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Foreword
Sheila Lawlor
In many western economies there has been dramatic demographic change over the
past hundred years with people now living longer than a century ago. When Britain
introduced its first old age pension in 1911 for people of 70, life expectancy was 50
for men and 54 for women. That figure today is 74 for men and 82 for women.
Moreover, the ratio of working age people to those of pension age, now 3.2, is
projected to shrink further in the coming decades, to 2.8 in 2033. In France the
demographic profile is similar to Britain, and in Germany significantly more
pronounced.
One consequence of such change is that costs, both for healthcare and pensions, have
continued to increase with wider consequences for economic and fiscal
policy. However, for governments intent on meeting such demands, there are
competing claims for attention, and all of these must be treated in the context of wider
economic goals, such as encouraging growth or sustaining fiscal policy. This means
that the focus will increasingly be on promoting systems which can meet need
effectively and efficiently, and which are also compatible with the country’s overall
fiscal and economic aims.
In this paper Ludger Schuknecht, Matthias Dauns and Werner Ebert, explore the
principles and policies for effective pension and health care systems – those which are
fiscally sustainable, cost-efficient and effective in meeting social goals and which
support growth and employment. Their analysis focuses on the structures for
contributory, tax financed and mixed systems. Cost is assessed in terms of overall
GDP and other measures such as effectiveness in meeting need are considered.
The findings point to a number of lessons and will prompt questions for countries
about the success and sustainability of effective systems.
For industrialized economies including the UK, France and Germany where demand
is rising, ‘headline’ GDP costs often reflect government decisions to cut or increase
public subsidies. Governments can control tax financed systems more easily and as a
result be cheaper, and for that reason be more congenial to government. They can also
be allocated either universally or selectively, i.e. to favoured groups. Contributory
systems on the other hand, often attract ‘top up’ public subsidies, thus increasing total
cost.
However, behind the headline costs, the picture is more complex. In terms of success,
the UK lags behind its neighbours, France and Germany, each of which has
contributory schemes. It is less ‘effective’ than each, its tax financed systems falling
into the mid-range of countries for expenditure. More generally, contributory schemes
meet need more effectively than tax financed ones. They also allow more readily for

the competing structures, necessary, the authors suggest, for efficiency and higher
standards.
The message from this compelling analysis, whatever the system of financed used, is
clear, not just for continental countries, but for Britain:


Competition must be introduced. Otherwise the system will fail to meet
need or to be either affordable or effective.



Ways must be found to encourage and promote co-payments by beneficiaries
of healthcare and pensions schemes.



Longer and healthier working lives and affordable benefit packages must
also be promoted.

Such proposals may today seem radical for the UK. If so, it is because successive
governments have abandoned the principles on which Beveridge sought to build the
welfare state. These included certain foundations seen as essential if the system was
to meet need and be affordable: it should encourage incentive and saving and avoid a
‘something for nothing’ society; people would pay in time of earnings to meet need
when earnings stopped. In practical terms everybody paid a contribution when
working, to cover benefit when earning stopped; benefit was conditional on such
payments, three way - by the individual, the employer, and a third by the tax payer.
The system should also, Beveridge proposed, allow for top up payments and charging
for additional benefits.
Whatever system is used, the evidence points to a clear course. If the increasing
demand for healthcare and pensions is to be met over the longer term, then
longer working lives, affordable benefits packages, competition between providers
and the opportunity for users to choose from providers and make top up payments for
extra cover, will all matter.
For rich western economies with high expectations including Britain, the
structures for healthcare and pensions must therefore be adapted to that end.

I am most grateful to Ludger Schuknecht and his colleagues for their important and

prescient analysis, for considering the implications for policy and setting out a
number of principles for reform. These will be especially helpful to policy makers in
economies such as the UK as they seek to meet economic and social goals. I should
also like to thank Stefan Kratzer and colleagues from Merck who joined the initial
seminar and Merck Serono for supporting this publication.
Sheila Lawlor, Politeia,
March 2015
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I
Working
Systems for Pensions and Healthcare
Introduction

As life expectancy increases along with the proportion of the retired to working age
people, so too does demand for social programmes for healthcare and pensions. Such
demand must be accommodated within the constraints of countries’ public finances
and wider economic aims, including economic growth. The design of effective and
efficient social security systems will therefore be central as policy makers and
societies tackle the challenge of paying for the future.
This paper analyses the evidence for financing a variety of different health and
pension schemes. It explores the principles and policies on which successful systems
are built and why they are so. The focus is on the structures most commonly used,
contributory, tax-based and mixed and the distinction between Bismarck
(contributory) and Beveridge (tax-financed) types. The aim is to establish which
working systems are fiscally sustainable, cost-efficient and effective in meeting social
goals while also supporting growth and employment. Because current demographic
trends and their projected costs continue to be dynamically upward in industrialized
countries, pensions and healthcare will account for a major, strongly growing
proportion of public expenditure.
Differences in the levels of expenditure reflect the design of systems, their economic
basis and the way they are financed. Tax based systems for both healthcare and
pensions tend to be cheaper in GDP terms and contributory and mixed systems more
expensive: in tax systems governments can control expenditure better whereas
contributory systems are often cross-financed with public subsidy, weakening cost
containment. On other measures, tax based systems tend to be more compatible with
high employment even during old age. Contributory and mixed systems, however,
tend to perform better and more strongly: they provide more generous pensions and
better health services with more successful outcomes. In terms of meeting highest
standards, therefore, contributory systems tend to be more effective.
Each type of schemes has implications for future policy, in particular:


