group of ’three
product’ y
employees product’ employees
N 135,745 21,211
Measures of assgfllszl;)en: Nagelkerke R 329 449
Odds ratio (exp(B))
Baseline: choice of Pensionskasse
Odds of choosing direct insurance compared to Pensionskasse
Gender (female = 0, male = 1) 0.96™* 1.1*
Age at enrolment R 1.0
(standardised values)
Savings amount 1 4+ 1.0
(standardised values)
Employer sponsored (=1, employee or 1 gre* 0.5+
mixed financing = 0)
Year of 2002 (baseline)
Year of 2003 0.6™** 0.5***
Year of 2004 0.9** 0.8
Year of 2005 4.2%** 1.8
Year of 2006 10.5*** 9.9***
Year of 2007 13.8*** 17.5***
Year of 2008 14.9*** 32.7
Year of 2009 14.2*** 62.2***
Odds of choosing pension fund compared to direct insurance
Gender (female = 0, male = 1) 1.5%** 1.4***
Age at enrolment . -
(staﬁdardised values) 0.9 0.6
Savings amount - -
(standar%lised values) 0.8 1.2
Employer §ponsored (-=1, employee or 0.04%** 0.0%*
mixed financing = 0)
Year of 2002 (baseline)
Year of 2003 0.5 0.4***
Year of 2004 0.4*** 0.4***
Year of 2005 0.4*** 0.3***
Year of 2006 0.4 0.7***
Year of 2007 0.4 1.4***
Year of 2008 0.2*** 1.5
Year of 2009 0.1*** 1.2

***Significant at 1%
** Significant at 5%
* Significant at 10%

The odds ratios of the time dummy variables, which are to be compared to the year
2002, show a mixed picture over all groups. Pension fund choice had the highest
probability in the year of 2002 in all groups over the years. This dropped significantly in

the following years, to be followed by a slight comeback in 2007 and 2008, and a drop
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in 2009, in the case of the ‘three-product’ group and the PF&PK group. It remained low
at the DI&PF and the ‘one-product’ groups. Here, pension fund lost on popularity from

2003 onwards, not from the taxation-change of 2005.

The outcome of the regressions ‘one-product’ and ‘three-product’ groups on pension
fund choice is surprising in many respects. Almost all odds ratios have the same
direction (meaning a value greater or smaller than one) and similar strength. This means
that the employees ‘one-product’ groups share characteristics with the ‘three-product’,
probably perfect choice group. There may be several explanations to this. First,
employees of the ‘one-product’” group may be ex-employees of ‘three-product’
employers. In this case, they had the perfect choice at the time of the enrolment and then
they changed jobs and brought their pension contracts with them. The ‘one-product’
group usually has employers of a smaller number of individual contracts — fifty percent
are either one- or two-contract companies — which affirms this argument. There may be
a second possible explanation. Employers’ choice may be directly determined by the
employees’ wish in case of small employers. Here, the employee may have the freedom

and the power to persuade his or her employer to choose a specific product.

Time variables incorporate an important message of the regressions. The high odds of
choosing pension funds in 2002 mean there was a group of individuals who enrolled
immediately after the pension reform, and were willing to invest in the newly
introduced pension fund savings vehicle. These individuals were after the possibly
higher returns of pension funds, and therefore expressed a preference for the
individualisation of returns. Although employees enrolling in the following years were

less likely to prefer pension funds, particularly during the years of the financial crisis,
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the reason for its low popularity is rather the limited offer than the employees’ risk-
avoidance. This means that employers cause the seemingly high risk aversion by not

offering pension funds.

6.7 Analysis of Risk Dimension Il: Risk Sharing

6.7.1 Choice Distribution

The second risk dimension is about the distribution of risks and returns between the
employer and the employee. The choice between German defined benefit and the
German defined contribution has interactions with the product choice: while pension
funds are exclusively German DC, pension funds represented lower than one-third of all
German DC plans in the dataset (31 percent). The aim of this section is therefore to
investigate to what extent the variables explaining the product choice can account for
the decision between DB and German DC. Similarly to the previous section, the DB-
DC-related employer hypothesis (Hypothesis 6.3), and the employee-related hypotheses

(6.4-6.6) are tested.

The frequency of German DC products shows a decrease over time (Figure 6.8). While
16 percent of all products were German DC in 2002 (including Pensionsfonds, which
are always German DC), this figure dropped to eight percent in 2003. In 2008, the ratio
dropped to seven, and in 2009 to four percent. This altogether means that German DC
plans have been reasonably unpopular from 2003 onwards, which was strengthened by
the financial crisis. This means that Hypothesis 6.3, saying that the choice of German

DB products is not limited by the employers is confirmed.

199



Figure 6.8. Distribution of German defined benefit and German defined contribution
plans
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Note: Direct insurance and Pensionskasse can be both German DB and German DC. Pensionfonds are
always German defined contributions.

Employer-sponsored plans have rarely been German DC (around one percent), and this
figure increased only slightly, to four percent in 2008, and dropped again in 2009.
Policies with employee contributions moved in the other direction: the initial popularity
of German DC products (17 percent) dropped to four percent. The proportion of
German DC out of the total for each age-group shows a steady decline, meaning that the
young are more willing to choose German DC plans than the older plan-participants.
Furthermore, as the simple data distribution shows, men are more willing to select
German DC than DB. Men were more risk-tolerant up until 2007, when they lost their
willingness to invest in German DC. The difference between the two genders narrowed

to one percent in 2008-2009.

6.7.2 Determinants of Risk Distribution

One logistic regression is prepared on the employee data, excluding the cases where
employees have no choice between German DB and German DC. This means in other
words the exclusion of employees working at ‘one-product’ employers offering pension

funds, since all pension funds are German DC. Furthermore, the analysis refrains from
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taking the actual product choice (from the previous section) into consideration, since
this would control for the individual’s risk attitude to some extent. Nevertheless, the
product offer (groups of employees according to the type of products offered) is
controlled for in form of simple dummy variables. This has one advantage: comparison
of the effects is directly possible. The price for this is the assumption of constant effects
on the dependent variable: product groups do not allow changes in the coefficients of

other independent variables.

Furthermore, the decision between German DB and German DC is explained by the
same variables as earlier: gender, age, savings amount, source of sponsoring and the
year dummies. Age and savings amount were standardised again, so that their odds
ratios are not affected by their scale and are comparable. The regression is significant
and so are the odds ratios (Table 6.4). In contrast to this, the measure of association is
low (14.3 percent). The directions of the odds ratios are nevertheless encouraging. They
reinforce the expectations that the male and the young are more risk-prone (Hypothesis
6.4 and 6.5); and highlight the peculiarity of the year 2002. It is interesting again that
higher savings amount can be associated with the riskier type (confirming Hypothesis
6.6), and that it is the employer sponsored plans that are less likely to be defined
contribution plans. Furthermore, the effects of the employee groups confirm the

importance of the environment created by the product offers.
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Table 6.4. Logistic regression explaining choice between German DB and German DC

All employees in the data
N 269,440
Measures of association:
Nagelkerke R Square 14.3%
Baseline choice Defined benefit
Odds of choosing German defined contribution
Gender (female = 0, male = 1) 1.4%%*
Age at enrolment 0.7%%*
(standardised values)
Savings amount 1.1%%*
(standardised values)
Employer sponsored (=1, employee 0.5%%*
or mixed financing = ()
Year of 2002 (baseline)
Year of 2003 0.5%**
Year of 2004 0.47%%%
Year of 2005 0.5%%*
Year of 2006 0.4%#%*
Year of 2007 0.5%**
Year of 2008 0.3%*:*
Year of 2009 0. 17%%%
PK&PF&DI (baseline)
’One-product’ group 0.4%%*
DI&PF 6.5% %%
PK&DI 0.3%#%*
PK&PF 1.8%**

Note: Pension funds were removed from this model.

The explanatory variables bear fundamental importance in relation to the risk attitude in
both risk-related dimensions. Nevertheless, two remarks have to be kept in mind when
interpreting the results. Firstly, although the German DB-German DC is more often an
employee than an employer decision (61 percent of the employers have employees with
both German DB and German DC plans), the analysis did not control for employer
characteristics and management decisions explicitly. Second, the sales process defines
an order for the two risk-related decisions. This means that the German DB-German DC
choice is reached after the product choice. From the employee’s point of view,
individuals have the opportunity to refine the first risk-related decision by the second.

