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Chapterr 7 

Policyy Implications 

Inn 1992, concern about the low labour force participation of elderly people, and the 
highh inflow into early retirement in the Netherlands, led to the development of a 
researchh programme by the Dutch Foundation for Research on the Elderly (Neder-
landsee Stichting voor Ouderenonderzoek, NESTOR)1. In recent years, the issue of 
loww labour force participation has only gained economic and political importance. 
Inn 1999, the government requested the Dutch Social Economic Council (SER) to 
advicee on how to stimulate labour participation among Dutch elderly. This ad-
vice,, reported in SER (1999), contains an analysis and general view of the Council 
withh respect to elderly labour (force) participation, and several recommendations 
regardingg labour market policy, the organisation of Social Insurance and taxes, the 
structuree of pensions, and human resource policies. 

Thee recommendations by the SER are based on expert opinions about the effect 
off  policy measures on labour market behaviour of individuals. They provide ideas 
forr the outline of participation policy. However, no evidence is given for the actual 
effectss of suggested policy measures. To provide some insight into the effectiveness 
off  participation policies, the present chapter investigates potential effects of policy 
measuress that are considered by the Dutch government. The empirical analysis in 
thee previous chapters provides a powerful tool for simulating labour supply and 
retirementt decisions under different circumstances. 

Thee aim of this chapter is to explore which policy measures are relevant for 
influencingg retirement behaviour, and how they actually affect individual retirement 
decisions.. Section 7.1 reviews the policy issues and recommendations presented in 
thee SER (1999) report. Section 7.2 provides the results of a number of policy 
simulations,, using the dynamic retirement model from chapter 6. Implications are 
discussedd in section 7.3, which results in a number of policy recommendations. 

JThee present research has been financed through a NESTOR grant. 
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7.11 Policy Issues Concerning Retirement 

AA central issue for Dutch labour policy is to find ways to stimulate elderly labour 
participation.. There are two main reasons for this. A first concern is the quality 
andd the amount of labour supply, and the adequate performance of labour markets, 
whichh is threatened if too many people with valuable knowledge and experience 
retiree early. A second concern is the affordability of Social Security, health-care 
andd pension programmes, which in many cases rely on a pay-as-you-go system, and 
hencee on the number of employed people who finance benefits for retired people. 
Additionall  reasons for the stimulation of elderly labour participation are concerns 
aboutt the self-development and self-support of individuals, loss of skill, social ex-
clusionn and isolation, (social) costs, and the international competitiveness of the 
Dutchh economy. Putman, Stavenuiter and Smolenaars (1999) calculate that the 
Dutchh Gross National Product would be increased by almost 5 billion Euro if Dutch 
elderlyy of 55 years and older would have a labour participation rate equal to the 
Europeann average. If participation of this group would be at the average OECD 
rate,, than the Dutch Gross National Product would even be more than 10 billion 
Euroo higher. These figures only include the costs of foregone productivity (added 
value).. Costs of low labour participation are higher when the negative effects of 
highh collective expenses and tighter labour markets on labour costs, competitiveness 
andd economic growth are taken into account. 

Threee reasons have made policies that stimulate elderly labour participation 
moree urgent in recent years. The first is the extremely low elderly participation rate 
inn comparison with other age groups. This has negative consequences for the socio-
economicc position of elderly people. Secondly, Dutch elderly labour participation is 
extremelyy low in an international perspective, which has made the Dutch economy 
vulnerable.. And thirdly, the structural ageing of the population will permanently 
increasee the fraction of elderly people in the total population and decrease the 
fractionn of potential labour (force) participants in the total population. This will 
worsenn the problems connected with low elderly labour participation. 

Thee SER (1999) report suggests four ways in which elderly labour participation 
cann be increased. The first is of public information, fostering a change in mental-
ityy (preferences) of both employers and employees with regard to early retirement. 
Sincee labour productivity, flexibility  and mobility of people seem to decrease after 
agee 40, both employers and employees focus on a perspective of early retirement 
fromm that age on. In addition, a history of generous and widespread benefit pro-
grammess that have been used as early retirement routes, has established the idea 
thatt early retirement is the normal situation. Employers however need to realise 
thatt early retirement decreases the supply of (skilled) labour, which increases re-
cruitmentt costs and overall labour costs. At the same time, employees need to get 
usedd to a situation in which early retirement is an exception. 