In tax financed systems, the use of discretionary funding by governments can dilute
and weaken the transparency of arrangements for financing schemes. It can also mean
that some tax systems tend to be redistributive and favour certain groups which can
lead to unintended consequences or adverse incentives, having longer term
implications for fiscal sustainability.



In contributory and mixed systems, greater success in reaching higher standards may
result from more competitive structures, the exercise of individual choice, or effective
policing. The challenge for policy makers will be to consider how these can be built
into tax financed systems. All systems should however, aim for transparency; and
contributory or mixed schemes should avoid cross-financing in the interests of
containing costs.
1
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Pensions and Healthcare
The Cost of Ageing

An ageing populations and demographic change pose a major challenge to our
societies and economies. They both increase costs while leading to an overall
reduction in revenue as the retired leave the labour market. However, such changes to
the national balance sheets can be countered; and for policy makers the task is to meet
the challenge in good time. The underlying population dynamics in many
industrialized economies must be considered along with the implications these may
have for sustainable economic growth.
In Germany, which provides a prominent example of the trend, demographic change
poses significant risks to public finances especially from 2030 onwards. According to
the recent population projection EUROPOP 2013, the shrinking population, from 80.6
to 71 million people by 2060, will have a dramatic impact on the German economy.
The size of the working population will decline considerably, while the number of
people aged 65 or older will increase significantly. Whereas today 3.2 people work to
every one over retirement age, that figure will shrink to 1.7 by 2060 with significant
consequences for the financial viability of public pensions, health and long-term care.

Table 1: Population projections for selected European Member States (millions)
2013

2020

2030

2040

2050

2060

DEU

82.0

80.6

79.8

77.8

74.7

71.0

GBR

63.9

66.7

70.5

73.8

77.2

80.0

FRA

65.6

67.7

70.4

72.8

74.3

75.6

POL

38.5

38.4

37.5

36.2

34.8

33.3

GRE

11.1

10.7

10.1

9.6

9.1

8.6

Source: Eurostat, EUROPOP2013.

The UK and France, two similar European countries, are demographically better off
with projections showing a more dynamic population growth due to higher fertility
rates combined with higher net-migration (see table 1). By contrast, in countries such
as Poland or Greece trends suggest a worsening of the dependency ratio in a similar
manner to that in Germany.
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The impact of the underlying population dynamics on the fiscal costs of ageing and
problems of fiscal sustainability depends on the character of the individual system and
the political framework for fiscal and social policy.
An ageing population will lead to a significant increase in age-related expenditure as a
proportion of GDP, and at the same time a fall in public revenues unless people work
more and extend their working life to make up for the fall in labour supply.
The costs of ageing reveal a significant heterogeneity in Europe, both in level and
dynamics. According to the projections conducted jointly by the Economic Policy
Committee of the EU and the European Commission, Germany, for example, is
starting from a relatively high level of age-related costs at around 20 per cent of GDP.
It will face a substantial further increase to more than 24 per cent in 2060 (see graph
1). The UK starts from a rather low level of 17 per cent but will also suffer a rather
dynamic increase, hitting the 20 per cent mark in the year 2060.

Graph 1: Ageing Costs in the EU

26.0

24.0

in % des BIP

22.0

20.0

18.0

16.0
2010

2020
UK

2030
Ger

2040

2050

2060

EU17

Source: AWG/EU COM (2012)

The challenges for fiscal and social policies become even clearer if the demographic
and fiscal trend is considered against the prospects of economic growth.
3
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We can see that the danger for sustainable growth is quite obvious for Germany
where labour force growth, capital deepening and productivity growth are structurally
lower than in the UK (Graph 2). The adverse economic trend further restricts the
ability of social systems to cope with the demographic challenge. Nonetheless, these
are projections with significant uncertainty in respect of the underlying assumptions.
Prospective developments in the UK seem more comforting but may turn out to be
less favourable while in Germany population dynamics can hardly be worse, despite
the current relatively positive migration trend.
Graph 2: Economic Trend in UK and Germany until 2060

Sources: EU COM (2012)