The result of the refinement is a diverse decision making process.

3% pensionsfonds excluded.
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6.8 Implications and Conclusions

The purpose of this paper has been to understand the development of occupational
pensions and the extent of risk individualisation as a consequence of the German
pension reform of 2001. Furthermore, its aim has been to see the actual determinants of
the individuals’ preference structures in relation to the financial risks of occupational
pensions. This has been done in order to make a contribution to the literature of risk,
behavioural finance, and to the general literature of decision making under risk and
uncertainty. The paradigm shift in the German pension provision of 2001 that
introduced new, funded pillars to supplement old age pension offered a unique
opportunity to investigate this matter in a country that once had a strong public and a

reasonable, employer-centric occupational pension system.

Employers’ role and risk exposure in occupational pensions have been experiencing
profound changes in the last fifty years in Germany. Occupational pensions had been at
the employers’ discretion since the post-war years. Corporations could offer, alter or
withdraw pension promises until 1974. This was altered in 1974, when employees’
rights to occupational pensions were strengthened. From that year onwards, employers
had to guarantee the value of their pension promises. In 2001, employer-financed
occupational pensions were complemented with employees’ ability to save from their
own wages. Since employers still have to guarantee the value of occupational pensions,
strong risk-protection mechanisms were developed to offset the worsening of the

employers’ risk position.

Today, German occupational pensions share the peculiarity of guaranteed non-negative

rate of return for the employee. This is achieved with the help of external, tightly
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regulated pension provider companies, reinforced with re-insurance. Therefore, both the
employers’ and employees’ decision-making take place in a relatively safe environment.
These occupational pensions are by definition insurance products, vehicles for
collective risk sharing. The difference between the products is in fact the difference
between risk communities defined by the pension provider, the re-insurer and the
employer. Moreover, the decision between German defined benefit and German defined
contribution products has less importance than in Anglo-Saxon countries. In Germany,
it only affects the division of returns, instead of the division of losses between the

stakeholders. In general, pension provision takes place in a safe, low-risk environment.

The analysis found that the risk involved in the decisions about the two dimensions of
the funded German occupational pensions (risk scope and risk distribution) are made on
similar fundamentals but are perceived by the participants to a different extent. Based
on the analysis, it is likely that large companies have a different attitude to pension-
related risks than small employers. Large companies seem to have enrolled in the first
years after the pension reform, and have been more likely to offer a wide range of
occupational products to their employees. They seem to be using occupational pensions
to make non-wage employee benefits more attractive on the labour market. Although
this statement is likely to be true; it is however, yet to be confirmed by further research.
By contrast, small and medium sized employers often avoid risk linked to occupational
pensions, and often avoid offering more than one occupational product. It seems that
they are rather interested in having a simple solution in terms of occupational pensions

with possibly little administrational burden.
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On employee level, choices are strongly affected by variables which traditionally
correlate with risk attitude (gender, age, savings amount). However, employees are
willing to choose riskier products if employers’ decision permits. It seems that the share
of pension funds would be higher if employers would offer them. Moreover, the
analysis identified two outlier individual-groups. One of them is the group of people
who were the first to join in 2002, working at large employers, willing to invest high
amounts in pension products and willing to choose individualised returns in exchange
for a higher extent of investment risk. The second outlier-group of employees comprises
individuals with no employee contribution: risk is hardly tolerated in the case of purely
employer-financed plans. It is to be investigated further why this is the case, and if this

phenomenon is a result of employee or of employer decision.

As it turns out, product choice reflects the employees’ the risk attitude to a certain
extent, but it is rather influenced by the employer’s decision. The contrast between
pension funds low popularity and the higher popularity of the German DC products
shows that individuals do not reject riskier products. It seems, employers are more risk-
averse than employees, even in the German, low-risk pension environment. It is subject
to further investigations which employers consider the limited risk-option as a
responsible choice for their own and their employees’ financial safety; and which
employers limit the possibilities as a consequence of other, so far unidentified factors.
In any case, the current paper has shown that collective risk sharing is the preferred
alternative, and participants are hardly ready to take risks. The retreat of the German
state from pension provision is replaced by private insurance, and not by risk

individualisation.
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7 Conclusion

7.1 Introduction

The objective of this thesis has been to describe the German pension reform and its
consequences from the viewpoint of an economic geographer. More specifically, two
research questions were formulated at the beginning of this book: how political actors,
corporations and individuals have been adapting their pension decision-making under
the pressure of the ageing German society; and what the local explanations are for
geographically varying political, corporate and individual decision-making related to
occupational pensions. The answers to these questions are not straightforward.
Therefore, research questions of four distinct papers and an expert-based survey were
dedicated to shed light on its different aspects. Accordingly, the mission of this chapter

is to distil the essence from these chapters into a single piece of script.

Three sections follow. The next section is a brief restatement of the evidence yielded by
the research papers, which answer the specific research questions formulated in the
introduction. This section also contains implications for the German policy-makers. The
third section develops answers to the general research questions, and summarizes the
contribution to literature in economic geography. Finally, the last section formulates
hypotheses based on the thesis, which are worth to be taken into consideration when

planning the further research projects.
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7.2 Specific Research Questions and Policy Recommendations

7.2.1 Specific Research Question 1

What has been the role of trade unions and employer associations in transforming
the German pension system?

Social partners have been significant players in determining the structure of the German
pension system. The strength and nature of their impact during the reform has been
determined by the degree of their internal agreements in issues related to the pension
system. In the 1990s, this agreement failed on two levels: trade unions and employer
associations could not agree on their common interests; and trade unions of different
industries and employer associations of different industries were internally divided. This
has meant that their response to the SPD/green coalition government’s proposal in the
summer of 1999 — replacing the cut of public pension benefits with the help of a
mandatory supplementary system organized by the social partners — did not trigger a

consistent response.

The chemical industry acted in line with the government’s proposal, and introduced
pension provision to all of their members. By contrast, the metal- and electric industry
was fiercely against it. Their protests had two effects. First, they were reinforced by the
government’s opposition and the ‘public uproar’, consequently they were sufficiently
strong to block the introduction of a mandatory supplementary system, and force the
government to replace it with a voluntary one. Second, since social partners did not
support the government, they did not gain exclusivity in the provision of supplementary
pensions either. Ironically, despite the failed cooperation, social partners’ attained a few
privileges in the provision of the supplementary pension vehicles on a voluntary market.

Most importantly, they can set standards in the market with the help of collective
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bargaining: prescribe employer contributions and take part in the market competition
with their jointly governed non-profit pension providers. This means in other words that
social partners have both non-market instruments at their disposal to reduce social risks,
and they can compete on the market as participants too. As a result, neither traditional
market players nor social partners can afford not to have a sharp-eyed view on

developments related to retirement income.

7.2.2 Specific Research Question 2

What are the spatial and temporal patterns of the new pension product adoptions?

The answer to this second research question counts as a measure of success for the
supplementary (occupational) pension market by identifying the social groups and
geographical locations participating. The paper decomposes the adoption process, and
looks at the geography of employer-level and then employee-level adoptions. The study
found a clear metropolitan/non-metropolitan, a South-North, and a weaker West-East
gap in employers’ timing. These tendencies may be results of several local forces in
play. First, metropolitan companies are usually situated closer to the financial industry.
The paper argues — with the help of literature — that metropolitan companies usually
adopt financial innovations earlier than their non-metropolitan counterparts, even after
controlling for size and for industry affiliation. Second, the North-South difference may
be a result of industrial characteristics. For instance, integrated automotive clusters are
more common in Germany’s Southern regions, showing that supply chains and
industrial clusters can catalyse the spread of financial innovations than isolated
companies. However, this general argument has to be handled with care: actor

motivations are probably different in the case car manufacturers of foreign origins and

208



foreign origin, such as Ford and General Motors, than in the case of companies with
German origin such as VW, Daimler-Benz or BMW. For instance, they have
remarkably different sourcing strategies (Kiadtler and Sperling, 2002), which may imply
different attitude towards financial sourcing too. Third, the rather North-East/South-
West gap in the timing of employer enrolments highlights the fact again that employer-
level decisions deserve further investigation and require local explanations. One thing is

clear: the expectation about a unanimous East-West difference was not fulfilled.