AA second way to increase labour force participation is by making employment 
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moree attractive. Issues like working conditions and partial retirement are key el-
ementss for this. But elderly labour participation also becomes relatively more at-
tractivee when replacement rates are lowered or when the costs of retirement are 
individualised. . 

Elderlyy labour force participation can also be increased by discouraging layoffs. 
Priorityy layoffs for elderly workers in company reorganisations in the past, have 
clearlyy affected participation rates. Elderly workers need to become more valuable 
forr employers by raising their productivity. Continuous education may therefore be 
off  prime importance. Existing policy programmes like 'Life Long Learning' may 
provee crucial in the implementation of a participation policy. However, Putman, 
Stavenuiterr and Smolenaars (1999) note that pull factors are far more important for 
earlyy retirement than push factors, since employers in general seem to be satisfied 
withh elderly employees. Empirical evidence from the present study supports that 
conclusion.. Early retirement initiated by employees is by far more important than 
earlyy retirement from layoffs. 

Finally,, a fourth way in which elderly labour participation may be increased, 
iss by encouraging (re-)entrances of elderly people to the labour market. The re-
integrationn of women or partly disabled people is considered as one of the potentially 
mostt successful measures for increasing labour participation. 

Forr each of these four directions, the SER report suggests a number of policy 
measures,, listed in table 7.1. Additional measures can be taken by the private 
sector,, which can be encouraged and stimulated by fiscal policy. An example is 
thee termination of fiscal support for early retirement schemes (VUT) to smooth the 
conversionn to flexible pension programmes (see below). This conversion is considered 
onee of the most promising measures for increasing elderly labour force participation. 
Earlyy retirement and flexible pension schemes are part of private sector collective 
labourr agreements, which can not be changed by public policy. A similar issue is the 
preservationn of pension rights in final pay pension schemes to allow for part-time 
retirementt or demotion2 (see below). In both cases, public policy can be used to 
stimulatee these developments, but can not directly affect them. 

Althoughh an urgent need exists for new policy measures to increase labour force 
participationn in the Netherlands, existing policy already includes some relevant mea-
sures.. Table 7.2 presents an overview of existing labour policies which are expected 
too increase elderly labour force participation. Some of these measures require fur-
therr explanation. A layoff test is performed by the director of the regional labour 
office,, who has to grant permission for all layoffs. It no longer allows the laying off 
off  elderly workers with weak labour market positions. However, already 50 percent 
off  all layoffs are effectuated through the local court of justice. This is more costly 
forr the employer because of trial costs and severance pay, but gives almost complete 

22 The same effect can be reached by replacing final pay schemes by average pay schemes, which 
accordingg to Putman, Stavenuiter and Smolenaars (1999) also enables a cost-neutral modernisation 
off  the pension system. 
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Tablee 7.1: Measures to St imulate Elderly Labour Part icipation 

ChangingChanging retirement attitudes of employers and employees 
 Public information 

ImprovingImproving attractiveness and access to employment 
Agee dependent labour policies to increase employability 
Flexiblee terms of employment 
Flexiblee options for leave, including possible career interruptions 
Endd of fiscal support for early retirement schemes (VUT) to smooth 
thee conversion to flexible pension programmes 
Agee dependent reduction in social security contributions 
Allowingg preservation of pension rights in final pay pension schemes 
too make part-time retirement or demotion more attractive 

DiscouragingDiscouraging layoffs 
Experiencee rating for Unemployment Insurance contributions 
Reducingg possibilities to complement unemployment benefits with 
additionall  employer benefits 

StimulatingStimulating re-entrance to the labour market 
Intensifyingg re-integration policies 
Sectorr policies to reduce bottlenecks in the labour market 
Speciall  measures for elderly immigrants 
Positivee fiscal measures for employers who hire elderly employees 
Terminationn of contribution-free pension build-up for persons in 
disabilityy schemes 
Adjustmentt of pension contributions for people in unemployment 
schemes s 
Re-introductionn of job-search requirements for persons of 57 i- years 
andd older in unemployment schemes 

Source:: SER (1999), Stimulating Elderly Labour Participation 

certaintyy of terminat ion of the labour contract. The employability programme men-
t ionedd in table 7.2 is init iated within the 'Lif e Long Learning' programme. It aims 
att a continuous training of skills to keep people competit ive in the labour market. 
Unti ll  1998, conditions in unemployment programmes that were exclusively aimed 
att elderly people included a rule that unemployed elderly of 57^ years and older 
didd not have to accept all job offers. Since 1998, unemployed elderly have to accept 
alll  so called 'suitable labour '. 