Nevertheless, the evidence suggests that there are ways of countering this downside.
Structurally lower unemployment, a rising labour force participation of older workers
and women and an increased migration of qualified and highly skilled workers are the
economic levers to mitigate the impact of demographic change on public finances.
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III
Tax v Contribution
Beveridge meets Bismarck

To understand the economic and fiscal challenges, a closer look at the systemic
features of the social systems in major economies is needed. This paper focuses on the
financing of social systems for health care and pensions. This Section, considers the
different models and their implications; Section IV assesses the systems and their
costs; V gives an outlook for pensions and health systems and VI proposes principles
to guide the future.
The two major financing paradigms in Europe and the Anglo-American world are
known as the Bismarck and Beveridge types.
Finance for the Bismarck system is drawn from contributions, typically by employers
and employees and normally based on a social insurance provided by a multitude of
insurance organizations which – at least in the case of health care – are distinct and
independent of providers. Unfortunately, a common feature of Bismarck type systems
of today is that contributions are often misused for politically motivated (and
otherwise unfinanced) benefits1. These can include health-insurance for non-working
spouses or the elderly without any (or at least adequate) contributions or pensions
well in excess of what contributions would actuarially allow. Beveridge systems, on
the other hand, are traditionally tax financed. They also reflect the impact of
significant political pressures on government. Historically, there has been a tendency
for both systems to converge to a mixed type of financing. 2
The UK Beveridge model initially in the 1940s developed the contributory insurance
basis, which built on a three way contribution by employee, employer and
state/taxpayer, though over time is lost its ‘contributory’ flavour becoming more like
a tax financed model.3 In financing of such systems today, the individual ‘pot’ or way
of financing is not distinguished for the presentation of data on the expenditure side because the aim is to identify general needs. It is also difficult to draw the line
between public and private or contribution: contribution and taxes tend to be close
substitutes and payroll taxes are a ‘public’ obligation on the individual.

1

Tax financed systems are dependent on political decisions, probably more so than the contributions based
systems, however in a more general sense.
2
Meyer (2013)
3
In the UK it has evolved into a system financed by tax and contribution treated by government as a redistributive
tax financed system operated in line with changing policy priorities.
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Health care financing: tax vs. contribution-based systems
The financing of health care falls roughly into three types of schemes (graph 3):

Graph 3: Expenditure on health by type of financing
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Source: OECD Health Statistics 2013
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Tax-based with a general government involvement, usually financed by general
revenues and amounting to more than 75 per cent of public financing (e.g. UK: 100
per cent publicly tax-financed);
Contribution-based systems – usually financed by compulsory payroll contributions which contain a social security element normally greater than 75 per cent, made up of
contributions (e.g. Germany with 91 per cent which is 70 per cent social security
contributions of 77 per cent publicly financed expenditure);
Mixed (tax- and contribution-based) systems where no type of financing is dominant
(Austria: 58 to 42 per cent, Greece: 64 to 36 per cent or Switzerland: 71 to 29 per
cent). Furthermore, plenty of countries, and all countries with contribution-based
financing, make use of tax-financed grants to complement the basic financing scheme,
or they use significant private or other payment schemes such as out of pocket. 4

% of current expenditure



Typical countries are Switzerland (35%), Hungary (35%), Greece (34%) or Portugal (34%)
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The dominant type of financing and the proportion of public finance varies across
Bismarck and Beveridge schemes. It can be analyzed to illustrate which systems have
the most effective structure.
Types of Pension Systems: heterogeneous entitlement and financing schemes
Pension systems can be characterized within a group of typically 3 ‘tiers’ (see graph
4).
The first tier ensures a minimum standard of living and is broadly Beveridge type
financed, the second tier is designed to achieve a defined standard of living compared
to working life and in general is Bismarck type financed (i.e. contributory). Within
these tiers, schemes can be classified by providers (public or private), the way
benefits are determined and the mandatory character of the financing. An increasingly
important third tier consists of voluntary saving.
Graph 4: Types of Pension Systems

Source: OECD (2012)

The countries with a non-contributory, typically tax funded basic pension scheme
include The Netherlands, New Zealand, Australia, Canada (both means tested) and
Denmark (OECD categorization). Only Ireland and New Zealand amongst the OECD
countries do not have mandatory, second-tier provision.
The mixed financing emerges over time as the case of Chile exemplifies: it added a
non-contributory top-up quite recently in 2008 to the mandatory contribution. In other
7
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major OECD countries, such as Switzerland, Germany, Sweden and Italy the
contributory systems can be separated in four main types of schemes:
 Defined-benefit (DB) plans where retirement income depends on the number of
years of contributions and on individual earnings are provided by the public sector
in 18 countries; private (occupational) schemes are mandatory or quasi-mandatory
in Iceland, the Netherlands and Switzerland.
 Point schemes where workers earn pension points based on their earnings are
practiced in four OECD countries: French occupational plans, operated by the
public sector, and the Estonian, German and Slovak public schemes.
 Defined-contribution (DC) plans where accumulation of contributions and
investment returns is converted into a pension-income stream at retirement are
compulsory in 10 countries. In Denmark and Sweden, occupational DC schemes
are quasi-mandatory, in addition to compulsory plans.
 In Italy, Norway, Poland and Sweden, notional-accounts schemes record
contributions to an individual account, apply a rate of return to the balances, and
convert it into pension payments using a formula based on life expectancy.
Graph 5: Types of financing of pension systems: Bismarck vs Beveridge