Less surprisingly, the geography of employees’ enrolments followed a similar pattern as
their employers. There was a substantial difference however: the collective agreement
of 2006 prescribing employer contributions to the pension savings accounts of all
employees triggered a wave of new enrolments. This provided pension savings to
individuals probably not saving for the retirement — mainly young employees. However,
employees of employers already offering pension products received the employer-
financed products significantly earlier, which shows that employers early enrolment in
occupational pensions plays a pivotal role in delivering pension products to their
employees. Moreover, there has been substantial geographical difference according to
employees’ gender: on average, women from the East enrolled four month earlier than
Eastern men did, while there has not been significant difference in the West (even after
controlling for age). This means that the transformation of the German pension system

did not uniformly reach everyone: geographical forces alter the flow of financialization.
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7.2.3 Specific Research Question 3

How do relationships between savings decisions and individual traits vary over
geographies?

Enrolment is a necessary but insufficient condition for replacing public pensions in the
retirement, since employees are free to determine the annual amount of retirement
savings. As a result, mapping the geography of pension savings complements the
previous investigation related to enrolment, and tells local stories about decision
contexts. Chapter 5 found patterns predicted by the economic literature: the young save
less than older employees, men put aside more than women do; employees saving from
their own salaries tend to save more annually than employees do with purely employer-
financed plans. However, these general (or global, as referred to in Chapter 5)
observations show geographical variations, as expected by the economic geographic
literature. For instance, savings are on average higher in metropolitan areas than outside
them; and women in the East save on average similar amounts annually as men do, even

after controlling for age.

These findings alter the view on the landscape of retirement savings found by the
chapter about enrolments. It seems that pension decision making varies according to the
nature of the decision, since enrolment and savings are affected by different factors. In
some cases, the geographical factors influencing the two decisions augment each other,
as for instance it is the case with women in the East: they tend to enrol earlier and save
more than women in the West. In other cases however, the different local explanations
of enrolment and saving decisions level out: employees in the North-West enrolled in
the observation period on average later, but save the highest amounts in German

comparison. This has the consequence that isolated investigations of annual savings
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amounts or enrolment decisions may leave important aspects of retirement savings

undiscovered.

7.2.4 Specific Research Question 4

What is the extent of risk individualisation in the German occupational pensions?

Although individuals are free to take up an occupational pension plan at any time, and
they can save as little as they wish, the extent of financial risk their pension vehicles
carry is relatively low. Two risk-related choices have to be made: one about the pension
vehicle and another about the division of financial returns between the employee and
the pension provider. The first choice, about pension vehicle, carries no downside risks
for the employees: the external providers of all three occupational vehicles, direct
insurances, Pensionskassen and pension funds, guarantee at least the nominal value of
accrued annual savings and subsidies. This is enforced with the help of conservative
investment policies and a chain of re-insurances, whereby the difference from the
employees’ point of view is minor. Should the external provider and its re-insurer fail,
the employer is the pension-financier of last resort. In exchange, the employer may
determine the type and the number of pension vehicle(s) the employee is eligible for.
Employees consequently may have one, two or three vehicles at their disposal for
saving. The investigation shows that employers limit employees’ access to the slightly
more risky pension funds, most probably because pension funds’ re-insurance costs are
high and volatile. The main driver for the volatility seems to be pension funds’

unsophisticated re-insurance mechanism (Hundt, 2010).

211



The second risk-related choice is about the investments’ financial returns. Two options
are possible to divide them between the employer’s external provider and the employee:
employee may accept a low but guaranteed positive return (and the rest is kept by the
external provider), or he or she can have an uncertain but non-negative return (and the
provider receives the management fee only). Employers hardly seem to intervene in this
decision, confirming that their involvement in the first main decision, about pension
vehicle, is not a result of general risk-aversion, but rather originates from their short-
term aversion of uncontrolled costs. The decision environment for employees carries

very low risk.

7.2.5 Policy Recommendations Based on Specific Findings

As it has been shown, social partners’ involvement in the pension reform and in the
provision of supplementary occupational pensions has to be judged based on experience
from the pension market. The experience of the first few years show that their measures
— enrolling individuals, engaging employers in pension financing and competing with
profit-oriented pension providers directly — seem to be effective in reducing certain
parts of market failures and social risks. The investigations imply that a bolder
involvement from their side and efficient lobbying at the respective political bodies
could reduce these problems further, while preserving the core of a market-based
system. However, the thesis has shown that social risks still do arise. For instance, small
employers seem to be little interested in offering occupational pensions; and employees
of certain socio-economic groups, such as the young, may postpone enrolment decisions
or save low amounts (Hurrelmann and Karch, 2010). Two proposals are discussed here
explicitly to combat these challenges: automatic enrolment with the possibility of

opting-out; and automatism in determining individual savings-rates for the employees.

212



First, according to a possible scenario to introduce an automatic enrolment mechanism
with the possibility to opt-out, all employers would offer occupational pensions on a
mandatory basis. The system remains in its core voluntary: individuals joining an
employer would be enrolled automatically unless they explicitly reject it or exploit all
state subsidies with the help of another pension plan already. The possible advantages
of this measure are obvious: it would reduce differences in the timing of adoption,
eliminate procrastination-effects and offer an explicit decision-situation for all
employees about pensions (Choi et. al., 2004). Moreover, it would re-draw the
geography of adoptions: the ‘local bias’ of the financial industry would be reduced,
since employers would have a contact to the financial sector automatically. It would
possibly not eliminate all of the local bias, since employees still remain exposed to local
decision-contexts about enrolment, which may be influenced by the distance to the

financial industry.

Introducing automatic enrolment also has its hurdles. Since employers underwrite the
final value of pensions (they are legally liable for pension provision), an employee-
financed automatic enrolment would increase their risk exposure. As the Appendix of
this thesis shows, employers are mostly concerned about this: the subordinated
guarantee they need to provide is one of the main reasons for their opposition. This
argument is particularly interesting in the light of policy developments in the US and
the UK (Clark and Urwin, 2010, NEST, 2010), where pension plans with auto-
enrolment are increasingly the norm rather than an exception. Obviously, such Anglo-
Saxon plans are almost exclusively defined contribution plans, without return
guarantees to their beneficiaries. This is a major difference compared to the German

case. Unless the German pension system is adjusted, auto-enrolment would leave the
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burden of subordinated guarantee and administration upon the employers without
offsetting it. Should political will introduce automatic enrolment and offset employers’
worsening risk-situation, it would still not be a revolutionary development. Rather, it

would be a part of the gradual transformation shown by Chapter 6 (recall Figure 6.1).

Automatic enrolment would have another implication for the employer-employee
relationship in Germany. It would eliminate the human resources nature of occupational
pensions, and replace the local employee-employer relation with a centrally introduced
state-citizen relation. Based on the survey in the Appendix, occupational pensions are
currently seen as tools employers use to reward loyal and competent employees. Auto-
enrolment would alter this, since it would reduce the value of employer-sponsored plans
in the first instance: everyone would be enrolled. Admittedly, sponsoring pension plans
would remain at the employer’s disposal, however, this would have less significance
than sponsoring and enrolling employees. Therefore, auto-enrolment would eliminate
the significance of local employer-decisions in the issue of occupational pensions, and

replace it with governmental decisions.

The second proposed measure is about introducing automatism in setting the level of
annual contributions. This consists of two parts: offering a default savings rate to the
employees at the moment of enrolment, and adjusting yearly contributions in line with
individuals’ wages. First, default savings rates could eliminate mini-pension plans with
tiny annual savings. One could argue that saving little is better than saving nothing, the
way the system works today. Still, a default savings rate as a percentage of earnings
from which the employee would be able to deviate could frame the decision-problem,

and direct individuals towards higher annual contributions. Default savings rates have
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been implemented in auto enrolment environment at several employers in the US, and
resulted in significantly higher participation and savings (Madrian and Shea, 2001) It
has been shown that default savings rates without auto enrolment can increase overall

savings too (Beshears et. al., 2009).