Inn addit ion to measures taken by the government, there are a number of policy 
measuress taken by companies to retain elderly workers. Examples are the improve-
mentt of working conditions for elderly employees, stricter eligibilit y conditions for 
earlyy retirement schemes (higher age and tenure), the change of early retirement 
schemess ( V U T ) into flexible pension schemes ( F P U ), with a stricter relationship 
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betweenn the t iming of retirement and pension levels, increased opportunit ies for ed-
ucationn and training, the availability of part- t ime early retirement, and demotion, 
whichh implies a decrease in (real) wages compensated by easier working conditions 
whenn employees become older. 

Tablee 7.2: Existing Measures to Stimulate Labour Part icipation 

 Preventing age discrimination in recruitment, selection and education 
 Integral policies to combat overall unemployment ("balanced approach") 
 Preventing inproper use of retirement routes by means of a layoff test 
 Fiscal allowances in the profit sector for training of elderly workers 
 Employability programmes by the public sector and social partners 
 Liftin g labour pension barriers to enhance continuous labour force participation 
 Changing unemployment programmes with respect to conditions that are 

exclusivelyy aimed at elderly individuals 
 Reducing the inflow into disability programmes 

Source:: SER (1999), Stimulating Elderly Labour Participation 

Thee policy aim of increasing the labour participation of elderly people may be 
evidentt and widely supported, it remains unclear which policy measures need to be 
takenn and which are the most effective. Policy has a direct impact on institutions 
andd circumstances under which decisions are taken, but not on choice behaviour 
itself.. Internat ional comparisons of elderly labour force part icipation, for example 
byy Blondahl and Scarpetta (1998) and Gruber and Wise (1998), show a strong re-
lationshipp between elderly participation rates and the extend to which insti tut ions 
supportt early ret irement. This suggests that policy can have influence on partici-
pat ion.. Keuzenkamp (1999) argues that several policy measures in fact have made 
labourr force part icipat ion unattract ive since the late 1970's. These measures in-
cludee easier entrance into disability programmes, the provision of supplements to 
unemploymentt benefits at company reorganisations, the introduction of attract ive 
earlyy ret irement programmes ( V U T ) in combination with a focus on the reduction of 
youthh unemployment, a fiscal system that rewards early retirement, priority layoffs 
forr elderly workers at company reorganisations, and the abolishment of job search 
requirementss for unemployed people of 571 years and older. According to Linde-
boomm (1999a), the interpretation of institutional rules for early retirement is more 
flexibleflexible in t imes of low economic growth. Recent high economic growth, stricter 
ruless for early retirement and an increase in labour (force) participation support 
thiss argument. But even with this evidence for the potential effectiveness of labour 
part icipat ionn policy, it must be kept in mind that it is easier to introduce early 
retirementt facilities than to reduce them. They have become a common 'r ight', 
andd potent ial beneficiaries are now over-represented in labour unions that negotiate 
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wit hh employers about these facilities. In addition, the public sector still fiscally 
supportss early retirement and employs pay-as-you-go early retirement programmes 
thatt are based on final wages. These considerations suggest that the effectiveness 
off  a wide range of existing and planned policy measures to retain elderly workers in 
thee labour force still needs to be proven. In section 7.2, a number of policy measures 
aree discussed and their effects on elderly labour part icipation assessed by means of 
modell  simulations. 

7.22 Simulation of Policy Measures 

Manyy of the reasons for early retirement lay outside the scope of control of employ-
ers,, the government and other institutions involved in the labour market. Issues 
lik ee health deterioration and labour market history can only in the long term and 
indirectlyy be influenced by policy. The focus in this section is on factors that can be 
directlyy influenced by government, employers and labour market inst i tut ions. One 
off  the most impor tant determinants of retirement behaviour are eligibilit y condi-
t ionss for early retirement benefits. The available benefits depend on wages, and 
inn most cases on final wages. To reduce retirement, policy can restrict eligibilit y 
conditions,, reduce of replacement rates, change the relation between benefits and 
(final)) wages, or change (the accrual of) wages. 