100.0
90.0
80.0
70.0
60.0
50.0
40.0
30.0
20.0
10.0
0.0

2nd
tier –- private
funded scheme
tier - tax financed
tier -public
1st Tier
Tax financed
2nd tier1st
- Contribution
financed2nd2nd/3rd
tier -contributions
private funds
Source: OECD (2012, 2013)

Many countries have mixed systems and how the schemes are financed, varies (see
graph 5). Systemic differences are even less pronounced due to the increasing
importance of private funding. It is quite striking that in contribution-based systems
8

Paying for the Future

Working Systems for Pensions and Healthcare

the gap between revenue and expenditure is often filled by hidden tax-financing.
Prominent examples of the Bismarck model are Germany, France and Italy, Austria,
and Sweden. The Beveridge model is prevalent in New Zealand, Australia, Denmark,
and to a limited degree, the UK. Canada and the Netherlands are representatives of
the mixed type.
There is empirically a clear tendency to water down what were conceived as pure
systems, e.g. as a result of shortfalls in funding from insurance contributions in
contribution-based and mixed systems (see graph 6). The corresponding lack of
clarity in what the schemes aim to do and in the allocation of responsibilities for
payments and overall finance, open the way for demands for additional benefits. This,
in turn, implies an increase in costs or exemptions from contributions with a
significant negative impact on the financial soundness of the systems - in addition to
the financial burden posed by demographic pressure.
What lessons can be learned from the experience of different systems for the direction
of future policy, from contributory, mixed, or tax funded systems?
Graph 6: Tax gap between contribution revenues and pension expenditures

15.0
12.5
10.0
7.5
5.0
2.5
0.0
-2.5

-5.0
-7.5

public expenditure on pensions

contribution revenues

Source: OECD Pension Outlook (different volumes)
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IV

Healthcare and Pensions:
Assessing the Systems

Costs and performance The quality of the social systems can be assessed for cost
efficiency, fiscal sustainability and performance. For health care systems, the
costliness of systems can be measured by total (public and private) health care
expenditure as share of GDP. It is also possible to measure costs as a share of total
government expenditure. While this allows a better analysis of prioritization within
budgets it renders an assessment of the macroeconomic challenges, of efficiency and
of international comparison more difficult.
Performance, by contrast, is best illustrated by a variety of indicators or a synthetic
indicator. Based on an framework applying a composite indicator (politically
promoted by OECD with their widely known PISA ranking for education)5, this study
uses the synthetic indicator EHCI (Euro Health Consumer Index), using a set of
health care indicators such as accessibility, range and reach of services provided and
pharmaceuticals.
For pensions, a variety of quite diverse factors matter: the replacement rate,
contribution rate, effective retirement age, employment rates of older workers or
indicators which measure adequacy or age poverty. Such measures do not easily
accommodate quantification by a common or composite indicator.
The long-term fiscal impact and the effect on growth and employment matter
particularly for the public finances. So too does the longer term question of how
social policy aims can be financed adequately, and the extent to which systems should
be redistributive. Finally, for a comprehensive evaluation and to prepare for possible
changes, additional factors should also be taken into account: administrative
efficiency, diversity of provider, transparency and simplicity or running costs.
Assessing Healthcare Costs Assessing public health costs is not straightforward
(graph 7). Costs are represented as a share of GDP, without necessarily distinguishing
between public or private finance, from tax and contributions, whether obligatory or
voluntary. Nor is it a simple matter to assess the cost as a proportion of GDP of the
different types of system.
The Netherlands, France, Germany (Bismarck) have the most expensive health
systems while the UK, Spain, Italy (Beveridge) are average to low cost as a
proportion of GDP. Very low levels of health expenditure are visible in the East5

This approach has been promoted quite early by Afonso et al. (2005). OECD promoted performance
measurement by creating the PISA indicator in the field of education. This and other synthetic indicators were
implemented in the DEA methodology of Afonso / Aubyn (2006), an analytical approach which has also been
applied by the EU Commission (2012) in the work on quality of public finances.
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European countries due to the fact that these systems are still less “mature” which
explains the high and prolonged expenditure dynamics due to more extensive services
in these countries.6 Some mature systems like the German one incorporate checks and
balances which are favorable in terms of cost containment so that health expenditure
growth does not exceed GDP growth in the long term. Nevertheless, contributionbased (contributory) and mixed systems of health care provision are in general more
expensive in terms of overall share of GDP (public and private) than tax financed
systems. In terms of funding – public/tax or private/contribution fund – we see that
both pure systems converge and make use of the alternative scheme in order to
finance expenditure needs adequately.
Graph 7: Costs –Health expenditure as share of GDP
14