In Germany, once someone has made his or her savings decision, annual savings usually
remain unchanged. In fact, the majority of the pension contracts contain a fixed annual
nominal savings value, and only a fraction of the plans adjusts annual contributions
dynamically. Moreover, most of today’s plans with ‘dynamical’ adjustments are
dynamic in a limited way: they follow a previously agreed, fixed yearly increase
determined in percentages (Bankenverband, 2010). This is rather strange, since volatile
changes in price- and wage-inflation are possible in the long run. Therefore, annual
contributions to a pension plan should follow individuals’ wages (Thaler and Benartzi,
2004). Obviously, this would cause a problem for the government, since state subsidies
would increase along with pension savings. However, as long as the government cares
about replacement rates in retirement, it is important to link annual savings with wages

directly.

7.3 General Research Questions and the Contribution to
Literature

Having shown the specific answers to the German pension system, this section
discusses the contribution to the general literature, following the logic of the general

research questions.
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7.3.1 General Research Question 1

What is the relevance of agreements between governments and social partners on
welfare state institutions?

Chapter 3 has studied how the theory of social pacts can be applied to the study of
pension structures and their transformation. The example of the German social partners
has shown that the theory provides a good analytical framework, but it has to be
complemented with other literature (Starke, 2006), and has to be adjusted in terms of
timeframe and focus. Although the ‘social pact’ in its classical sense failed in 1999,
social partners could attain minor concessions. When these concessions are judged in
the light of experience provided by the supplementary pension market since the pension
reform, social partners can be considered as successful, and the ‘failed’” adjective of the
social pact loses its relevance. This means on a higher level of abstraction that the
context of their attainments has altered: the low-growth German economy switched into
rapid expansion, and the effects of demographic ageing became obvious. As a result,
social partners’ financial ability to embrace ageing-related issues increased as the
relevance of these issues grew. Therefore, their ‘minor’ attainments turned into
important privileges. This observation has the implication for the literature of social
pacts that they are good concepts for short-term analysis of interests, but should be
followed-up in time when studying long term implications. Judging the outcome of a

pension reform requires long-term perspective.

The application of the social pact theory with an extended time-focus could shed light
on how sensitive pension systems are to minor changes in interest-constellations. It has
therefore fulfilled its role and made its contribution to this thesis, and explained the

roots of the voluntary supplementary pension system. However, the literature of social
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pacts had to be complemented with general literature on pension systems, which helped
to analyse the exact interest-situation of the stakeholders. It probably requires further
political literature to understand why the mandatory-voluntary dimension became the
most debated feature in the pension reform and not something else. Political debates
may pick different issues, which stakeholders may consider important. Interdisciplinary

approach remains a promising field for further research.

7.3.2 General Research Question 2

What is the role of geography in transmitting financial innovations?

This research question moves from political level to the level of corporations and
individuals, and explains the reasons for their ‘local’ behaviour. It is however not only
interesting because of the relevance the voluntary-mandatory debate gained in the
German political discourse, but may also help to understand better the developments on
retail financial issues such as the over-proportional spatial concentration of mortgages
in certain US states, or the success of microfinance initiatives in certain developing
countries. As this research has shown, geography, more specifically, the location of the
customer is a significant factor in determining the timing of an adoption. It is probable
that timing is partly a result of existing local relationships between intermediaries and
customers, which accelerate the access to and the adoption of new products. Since
metropolitan areas are geographical concentrations of individuals and organisations,
they offer higher number of possibilities for interactions. This may also be the case with
industrial clusters and supply chains organised around one large system-integrator

company (large enterprises in a given supply chain in the possession of key resources).
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Although it is tempting to link the topic of product adoptions with the role of context in
financial decisions, Chapter 4 has shown the relationship between adoptions and the
role of geography is special. It is true that contextual factors, discussed in Chapter 5 and
in the next sub-section, play a significant role in decisions, including the adoption of
financial innovations. However, the example of adoptions is a great example to show
that local context and local explanations are not caused by random factors. Quite the
contrary: context is socially and geographically constructed, therefore factors such as
the distance-dependency of human relationships may create systematic contextual

patterns.

7.3.3 General Research Question 3

What is the role of context in financial decision making?

Geographical context can be defined as the local circumstances of decision-making. Its
technical appearance, whether it is created by ‘missing variables’ of a formal model or
‘intrinsic behavioural differences’ (Fotheringham, 1997), does not really matter. This
means that context includes both individual-level circumstances which vary from
geography to geography (for instance, regionally varying average income levels), and
phenomena generated by the social nature of human existence (for example, religion),
which also correlates with geography. These categories, individual variables and social
behaviour, seem to be two extremes of a continuous spectrum. To take an example,
income seems to be an individual-level variable. However, consumption and thus

financial decisions are socially influenced, eliminating a part of the variable’s individual
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nature™. This research has pinpointed that the variable gender behaves like that: women
in the East make on average different financial decisions from women in the West,
possibly due to the different social contexts they live in. Therefore, relationships

explaining savings decisions are context and location-dependent.

Another contribution about context is made by this part of the thesis: that the definition
of context follows the definition of locality and is therefore scale-dependent. ‘Local’
behaviour can thus be defined in a given region, city or even block of flats. However,
applying context makes sense only if two groups of observations are compared to each
other or to some kind of reference point. Therefore, the right scale has to be selected
based on the purpose, aim and scope of the research, and the nature of phenomena under
investigation. There may be research projects where simple concepts are necessary, for
instance when the economic convergence of the new German Linder is to be judged.
However, as the answer provided to the previous research question has shown, grouping
together the economically different Eastern regions may lead to incorrect conclusions
(as a spatial version of the Simpson-paradox, see Simpson, 1951). A sufficiently
sophisticated scale-definition can reflect spatial tendencies and the continuous nature of

space.

> This argumentation may be true the other way around too: tacit behavioural practices are part of the
locally generated context, but some individuals may be more susceptible to the uptake of tacit practices
than others.
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7.3.4 General Research Question 4

How did the structure and role of occupational pensions transform in the German
society over the last century?

The first three general research questions discussed the reasons for political, corporate
and employee-level behaviour. In a certain sense, this last question recaps this actor-
triangle and locates it in the long-term history of occupational pensions. This question
therefore completes the investigation about pension reform and the transition of the

German welfare state.

The growing social importance of occupational pensions over the last century was not
accompanied by employer’s diminishing role in pension provision. Quite the contrary:
in exchange for the drop in employers’ autonomy in relation to occupational pensions,
institutional risk-sharing support has gradually been expanded, while their liability for
pensions has not been eliminated. In a certain sense, this reflects how much the process
of financialisation depends on existing past institutional practices and shared values:
German employers still represent an important role in society, but existing risk-sharing
practices have been reinterpreted (Hall and Thelen, 2009) or reconfigured (Dixon and
Sorsa, 2009) to new circumstances. Some parts of this transition were organised by the
market, as the example of voluntary re-insurance has shown; but the majority of the

change was initiated by policy-makers.

The way employers treat occupational pensions raises a certain degree of doubt whether
they actually use it as a strategic tool by their human resources policies, and whether
they will be able to continue doing so in the future. It seems that currently most small-

and medium corporations do not treat occupational pensions as attractive non-wage
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benefits, therefore they do the minimum: provide only one, simple pension vehicle
(direct insurance) to their employees. They only seem to execute a social duty
prescribed by the government. Large corporations on the other hand, seem to prepare a
wide pension offer to their employees, taking into consideration their different needs
and several alternatives. Identifying the reasons for this difference seems to be fertile
ground for further research, and possibly explore how economies of scale related to

occupational pensions appear in Germany.

7.4 Directions for Further Research

This thesis has explored aspects of the German pension reform, using the approach of
an economic geographer. However, by answering the research questions, it inspired the
author to propose directions for further research. The possible extensions for this thesis
follow the political-corporate-individual framework proposed by the introduction and
the literature review. To start with the political level, the thesis has investigated the
effect of the German social partnership on the occupational pension market, and has
explicitly addressed some of its limits. One of their main challenges lies in the constant
adjustment of their measures to the continuously changing social contexts (as
formulated by Dixon, 2009). It therefore deserves further investigation how the
governance of social partnership has been changing in the course of the financialisation

process, including the increased need to take changing contexts into consideration.