Ann example of the restriction of benefits eligibility , are tighter rules for entry 
intoo disability programmes. At present, almost a millio n people in the Netherlands 
aree on disability, which is close to 10 percent of the population between ages 15 
andd 64. In figure 1.4 of chapter 1 i t is shown that people between ages 55 and 64 
(part icularlyy men) are over-represented among the disabled. A stricter entry policy 
forr disability programmes may therefore be an effective measure. 

AA change from a fixed percentage early retirement pension to an actuarial fair 
pension,, based on the age of retirement, is an example of a combination of a reduc-
t ionn in benefits and a change in the relation between benefits and wages. In VUT 
earlyy retirement schemes, pensions are roughly fixed between 70 and 90 percent of 
finalfinal wages. I t means that continued employment hardly produces higher pension 
levels,, as shown in figure 4.16 of chapter 4. With newly introduced flexible pension 
schemess ( F P U ), employees are eligible for early retirement pensions at an earlier age, 
butt with actuarially reduced pension levels. They can retire later with actuarially 
increasedd benefit levels. This way, employees bear the costs of earlier retirement 
themselves,, and have a financial incentive to retire later. 

Changess in the accrual of wages affect all benefit levels that depend on (final) 
wages.. Wi t h final wage pension schemes, some people have much higher pensions 
att the expense of others as a result of late career promotions. This seems not to be 
fair.. But more relevant, the increase in wage levels according to labour contracts 
t hatt aim at long term labour relations (Lazear, 1979), make it difficul t for elderly 
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peoplee to live up to expected productivity and make it attractive for employers to 
layofff  elderly workers. A combination of constant (real) wages after a certain age 
andd easier working conditions, including for example the reduction of responsibility 
andd work pressure, could motivate elderly workers to continue employment and 
keepp employers from laying off elderly workers. This combination is indicated by 
thee term demotion. 

Thee three examples of labour participation policies above (stricter disability 
entryy conditions, flexible pension schemes, and demotion) are simulated using the 
lif ee cycle retirement model developed in chapter 6. Retirement decisions of the 
sampledd population are calculated in 1000 runs to draw conclusions about average 
behaviour.. This is compared for a situation with and without policy measures. 
Below,, arguments are.given for the application of each of the three policy measures, 
followedd by their specification in the life cycle retirement model, and completed 
withh simulation results. Policy implications are discussed in section 7.3. 

7.2.11 Adjustment of Eligibility Conditions for Disability 

Withh almost 10 percent of the population between age 15 and 64 in disability pro-
grammes,, there seems to be ample room for a policy to reduce entry into permanent 
disability.. Policy measures should not only be directed towards elderly workers, 
sincee most people have entered disability before age 55. Yet, the probability of 
becomingg unable to perform work because of health problems seems to be higher at 
advancedd ages. Therefore, a uniform restriction of entry into disability based on the 
evaluationn of actual health levels, as well as a periodic re-evaluation of this situation 
combinedd with re-integration measures, seem to be promising policy measures. In 
recentt years, a number of measures have been taken to achieve just this, but based 
onn the development of the total number of disabled people, these measures have 
shownn littl e effect3. Koning (2000) points at disability entrance procedures in the 
Unitedd States, which include a waiting time before benefits are awarded or declined. 
Sincee no substantial income is earned during this waiting time, this procedure leads 
too efficient self-selection in the use of the disability programme. For Dutch dis-
abilityy programmes, Koning suggests to make the determination of disability much 
tighter,, and to introduce a specific benefit application procedure for the employee. 
Att present, disability is more or less an automatic continuation of sick-leave. Be-
low,, a situation is simulated in which entry into disability programmes is restricted 
dramatically. . 

33 Actual effects of these measures are expected to become clear in the long run only. In addition, 
thee group at risk of becoming unable to perform work is currently increasing as the post Second 
Worldd War baby boom generation now enters its late 50's and early 60's. So even a decrease in 
thee probability of entering disability could increase the total number of disabled people. 
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Specification Specification 

Usingg both the life cycle retirement model and the sample of observations from 
chapterr 6, the restriction of disability benefits is included in a way similar to the 
eligibilit yy conditions for early retirement benefits. This means that individual and 
agee specific choice sets Dlt are adjusted such that they only include disability pro-
grammess when individual health levels exceed a certain threshold. This threshold is 
basedd on the value of individual HSCL scores. People are assumed to be eligible for 
disabilityy benefits if their health level is worse than a HSCL score of 19. This value 
iss based on the average health scores in table 6.7 of chapter 6. The table shows that 
averagee HSCL scores of workers, early retirees and unemployed individuals are lower 
orr equal to 19 in all distinguished age groups, while those of disabled individuals 
aree higher than 19. This way, true disability, as far as identified by HSCL scores, 
remainss a legitimate reason for entering a disability programme. Given eligibility 
forr early retirement, eligibility for disability benefits is thus expressed by 