12

10

8

6

4

2

0

Public (financed by taxes/contributions)

Private/Other

Source: OECD Health Statistics 2013

6

See Medeiros / Schwierz (2013)
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Performance, on the other hand, can be measured by a quite robust aggregate index,
developed by Health Consumer Powerhouse, Sweden (see graph 8).7 It summarizes
48 sub-indicators and covers all relevant performance areas such as accessibility,
different outcome elements, range and reach of services provided, prevention,
pharmaceuticals, patient rights and information.
Graph 8: Performance - the EHCI indicator for health care systems
1000
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400 815 773 756
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670

870
750
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797 796 777

683
546 521

200
100
0

Source: EHCI 2013 Report

According to this composite indicator the Netherlands is the highest performer and
provides the best health system in Europe. Germany, the 7th of all, is the ‘most
restriction-free and consumer-oriented healthcare system in Europe, with patients
allowed to seek almost any type of care they wish whenever they want to (stronger on
quantity than on quality)’, according to the recent EHCI report. In the midfield
countries such as the UK, Spain or Italy can be identified, while in the Eastern
European countries and Greece low levels of health care prevail.
Is more expensive better? What relationship exists between cost and performance in
healthcare? To illustrate the answer the two variables are plotted and a picture of the
trend emerges (see graph 9).

7

EHCI is based on public statistic, survey results and additional independent research by Health Consumer
Powerhouse. This aggregated index aims to compare the health systems of different countries and a number of
indicators, including, e.g. the proportion of doctors/nurses to patients, are integrated in the EHCI as are costs as a
share of GDP.
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Graph 9: Performance - Effectiveness of health care expenditure in Europe
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In the sample of the countries, three main groups of countries can be distinguished:




contribution-based: Netherlands, Germany, France, Belgium: these countries
show a high performance but are relatively expensive (in terms of total
expenditure i.e. combined public and private);
tax-based: UK, Spain, Italy, Ireland, Portugal are placed in the midfield
regarding costs and performance;
the East European countries Czech Republic, Hungary, Poland which are
basically contribution-based show low costs combined with a low
performance and that is due to the short history of these health systems.

Although there is no clear picture with regards to the performance of financing
schemes, Beveridge and Bismarck type schemes are at different levels of the trend
line while a few countries are over-performing, such as the Scandinavian countries.
Others are lagging behind in terms of performance at reasonable costs such as some
South European countries but also France or to a certain extent Germany.
13
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Graph 10: Health care expenditure growth before and during the crisis (2000 to 2009 and
2009 to 2011)
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It is worth noting that the financial crisis forced many European countries to adapt
(see graph 10 which compares expenditure before, after and during the crisis as
distinct from identifying elements in each country.). Generally speaking, evidence
confirms that budget cuts, the reallocation of taxes and the introduction of new taxes
are more common in tax-based systems (e.g. Italy) than in contribution-based
systems. In that sense, tax-based systems are easier to adjust up and down in the cycle
or as a reaction to severe economic and fiscal shocks. Contribution-based schemes
show a rather constant but moderate expenditure growth before and after crisis
financed by an increase of contributions to public health insurance system (e.g.
Netherlands, France, Greece, Portugal). Very strong cost reductions and higher
private payments took place in countries which were hit hardest by the financial crisis
(Greece, Ireland, Portugal).
Assessing Pension Costs When assessing the pension systems of a representative
sample of Bismarck and Beveridge-type countries, a clear-cut distinction between the
systems is not always possible. At first glance, it seems that contribution based
systems cost more than mixed systems or tax-based systems (see graph 11). However,
the cost difference between Bismarck and Beveridge systems may be more or less
completely attributable to tax-financed federal grants. This tax gap therefore
14
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illustrates how pure systems are watered down and it implies a general vulnerability
of contribution-based systems to erosion via additional tax financing.