More specifically, this proposed research question can be related to the rising
importance of their Tariffonds. Tariffonds now require that their trustees feel
comfortable with making financial decisions on a regular basis. Admittedly, the

institutional setup of the German Tariffonds should be interpreted in a multidimensional
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manner (Dixon and Sorsa, 2009), but it is the ‘logic of finance’ they have to work with
on a daily basis. However, investment decisions can be made according to several
norms and guidelines, as the behaviour of ‘activist investor’ of the US California Public
Employees’ Retirement System (Hebb and Wojcik, 2005) differs from the variety of
other investment practices. Therefore, it should be explored further along which lines
German pension plans can make investment decisions, what limitations their current
governance practice carries, and what kind of investor behaviour this results in. The
answers to these questions can then be compared to issues seen in other countries. The

convergence/divergence debate is not over.

Moving on to the employers, this research can be expanded by looking at employers’
attitude towards occupational pensions in more detail. As it has been argued above,
there seems to be a difference in employers’ attitude towards occupational pensions
according to their size. This provides inspiration to look at the literature describing the
economies of scale in pension management. In case of pension funds, higher number of
participants leads to lower operating costs per participant (Bikker and De Dreu, 2009).
The evidence shown in the thesis and this last observation directs attention towards the
following research question: how German employers’ formal occupational pension
policy and actual execution depend on the number employees. Obviously, this research
should not be limited to size as an exclusive factor explaining institutional forms. Solid
foundations for this research can be distilled from relational explanations, emphasizing
the local embeddedness of corporate decisions (Yeung, 2003, Bathelt and Gliickler,

2003).

222



Moreover, beyond relationships, the institutional form of German employers’ pension
provision is expected to show similarities with Anglo-Saxon corporations in terms of
past legacies (Clark and Wrigley, 1995) and present implicit contracts (Monk, 2008).
Unsubsidized direct pension promises (Direktzusage) and support funds
(Unterstiitzungskasse) are such past legacies. These vehicles are different in many ways
from the ones discussed by this thesis in terms of risk management, funding ratios and
corporate and personal taxation. They are still very significant in Germany: there were
4.6 million employees with such plans at the beginning of 2008. It is even more
interesting that the number of such plans grew from the end of 2001 to the end of 2007
by 19 percent (Alterssicherungsbericht 2008: 132)! This phenomenon may be explained
with the employers’ accounting practices which ‘optimize’ asset positions, debt-to-
equity ratios and further indicators. Moreover, these pension vehicles can be used for
the benefit of high-earner employees close to retirement to save taxes (Stadler and Lobe,
2010), they may therefore be the preferred choice of high-level management. This
means that past legacies and corporate coalitions have a central role at employers’

decisions about occupational pensions, which is worth exploring in detail.

There are various possibilities to extend this research on individual level. The thesis has
investigated a narrow share of individual financial decision making related to
occupational pensions. However, there is a wide range of financial decisions. Knowing
that individual pension-related behaviour shows spatial patterns, and that ‘rationality’
should always be interpreted in its respective context (Strauss, 2008), it looks possible
that each financial decision has its own context. For instance, although a high share of
Americans has some kind of retirement account or plan (79 percent), half of the

population does not have a ‘rainy day fund’. Moreover, many of the people with or
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without pension savings often make un-informed financial decisions when spending
money, and often rely on disadvantageous borrowing methods, such as cash withdrawal
using credit cards or taking costly consumer credits (Lusardi, 2010). This shows that
paternalistic measures related to retirement can be effective, but leaves other fields of
individual finances aside. A common element related financial decisions is financial
literacy, which has a high prevalence in certain socio-economic groups and geographies
(Leyshon et. al., 1998). Therefore, it is a promising field to explore the financial
capability of German individuals in a structured way, including the interaction-structure
among the factors of financial literacy, the possession and usage of savings and loans,
and personal contexts. It has already been shown that individuals with the lowest levels
of financial literacy seem to save with the help of the private Riester-schemes rather
than with the help of any other pension vehicle for the retirement, if they save (Bucher-
Koenen, 2009). The methodological challenge of this exercise is to identify local

circumstances in case of each decision: consumption, retirement and other savings.

Despite the number of possible extensions this thesis, it has hopefully provided
satisfactory contribution to the convergence/divergence debate, to the literature of
occupational pensions and of human behaviour. However, if its only achievement would

be that readers pay more attention to geography, it was worth the effort.

224



8 Appendix: German Occupational Pensions — Results

of an Expert-based Survey of Respondent Opinions

This survey, the content of the Appendix, has been authored by Csaba Burger, Gordon
L. Clark, and Dorothee Franzen, Jorg Heldmann and Heribert Karch. The first author
of this report is the author of the thesis, however, this appendix is a mere reproduction
of the original report, and it does not represent a central part of this thesis. The purpose
of the reproduction is to highlight and illustrate the arguments brought forward by the
thesis without addressing theoretical considerations, and as such, should not be
considered during the assessment process.

8.1 Introduction

A significant effect of increasing life-expectancy and falling fertility-rates has been the
shrinking numbers of the working population compared to people in retirement. As a
result, the sustainability of the generous welfare systems of several countries in
Continental Europe has become a very contentious issue (see De Deken et al. 2006).
Changes and reforms to these systems have been implemented, including, in many
cases, cuts in the publicly provided, pay-as-you-go pensions of coming retirement
generations (Clark 2003). Given the discounting of expected public pensions, additional
complementary sources of retirement income have been sought (especially for future

generations).

Several countries have enhanced their funded occupational pension systems as one way
of supplementing public pension benefits. Sweden, as an example amongst many,
reformed its occupational framework in 2007, introducing employer-financed defined
contribution (DC) schemes with mandatory employee enrolment (the system was

introduced in 1999). While occupational pensions are typically thought of as an option
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or as a panacea on the Continent, recognition of their shortcomings as experienced by
Anglo-American countries is widely recognised. Conventional defined benefit (DB)
occupational schemes are now believed to be serious threats to the financial viability of
major UK and US companies (Clark and Monk 2007a). Occupational DC pensions,
which transfer the financial risks to the individual, have also been criticised for their

low participation rates and one-size-fits-all solutions (Clark and Urwin 2010).

Public pension retrenchments underscore another aspect of occupational pensions
(apparent in both the DB and DC environments). On one hand, the nature and value of
occupational pensions have been issues decided by employers, which have used such
pensions as instruments for managing human resources (HR). Occupational pension
promises and payments have been provided in the past to distinguish the employer in

the labour market, and to reward selected employees.

On the other hand, occupational pensions have filled a gap in public pension provision,
in some countries being identified as a ‘social duty’ (as in Germany; see Wiedemann
1991). It remains to be seen if the recent discounting of the public pension levels and
the retreat of the state from pension provisioning changes the balance between
employer-discretion and employer duty. Most welfare reforms have encouraged
employers to provide access to occupational pensions in order to complement public
pensions. The legal details of doing so have varied across Europe: by the introduction of
mandatory enrolment in occupational pensions as in Sweden, and by the employees’

entitlement to salary sacrifice pension schemes as in Germany.
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This paper assesses expert opinion as to the relationship between employers and
occupational pensions in Germany. It is a preliminary assessment, being the basis of a
larger research project conducted among German employers and employees. This
current report is based on experts’ responses to the main issues related to the status and
execution of occupational pension provision. The study is a result of cooperation
between MetallRente, a multi-employer pension fund of the metal- and electrical
industry in Germany, and the University of Oxford. It has been prepared with the
collaboration of the Arbeitsgemeinschaft fiir betriebliche Altersversorgung (aba), the
German Association for the Occupational Pensions, which kindly permitted

implementation of the survey during its conference in May 2010.

8.2 Survey Design

Conducting an expert-based survey has several advantages. Experts at the German aba-
conference possess detailed knowledge and have oversight of the German occupational
pensions industry. By surveying their attitudes, we can identify where there is

agreement and strong disagreement.