expenditure grwoth in 2010 as % of
GDP

Graph 11: Costs - Public pension expenditure in Bismarck/Beveridge regimes
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Empirical evidence on public pension expenditure levels in the different groups
suggests that both modes of financing can be cost effective in principle, provided that
the financing principle (insurance) is not diluted by other political or social policy
goals. For instance, if governments aim to secure retirement income for the longer
term policy must be consistent, avoid disincentives to save or penalties on pensions or
a disproportionate subsidy to non-savers. In privately funded systems, the means to
achieve that goal of policy must be and is in general clear.
The performance of pension systems can be measured by some quite robust
indicators, which can be plotted against the respective levels of public expenditure. A
first proxy for an overall performance indicator, the gross replacement rate, is quite
commonly used and shows significant differences in the system set-up as measured
by the expenditures. Bismarck type systems – with additional budgetary subsidies –
are (in terms of total spending, public and private) more expensive than Beveridge
type systems. They perform at average replacement rates on a high expenditure level.
Beveridge systems have lower replacement rates at much lower costs. Within the
respective groups differences in efficiency can be identified with reference to the
trend line. Clear outliers on the positive side are Denmark and the Netherlands,
15
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showing a remarkable performance attributable particularly to supportive private
pension arrangements and to a smart labour market design which foster directly and
indirectly the sustainability and adequacy of pensions.
Graph 12: Performance – income poverty
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The performance of pension systems in vulnerable age cohorts such as older people
can be measured by the old age income poverty (see graph 12). While the old age
poverty rate is generally rather low, there are exceptions in all systems (Spain, US,
Greece, Japan, Australia).
Moreover, pension systems might affect the ability and willingness of older people measured as the employment rate of workers of age 55-64 - to get into work (e.g.
through generous early retirement incentives, cf. graph 13).
All in all, there are certain lessons from both systems. Tax funded systems and mixed
contributory systems are generally very sensitive to political and public finance
pressures. Pure contributory systems appear to be pitched to the longer term aims of
16
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securing retirement income and may be less affected by a detrimental political or
fiscal climate. Pension systems where the aim is to secure, not limit, pension
entitlement (e.g. Australia), provide greater incentives for savings and for the
accumulation of sovereign wealth funds.
Employment rates signal that Beveridge type countries are better able to keep older
workers employed, a result which might be linked to the weaker safety net and the
danger of becoming poor in the old age. On the basis of a scatter plot one can easily
see a clear correlation between employment rate of older workers and pension costs,
with only a few well performing countries that also feature high pension spending
(Denmark, Japan, Sweden and more recently Germany).
Graph 13: Performance – Public pension expenditures and employment older workers

Source: OECD (2012, 2013)

Trends in pension reforms within and beyond the system Many countries have
introduced self-stabilizing elements or ‘sustainability factors’ into their pension
formula (table 2). In particular and amongst the most important are the raising of
retirement age, the link between the qualifying age for drawing pension and life
17
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expectancy. Such reforms within the system are particularly visible in contributory
schemes, with differences in nuance and significance. For example the impact of the
reforms in Germany is quite high while the impact in France is rather low. In some
cases, changes which aim for greater sustainability are intended to secure rather than
to limit pension entitlement (Australia, US). In that sense they act as indexation rules
to preserve purchasing power. A new trend in East Europe is the specific increase of
the retirement age for women. This has happened already in e.g. the UK as the
pension age has been equalized.
Table 2: Reforms within the system – sustainability factors and increased retirement age

Source: EU COM (2013), OECD (2013)
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Healthcare and Pensions: The costs so far Despite significant reforms, the changes
are nonetheless still too weak to offset the demographic challenge. Some countries
aim to counter this by using a formula to cover future challenges (CAN, DK, GRE,
ITA, KOR, also UK). Most countries simply switch to a new rule to address the
problem, while some use financial incentives which is a weaker instrument, e.g. AUS,
FRA, ESP, SWE.
What picture then emerges of the long-term fiscal implications
of providing
healthcare and pensions systems? Certainly costs will increase on account of
demographic ageing and, irrespective of the type of system (whether tax based, mixed
or contribution based) public spending is set to rise.

Graph 14: Current and projected public expenditures for health care (2010/60; % of
GDP)
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OECD figures from graph 7.

Although the dramatic consequence of the demographic change for the health care
system are quite visible (graph 14), no clear picture emerges vis a vis fiscal
sustainability of the financing system. Nevertheless, major Bismarck countries tend to
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have more significant increase in health care expenditures from an already very high
base level. Germany and France project the highest current and future levels. All in
all, projections show increasing public health expenditures in each country, be they
Beveridge, mixed or Bismarck type.8
Graph 15: Public pension expenditure growth 2010-2060 – which system is more
sustainable?
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The impact of future pension spending on fiscal sustainability seems less adverse in
Beveridge type countries than in Bismarck type countries. Crucial in this context is
the political will to curb rising benefit expenditure and not necessarily the way of
financing. Even so, there is significant variation across countries. Some countries,
notably Germany, Spain, Belgium, Netherlands and New Zealand expect dramatic
increases in pension system costs while others do not predict any increase in pension
spending as a share of GDP (graph 15).9 The latter is mainly due to more favourable
8

As a disclaimer, only public expenditures are displayed in this graph, projections of total expenditures are not
available for health care.
9
Please note that the definitions used by EU COM /Ageing Working Group are not fully comparable to the ones
used by OECD in Graph ‘Total health expenditure…)
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population dynamics but also a result of less costly pension systems and structurally
better labour market conditions. The impact of the employment/growth channel (exit
rates, human capital) alone suggests a reduction of expenditure growth of up to 1 per
cent point to be realized if a supportive growth - and employment policy is
implemented.10
German reforms: aims and lessons The German health care system, which is
financed mainly by social security contributions and some limited tax-financing,
performs well as shown in Graph [8/9]. However, given that high-quality healthcare
comes at a high cost, cost containment and improvement of structures, transparency
and competition are needed.
The system divides into two types, a statutory public health insurance for around 70
million people (with employer and employee payroll contributions) and a private
health insurance for about 10 million people. Recent reforms aim to improve the
structure for finance. These include:





a grant from the federal budget, i.e. a tax-financing element from the year 2004
onwards,
a shift away from the principle of equal contribution rates between employees
and employers;
a Central Health Fund, introduced in 2009, as a fundamental change of the
financing of the health insurance, combined with a morbidity-centered risk
equalization across health insurances (to counter cherry-picking incentives);
additional contribution elements and a further increase of the tax financed grant
from the budget.

Further reforms aim at improving the financial structure and quality of statutory
health insurance. Wage costs will be de-coupled from health spending by fixing the
health contributions for employers at 7.3 per cent from 2015 onwards. Additional
costs are financed by income-related contributions for employees, which is 7.3 per
cent + X (X being an additional contribution factor to be determined by the individual
health insurance funds). This should ensure that financial resources in the statutory
health insurance system are organized in a way that promotes employment.
In the past, cost containment measures (e.g. spending caps) countered an unwarranted
spending increase on statutory health insurance as a result of inefficiency by the
providers. This was the case in respect of cost containment of the pharmaceutical
market in 2011 when drugs became subject to early assessment by the Federal Joint
Committee and prices were set to reflect the added benefit to the patient.11
10

According to recent EU COM projections; cf. Schwan/Sail (2013), and Lindemann (2013).
The Federal Joint Committee (G-BA) is the highest decision-making body of the joint self-government of
physicians, dentists, hospitals and health insurance funds in Germany.
11
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For the future, greater emphasis will be put on promoting competition in the
healthcare system in order to increase the cost-effectiveness and quality of health-care
provision. The main route to reform will be through selective contracting of services
to a greater variety of providers.
It is also intended to encourage greater diversity of contributory payments to
accommodate a more consumer driven health care provision. Such greater variety
implies the equalisation of costs and tight regulation of competition. Clear, detailed
and readily available information on the quality and efficiency of outcomes should be
available. This would complement competitive contracting so users can make more
informed decisions. Finally, different types of health care (in-patient, out-patient)
should be better aligned to improve competition across the sector. An equally pressing
reform for Germany is that of long term care as a distinct branch of health care. A
significant increase in the contribution rate is unavoidable, if the costs of more
sophisticated and complex treatments and procedures are to be met, as well as those
from more extensive benefits and demographic change are to be covered. From the
fiscal side a specific fund will be created to mitigate rising costs in the future.
Germany’s pension system: the role of tax grants The German pension system
consists of a contributory pillar with significant tax-based federal grants. It reflects an
impure insurance principle on a pay as you go basis, where the additional financing
through tax of a wide range of extra social benefits has been imposed on the system.
In the past the financial performance of the system was shaped by various factors: a
good demographic profile allowed more generous benefits; then with the integration
of East Germany into the pension system, a fiscal stress relief element via significant
‘grants’ from the federal government was introduced and followed by a period of
reform from about the year 2000 onwards.
The evolution of the federal grant again illustrates how the federal government budget
was used to soften the system’s budget constraint thereby enhancing the ‘generosity’
of the pension system. The increase of tax grants reflects a political dynamic: the
political pressures to boost benefits in particular related to reunification resulted in a
permanent shift towards higher spending.
By contrast, the period up to 2013/14 has been characterized by improving
sustainability. First results have been to contain costs and contribution and
expenditure as well as the federal budget (see graph 16).
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Graph 16: Federal transfer to public pension system - different episodes of sustainability

Source: Deutsche Rentenversicherung (2013)

Specifically, in the area of statutory pension insurance a number of important reforms
have already been implemented. These will be gradual increase of the statutory
retirement age to 67 by 2029, a sustainability factor in the pension adjustment
formula, early retirement restrictions and a supplementary fully-funded private
pension on a voluntary basis supported by tax subsidies. In order to ensure that the
fiscal and economic consequences of demographic change are distributed fairly
among younger and older generations, German pension law provides for upper limits
on contribution rates and for guaranteed minimum pension levels.
Despite the general retirement age being set at 67, people can already retire at the age
of 65 without the pension being reduced, provided they complete 45 years of
mandatory contributions from employment or care or child-raising periods up to the
child’s 10th year. This rule will temporarily be extended to the age of 63. 12 The policy
will be financed in the medium term by waiving a reduction in the contribution rate
and over the long term through additional funds from the Federal Government,
gradually increasing to an annual level of €2 billion by 2022. The statutory upper
limit on contribution rates and minimum pension level for 2030 will be adhered to.