Such surveys have proven to be useful in earlier studies conducted in the US (Clark and
Monk 2008) and in Japan (Monk 2009). Altogether 122 completed questionnaires were
collected at, or after, the aba-conference. Being a limited number of responses, our
analysis is not intended to provide a fully representative understanding of stakeholders’
views as regards the provision of occupational pension provision. Rather, the results are
indicative about beliefs and the areas for future research. There remain, of course,

possible differences between opinions or beliefs and actions. In this research we were
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not able to make an explicit link between beliefs and actions. That would require a

larger research project.

In the survey, we were able to distinguish respondents according to their principal
occupation. Respondents from the survey were divided into four main categories: 47
consultants (39 percent), 33 employer-representatives (27 percent), 20 experts from
insurance companies (16 percent) and 22 individuals not fitting any of the previous
categories (18 percent). This last group of respondents comprised the following
individuals: 5 actuaries without further specification; 5 individuals belonging to the
investment-industry, 2 Pensionskasse-representatives, 5 unspecified and one person
from each of the following categories: trade union, employer association, pension fund,

academic, and IT-expert.

In sum, 43 questions were asked of individual attitudes or opinions about statements
which were related to occupational pensions (see the Appendix I). Our respondents had
to specify their level of agreement or disagreement on a scale of 5 options, distributing

responses between strongly agree and strongly disagree (Likert 1932).

The advantage of using a 5-scale measure is that it provides scope for decisive, strong
opinions (strongly agree as opposed to agree), while preserving the option to neither
agree or disagree. In order to support the interpretation of the results, in certain places
the 5 answer-options were simplified into three categories (agree-disagree-neither agree
nor disagree). In related research on risk-taking and pension saving behaviour, we have

shown that this 5-point scale is an effective way of discriminating between respondents’
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opinions even if there may be occasions when expressed opinions may collapse to just 3

possible options (see Clark et al. 2010).

This paper was conceived according to the structure of the survey, past research, and
our statistical analysis. As a result, this paper is slightly different from the organisation

of the original questionnaire.

Two main sections follow. The first section clarifies the expected roles and
responsibilities of companies in occupational pensions. Enrolment mechanisms are
discussed in this section, recognising the importance of this issue in Germany (Leinert
2004, Ruprecht 2004, Berner 2008) and elsewhere (AGI 2009, AARP 2010). The
second section considers the implementation of occupational pension policy in the

context of Germany’s economic, legislative and regulatory environment.

8.3 Employer Pension Policy

The German corporation has been seen as serving the interests of both capital and
labour, going beyond the cash-flow based employer-worker relationship described by
Ippolito (1985) important for the UK and the US. In Germany, the dual nature of the
corporation’s mission has translated into occupational pension policy over the last

hundred years.

The idea of social care (Fiirsorge) and earned but deferred income (Dienstbezug) have
been represented in labour court rulings about employer financed occupational pensions
over the past century (Wiedemann 1991). At the same time, the pension reform of 2001

has been characterised as the retreat of the state from pension provision and the
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individualisation of old-age finances (Schmihl 2003). Employers are required by law to
provide salary sacrifice pension schemes, if employees demand such a benefit (Borsch-
Supan and Wilke 2006). Whereas employers may have provided occupational pensions
as part of their human resource management strategies, in some cases employers have
been obliged to fulfil a social duty by offering salary sacrifice pension schemes. This
change has not only limited the employers’ autonomy, but has also imposed an

additional risk burden on them (see Chapter 6).

Occupational pensions are an element of employer compensation policy. Before
asking respondents about whether pensions are instruments for employer human
resource management, we asked questions about the role of compensation policy. We
found that 65 percent of the surveyed respondents agreed or strongly agreed with the
statement that one of the roles of compensation policy is to support corporate strategy.
A further 22 percent disagreed or strongly disagreed with this statement, while 13

percent remained undecided about this issue (Figure 8.1).

The statement whether the strategic goal of compensation policy is improvement of
employers’ appeal in the labour market was viewed in a similar manner (68 percent
agreed or strongly agreed). More decisively, corporate compensation policy was
believed to be about the fulfilment of collective agreements (85 percent agreed or
strongly agreed) and the retention of qualified employees (77 percent agreed or strongly
agreed respectively). We read the numbers in the sense that a broad majority of
employers shares the ’classic’ view on pensions as a mean to improve labour market

attractiveness.
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Figure 8.1. Opinions on ‘The role of the compensation policy is to support corporate

strategy’
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Our respondents indicated that occupational pensions are a very important instrument of
compensation policy (88 percent agreed or strongly agreed). Accordingly, opinions
were similar to the responses about the general compensation policy: respondents
indicated that occupational pensions are designed to improve labour market
attractiveness (77 percent) and to retain qualified employees (80 percent agreed or

strongly agreed).

Ageing society and occupational pensions. Furthermore, there was almost total
agreement about the importance of having good occupational pension provision with the
advent of ageing societies - 98 percent of the respondents either agreed or strongly
agreed with the statement as most respondents believed that public pensions and
occupational pensions together will provide a sufficient old-age income. In a consistent
manner, 95 percent of our respondents agreed or strongly agreed that ‘it is important

that more employees take up the occupational pension offer’.
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Disagreement about employers’ responsibility for employees’ retirement income.
Given the importance of occupational pensions, 77 percent of respondents and 81
percent of employers considered it to be the employers’ social duty to provide such
benefits to employees. However, most respondents were convinced that salary-sacrifice
pension schemes, as opposed to employer sponsored pension schemes, are offered only
because employers are legally required to do so (69 percent), notwithstanding the fact
that there may be a multitude of reasons for offering deferred compensation schemes.
We suggest that many respondents see employers as a partial replacement for public
pension policy, rewarding loyal and productive employees with occupational pensions
in a manner consistent with human resource management. There is, however, dispute

over the extent of employers’ responsibility relative to employees’ responsibility.

Our survey identified three models of responsibility-sharing, considering the
relationship between individuals’ responsibility for old-age income and employers’
social duty (Table 8.1). (1) Old-age income is entirely an individual responsibility; (2)
the employee and his or her employer share the responsibility; and (3) employers (and

possibly other institutions) exonerate the individual from responsibility.

A minority, 13 percent of respondents, belonged to the first group. They did not believe
that it was the employers’ social duty to provide pensions and agreed that individuals

have to take care of their old-age income on their own.

By contrast, the second group comprised the majority of respondents — 58 percent. They

believed that while it is the individual’s responsibility to take care of his or her

retirement income, the employer should offer occupational pensions as part of their
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social duty. About 18 percent of respondents belonged to the third group: they believed
that it was the employers’ social responsibility to provide pensions and would not
impose any responsibility on individuals! By their account, old-age income is not an
individual responsibility: employers have the social duty of taking care of the issue
(with other institutions). A further 9 percent of respondents were undecided about one
or both of the issues and 2 percent believed that old-age income is neither the

employees nor employers responsibility.

Table 8.1. Opinion on pensions as social duty or as individual responsibility

Everyone is responsible for his or her old-age
finances individually
Disagree n.a. Agree
Providing Disagree 2% 3% 13%
pensions is the n.a. 0% 0% 5%
social duty of Agree 18% 1% 58%
the employer

Participation and enrolment. In contrast to the respondents’ almost unanimous opinion
that ‘it is important that more employees take up the occupational pension offer’ (95
percent agreed or strongly agreed), there was significant dispute if about whether the
strategic goal of German employers to maximise employee-participation in occupational
pensions. While 44 percent of the respondents agreed or strongly agreed, 40 percent

disagreed or strongly disagreed!

Respondents’ views were sought about the statement An automatic enrolment
mechanism would make employers more engaged in occupational pension provision.
We were able to identify two groups of respondents in relation to their answers to this

statement.
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The first group contained those respondents who agreed that compensation policy
should focus on ‘improving companies’ attractiveness in the labour market’, and that
‘the strategic goal of compensation policy is to support corporate strategy’: these
respondents were more likely to disagree with the statement favouring automatic

enrolment. The authors prefer to describe this group as ‘market oriented’ respondents.