12

For the birth years 1953 and younger this age will be gradually raised (back) to 65 during the period from 2016
to 2029. Furthermore, the new rule counts short periods of unemployment as contribution times. Times for benefits
for longer unemployment periods (as the so-called “Arbeitslosengeld II” and the former “Arbeitslosenhilfe”) are
not allowed.
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Graph 17: Policy scenario pension/health care - significant impact on financial
sustainability

Source: Werding (2014,) German Federal Ministry of Finance (2014).

Given the future spending dynamics, a further comprehensive reform agenda is
needed. Examples of specific reforms might be the alignment of the pension age with
life expectancy and the penalizing of early retirement. A smart combination of labour
market and pension system with a much more growth - and employment friendly setup are key in compensating for the demographic challenge ahead.
The enormous impact of sustainability enhancing reforms in the pension and the
health care sector can be visualized if we model a counterfactual scenario of the
pension and health care sector without the reforms of the last decade. Graph 17 shows
a potential increase of the age related expenditures in 2060 of more than 3% points of
GDP; twice the increase which we face under the current policy scenario in the
“demographic pressure period” 2030 until 2060.
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The paper explored the different working systems for providing healthcare and
pensions. As demand increases in line with demographic change, it assessed how
effective they are on a range of measures. The analysis suggests that tax financed
systems are cheaper in overall GDP terms, though there is a lack of transparency in
the systems because of cross subsidy. As far as performance goes, contributory
systems perform more effectively and provide more generous support.
Overall the study suggests a number of principles which should guide policy. Systems
should be transparent; they should aim for purity; and they should be built on
structures which help contain costs while improving performance. In particular, they
should allow for competition amongst providers, contributions or top-up payments by
users and have reasonable benefits packages. Because continued and productive
employment are central to future system viability, labour market reform and
especially reform which links employment to an incentivised social security system
and longer working lives, is key to success.
In particular we suggest that:


Contributory systems should be kept pure to provide an effective option.
In contribution-based systems additional tax financing needs to be avoided so that the
budget constraint of social security systems is not unduly softened and the system is
not burdened with other social policy objectives.



Tax financed systems should remain limited allowing for top up via private
insurance.
In tax financed systems, benefits should remain very limited with additional benefits
financed via genuine private insurance.



Competition among insurance and service providers is important for efficiency.
Systems should also encourage individual contributions from pensioners/patients
in healthcare and private pillar pensions.
Improve efficiency as in overall expenditure and in service quality relative to
expenditure: Maintain incentives for cost saving and quality control (including
competition among insurance and service providers, individual contributions from
pensioners/patients in health care and private pillars in pensions).



Linking the systems and reform to certain trends can make for more effective
systems.
Build in mechanisms for continuous reforms, especially to deal with an ageing
population (automatically rising retirement age and falling benefits per year of
service): Changes to systems may be theoretically desirable, but risky, as lobbies try
to capture the process
25
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Wider Labour market and employment reform and other complementary
reforms matter.
Complementary reforms are crucial: raising the employment-friendliness of social
security and labour market institutions, improving human capital via education
systems, private pension provision.
If governments in advanced economies base healthcare and pensions systems on such
principles, they will find that their economies remain dynamic, efficient and
competitive while meeting the increasing demands from a rising proportion of older
people. And they will be far better able to compete with emerging economies with
smaller governments. Where government meets difficulties or obstacles in reform,
policy makers should consider regime change. That can lead to more effective and
fiscally sustainable systems than piecemeal reform.
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For Britain and other western economies, demographic change has brought
increased demand and rising costs, especially for pensions and
healthcare. How can need be met at a time when cutting debt and public
spending levels remains paramount?
Paying for the Future: Working Systems for Healthcare and
Pensions compares the systems for financing healthcare and pensions in
common use in western countries; those financed by tax, contribution and
mixed systems. The authors, including the distinguished economist, Dr
Ludger Schuknecht, and colleagues at the German Finance Ministry, consider
the evidence on a number of measures. They conclude that contributory
systems are more effective in meeting need, though some governments prefer
tax financed systems because costs can be controlled and are less in overall
GDP terms. For the future, if need is to be met, reform is vital.
For the UK this will require a change of tempo and political heart. In
particular, there must be competition among providers. There must also be
scope for users to top up tax systems through personal contribution and
insurance.

POLITEIA
£8.00