By contrast, the second group of respondents was more likely to agree with the
statement about automatic enrolment, and was also likely to reject the two statements
above (employer attractiveness on the labour market and the strategic goal of
compensation policy). This relationship was tested using a multinomial regression
analysis, explaining the answer provided to the statement about automatic enrolment as
dependent variable, using the statements about labour-market attractiveness and the
strategic goal of compensation policy as explanatory variables. Although the regression
was found significant at one percent, goodness-of-fit measures remained relatively low

(with a McFadden pseudo-R-square of 10 percent).

The issue of automatic enrolment deserves closer scrutiny, given the relatively
unconvincing strength of the regression described above. The statement ‘compensation
policy focuses on improving the company’s attractiveness on the labour market’
(Statement A in Figure 8.2) illustrates the strength of the relationship. Altogether 100
respondents provided answers to Statement A. There were 66 respondents who agreed
or strongly agreed with the statement. Of these 66 respondents 50 percent also agreed or
strongly agreed with the statement Automatic enrolment mechanism would make

employers more engaged in occupational pension provision (Statement B).
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By contrast, 27 respondents disagreed or strongly disagreed with Statement A. Here, 70
percent of the 27 respondents agreed or strongly agreed with Statement B, on automatic
enrolment. Although the difference between the 70 percent and 50 percent is

meaningful, it is hardly decisive.

Figure 8.2. Relationship between compensation policy and automatic enrolment

Statement B
‘An automatic enrolment mechanism
would make employers more engaged in
occupational pension provision’

Disagrees or

Statement A strongly disagrees 70%
‘Compensation policy = 27 responses
focuses on improving the
company's attractivengss on Agrees or
the labour market strongly agrees = 50%
66 responses

Disagree Agree or

or strongly strongly
disagree agree

Responses on automatic enrolment did not significantly vary according to the group or
profession to which the respondents belonged. There are employers, insurers,
consultants and experts in other positions in both camps, for and against automatic
enrolment. Understanding stakeholders’ motivations related to automatic enrolment

deserves further investigation.

8.4 Implementation of Pension Policy

Insurance costs are an issue for employers. We also asked respondents’ opinion about
the hurdles to pension provisioning. According to Law of Occupational Pensions

(BetrVAG, 2001), employers are required to bear the risk of pension provisioning. This
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means that if the (external) pension provider and its (re-)insurer fail to provide the
agreed pension, the employer must step in and do so (see Chapter 6). This rule also
applies in the case of salary-sacrifice pensions, suggesting that the employer must

provide an additional guarantee on employees’ own savings.

Of the answers received, 65 percent of respondents agreed or strongly agreed with the
statement that employers’ subordinated guarantee is a problem in pension provisioning.
Not surprisingly, employers were the most concerned about the issue: 76 percent of the
employer-respondents agreed or strongly agreed with this statement compared to 63
percent of insurers. Furthermore, responses tended to move together with concerns
related to the (mandatory) insurance costs that employers must pay to the Pension

Insurance Fund, the PSV aG (Table 8.2).

We also found that 73 percent of the employer-respondents agreed or strongly agreed
that the cost of the mandatory insurance is a barrier to pension provision, as opposed to
60 percent of the insurers. Insurance costs are not the only items which concerned
respondents. The impact of pensions on corporate balance sheets was considered a

problem by 45 percent of the respondents.
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Table 8.2. Opinion on employers’ subordinated guarantee and PSV aG

I see the employers’ subordinated guarantee as
a problem in occupational pension provision
Disagree n.a. Agree
I see the cost of Disagree 19% 0% 10%
insurance paid to the n.a. 3% 3% 7%
Pension Insurance

Fund (PSV aG) as a

problem in Agree 9% 1% 48%
occupational pension

provision

Another risk deemed to be of concern for pension provision was longevity risk: overall,
71 percent of respondents agreed or strongly that it was a significant risk to pension
provisioning. Surprisingly, perhaps, while 93 percent of the employer-respondents

agreed only 50 percent of the insurers did so.

Financial performance of pension investments. In Anglo-Saxon countries, employers
are very concerned about the possible effects of investment performance on the vitality
of their sponsored pension plans (Clark and Monk 2007a, 2007b). In this survey,
though, any resistance by employers for pension provision is less apparent in relation to
the performance of capital markets: just 29 percent of respondents saw low returns as a
problem for pension provision. A more significant but minority opinion was noted for
stock market volatility: approximately 35 percent of respondents were concerned about
this issue in relation to pension provision. These two results suggest that the main
barriers related to employers underwriting occupational pensions are located

elsewhere™® (according to the majority of our respondents).

%% In the survey, no distinction has been made which occupational pension vehicles are offered by the
employers. By some measures, subordinated guarantee, costs of insolvency insurance and longevity risk
provide more reason for concern in the case of direct promise- and balance sheet vehicles.
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Complexity and regulatory environment. One of the barriers to pension provision
identified by our respondents was the complexity of the pension system. This was
recognised as an issue affecting the provision of occupational pensions by 81 percent of
our respondents. Our attempt to identify which parts of the system were considered
complex ‘too’ indicated that subsidy-complexity was an important hurdle (by 79
percent), while the number of pension vehicles was identified as an issue by 52 percent

of our respondents.

Although responses to these questions move together to a large extent, the responses
can be linked to the respondent groups (Figure 8.3). Employers agreed most often that
complexity is a problem in the provision of occupational pensions, followed by
consultants, insurers, and by members of other job-categories, in decreasing order. The
only exception was on the inflexibility of supervision and regulation, where the order of
the occupational groups was the other way around: it was considered as a problem by
only 36 percent of the employers and by 50 percent of the insurers. Respondents who
agreed or strongly agreed with the statement that the inflexibility of supervision and
regulation was a problem, tended to agree or strongly agree that low returns and stock

market volatility are a problem in the pension of occupational pensions.
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Figure 8.3. Problems seen in occupational pension provision
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8.5 Respondent Affiliation and Opinions

It was expected that our respondents’ opinions would reflect the particular situations
and problems of their affiliation group or professional associations. As noted above, the

employers’ position on risk illustrates this case.

Elsewhere we show that many employers are discouraged from offering Pensionsfonds
because of the risks they must assume, or, it also may be a result of the high costs or the
high volatility of insurance payable to the Pension Insurance Fund (PSV aG). However,
employers that provide Pensionsfonds have realised, nonetheless, that this pension
saving vehicle is quite popular amongst their employees (Chapter 6). Other research
suggests that employer-sponsored Pensionkassen are subject to the burden of rigid
regulation, and are prevented from realising sufficiently high returns on the invested

assets (Franzen 2010: 33-34).
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Accordingly, the questionnaire was designed to test whether attitudes to these risks
indeed match the respondents’ affiliation or groups, or whether there was a wider risk-
perception amongst the stakeholders. The authors expected significant differences
between employers and insurers. Consultants’ opinions were expected to be situated
closer to employers, reflecting their clients’, while the results of the ‘other’ category

were expected to be different albeit unknown.

Respondents’ opinions vary by their affiliation. The results were in line with our
expectations (see Figure 8.4). There were three statements that concerned employers the
most: the employers’ subordinated guarantee, the insurance costs payable to the Pension
Insurance Fund and the longevity risk. Responses from other respondent groups agreed
or strongly agreed with the ‘obstacle’ nature of these two issues for the provision of

occupational pensions but to a lesser extent.

Figure 8.4. Respondents’ affiliation and selected statements
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There was a surprising difference in the respondents’ opinions about longevity-risk. It
was found that 91 percent of the employers agreed or strongly agreed that it is an
obstacle to pension provision. By contrast, 63 percent for the remaining three groups
agreed or strongly agreed that this is an obstacle to pension provision. Insurers were
more relaxed about to this problem: 50 percent of the insurers believed that it would be
an inhibitor. Pension regulation was seen as an obstacle by the 50 percent of insurers

whereas only 36 percent of the employers believed regulation to be an obstacle.

8.6 Implications and Conclusions

This report has analysed the views of German experts on occupational pension policy
design and its implementation in the current economic and regulatory environment. The
basis for the study were the responses to a questionnaire circulated at the aba-
conference in May 2010, Bonn (Appendix I). The results highlight existing agreements
and disagreements about the role of occupational pensions in employer compensation
policy, and emphasize the need for a mutual understanding of the interests of

employers, insurers, and other stakeholders.

Our respondents noted the dual character of occupational pensions. Pensions are
instruments of corporate compensation policy, just as they are treated as employee
entitlements provided by the employer on a social basis. Given the dual nature of
occupational pensions, many respondents found it legitimate to offer pension-benefits
according to their effects on employee-productivity and company loyalty in exchange

for the costs and risks borne by the employer.
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There was significant disagreement amongst our respondents over the responsibility
employers should assume in promoting employee retirement welfare. The majority of
our respondents believed that the employer should assume some but not all the
responsibility for long-term saving. Most of respondents considered it legitimate to
offer salary-sacrifice pension schemes, and to use employer-financed pension schemes

to differentiate among preferred employees.

Despite the clear-cut financing options, the issue of automatic enrolment was subject to
considerable disagreement. The disputed advantages and disadvantages of employee
automatic enrolment in offered occupational pensions is an obvious candidate for future
research. This issue is also subject to considerable debate and analysis in other countries
(see Clark and Urwin 2010). For Germany, differences between respondents on this

issue deserve to be more closely scrutinised.

Given the intersection between corporate competiveness and old-age finances, there is
an urgent need to identify ways of providing supplementary pensions to all employees,
regardless of their status (whether they are covered by collective agreements). At this
point, there appears to be basic disagreement between stakeholders over the role that

employers should play in resolving problems of coverage and benefit value.
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8.7 Appendix I: The Original Questionnaire with English

Translation

1. German employers’ goal with compensation policy is to:
Die Vergiitungspolitik deutscher Unternehmen verfolgt als strategische Ziele:

Possible answers:

e Strongly agree e Stimme voll und ganz zu

e Agree e Stimme eher zu

e Neither agree nor disagree o Weif3 nicht

e Disagree e Stimme eher nicht zu

e Strongly disagree e Stimme gar nicht zu
Statements:

e Support of general corporate strategy e Unterstiitzung der generellen

e Reduce of labour cost Unternehmensstrategie

e Incentify the workforce o Senkung der Arbeitskosten

e Comply with collective agreements e Motivation der Beschidiftigten

e  Attract talent e Erfiillung der Tarifvertrige

o e Stirkung der Attraktivitdt auf dem

2. 1 agree with the following statements:

Retain key employees

Arbeitsmarkt
Bindung qualifizierter Mitarbeiter

Folgenden Aussagen stimme ich zu / stimme ich nicht zu:

Possible answers:

e Strongly agree e Stimme voll und ganz zu

e Agree e Stimme eher zu

e Neither agree nor disagree o Weif; nicht

e Disagree o Stimme eher nicht zu

e Strongly disagree o Stimme gar nicht zu
Statements:

Occupational pension plans are an
important HR tool

The provision of occupational pensions
is the employers’ social duty

Loyalty is to be rewarded
Occupational pensions are expensive
Occupational pensions are important
perquisites for the employees
Companies offer salary sacrifice plans
because they are obliged to do so

It is important that the number of
employees enrolling increases
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Betriebliche Altersversorgung ist ein
wichtiges Instrument der Personalpolitik
BAV ist Ausdruck der sozialen
Verpflichtung des Unternehmens ihren
Mitarbeitern gegeniiber

Loyalitdt und Betriebstreue soll man
belohnen

BAV ist ein betrdchtlicher Kostenfaktor
fiir die Unternehmen

Die Betriebsrente ist fiir die Mitarbeiter
eine wichtige Entgeltkomponente
Unternehmen haben ein Angebot zur
Entgeltumwandlung, weil sie dazu
verpflichtet sind

Es ist wichtig, dass mehr Mitarbeiter an
den bAV-Angeboten teilnehmen



3. Strategic goal of company pension policy is to:
Unternehmen verfolgen folgende Ziele mit der Ausgestaltung ihrer betrieblichen

Possible answers:

Altersversorgung:

e Strongly agree o Stimme voll und ganz zu

o Agree o Stimme eher zu

e Neither agree nor disagree o Weif3 nicht

e Disagree o Stimme eher nicht zu

e Strongly disagree o Stimme gar nicht zu

Statements:
e  Comply with legal rules and collective e  Einhaltung gesetzlicher und tarif-
agreements vertraglicher Anforderungen

e  Attract talent o Stdrkung der Attraktivitit auf dem

¢ Retain key employees Arbeitsmarkt

¢ Reduce the cost of fluctuation e Bindung qualifizierter Mitarbeiter

¢ Facilitate early retirement o Senkung der Fluktuationskosten

¢ Maximise participation in pension offer e FErleichterung von Friihpensionierungen

e Improve relations with works council o Teilnahme aller Mitarbeiter am bAV-
Angebot

e Verbesserung der Beziehungen zum

Betriebsrat

4. I agree with the following statements:

Folgenden Aussagen stimme ich zu / stimme ich nicht zu:

Possible answers:

Strongly agree

Stimme voll und ganz zu

e Agree o Stimme eher zu

e Neither agree nor disagree o Weif} nicht

e Disagree o Stimme eher nicht zu

e Strongly disagree o Stimme gar nicht zu
Statements:

The importance of good company
pensions will rise in ageing society

Due international competition, companies
need to reduce the costs of occupational
pensions

Occupational and public pensions together
will provide sufficient income in the
retirement

The employer is responsible for informing
employees on occupational pensions
Every individual is individually
responsible for saving for the retirement
The employers’ task is to offer good
occupational pension products
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Der Stellenwert guter bAV wird in der
alternden Gesellschaft steigen

Angesichts des internationalen
Wettbewerbs miissen Unternehmen die
bAV-Kosten senken

Mit der Betriebsrente zusdtzlich zur
gesetzlichen Rente werden die Mitarbeiter
eine gute Altersversorgung haben

Es ist Aufgabe des Unternehmens, die
Mitarbeiter iiber bAV zu informieren
Jede/r ist individuell verantwortlich fiir
ihre/seine Altersversorgung

Die Rolle des Unternehmens in der bAV
besteht darin, den Mitarbeitern gute bAV-
Produkte fiir Entgeltumwandlung
anzubieten



5. Regarding occupational pensions, I am especially concerned with:
Probleme bei der bAV sehe ich vor allem in folgenden Bereichen:

Possible answers:

Strongly agree

Stimme voll und ganz zu

e Agree e Stimme eher zu

e Neither agree nor disagree o Weif3 nicht

e Disagree e Stimme eher nicht zu

e Strongly disagree e Stimme gar nicht zu
Statements:

Employers’ subordinated guarantee
Cost of pension insurance (PSV aG)
Longevity risk

Low yields

Low employee-interest
Implications for the balance sheet
High stock market volatility
Complexity of occupational pensions
Multitude of pension vehicles
Complexity of taxation

Inflexible regulation
Administrational burden

Nachschusspflicht/Haftung des
Arbeitgebers

Kosten des Pensionssicherungsvereins
Langlebigkeitsrisiko

Niedrige Renditen der bAV-Produkte
Geringes Interesse der Mitarbeiter
Auswirkungen der bAV auf die Bilanz
Volatilitit der Aktienmdirkte
Komplexitit der bAV generell

Vielzahl der Durchfiihrungswege
Komplexitdit der steuerlichen Forderung
unflexible Aufsicht und Regulierung
Verwaltungsaufwand

More companies would offer company pension plans if:
Unternehmen wiirden in stirkerem Ausmaf3 bAV anbieten, wenn:

Possible answers:

e Strongly agree o Stimme voll und ganz zu

e Agree o Stimme eher zu

e Neither agree nor disagree o Weif} nicht

e Disagree o Stimme eher nicht zu

e Strongly disagree o Stimme gar nicht zu
Statements:

the administrational burden were lower
there were one single tax subsidy

the employer were not subject to
subordinated guarantee

employees would be enrolled
automatically

employees were more interested in
pensions

employers would not need experts to deal
with occupational pensions
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Der Verwaltungsaufwand geringer wdre
Es einen einheitlichen steuerlichen
Forderbetrag pro Arbeitnehmer gdbe

Der Arbeitgeber von jeglicher Haftung fiir
bAYV freigestellt wiire

Automatisch alle Mitarbeiter teilnihmen
Mitarbeiter stirker an bAV interessiert
wdren

Unternehmen weniger Fachwissen
vorhalten miissten
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