ƒƒ {ER,DI,UE}  if hu >19 r ? n 
ltlt~~ { {ER,UE}  otherwise ^ ' ; 

Al ll  individuals who receive disability benefits in the observed situation, but have a 
HSCLL score lower than or equal to 20, no longer enter the disability programme in 
thee new situation. The simulation results show were they end up. 

Results Results 

Simulationn results are shown in figures 7.1 to 7.3. The conditional probability of 
enteringg disability programmes decreases by almost two thirds (figure 7.1), but this 
hardlyy increases the conditional probability of continued employment (not shown). 
Apparently,, most of the former retirees who are no longer eligible for disability 
benefits,, still want to retire early. Since early retirement benefits in general are 
higherr than disability benefits, the formerly disabled retirees are unlikely to be 
eligiblee for early retirement benefits. Conditional probabilities of early retirement 
thereforee do not increase (figure 7.3). As a result, the only retirement alternative 
forr the formerly disabled retirees is the unemployment programme, of which the 
conditionall  probability increases by almost 50 percent (figure 7.2). In sum, the 
resultss show that restricted eligibility for disability benefits hardly increases elderly 
labourr participation, and that most formerly disabled still retire early, ending up 
inn unemployment. 
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Figuree 7.3: Comparison of Retirement Probabilities for Early Retirement 

7.2.22 Replacing Early Retirement by Flexible Pensions 

Throughoutt this study, it is shown that conditional probabilities of retirement 
throughh early retirement programmes are relatively high after age 57. Much policy 
attentionn is given to ways in which these attractive early retirement schemes can 
bee adapted to achieve higher participation. Most of the schemes are negotiated be-
tweenn private parties (employer representatives and labour unions) and can hardly 
bee influenced by government policy. However, increasing costs due to population 
ageingg and the threat of shortages in the labour market, have convinced employers 
andd unions of the need to adapt early retirement schemes. But a simple increase 
inn the age of eligibility or a simple reduction in benefit levels is difficult to realise 
inn a situation where both negotiating parties depend on the support of employees. 
Therefore,, early retirement schemes (VUT) are now slowly replaced by so called flex-
iblee pension schemes (FPU). FPU'S provide benefits from an early age on (in general 
earlierr than VUT) , but are based on more actuarial fair replacement rates. This 
meanss that benefits start at a low percentage of final wages at early retirement and 
becomee a larger percentage of final wages at later retirement. This way, employees 
bearr the costs of early retirement and are rewarded for later retirement, both of 
whichh should motivate later retirement. 

Vann Dalen en Henkens (2000) note that policy makers expect the replacement 
off  VUT by FPU to substantially increase elderly labour participation. According 
too the Social Economic Council (SER, 1999), the replacement will lead to longer 
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participationn in the labour market. Reasons are the increase in the standard re-
tirementt age, the decrease in benefits at the standard retirement age, the growth 
inn benefits with prolonged employment, and the possibility of partial retirement 
withoutt loosing benefits4. In addition, because of the actuarial increase in benefit 
levelss with the age of retirement, FPU's increase the fairness of the pension system 
andd make the financial structure of early retirement pensions less sensitive to the 
agee distribution of the population. Based on implicit tax levels, which are equal to 
thee difference between wages and pensions divided by the wage level, Lindeboom 
(1999a)) expects the optimal age for early retirement to shift from 57 in the case of 
VUTT to 61 in the case of FPU. 

Specification Specification 

Thee specification of the flexible pension scheme is based on the FPU programme 
off  the ABP, the public sector pension fund, with around 1 million participants. 
Althoughh other sectors and large companies have developed separate flexible pension 
schemes,, these do not cover as many participants, while being similar in structure5. 
FPU'ss allow participants to reduce their hours of work or retire completely from age 
555 on. The standard age of retirement is 62, at which the pension level after 40 
yearss of service is around 70 percent of last earned wages. If one retires before 62, 
benefitt levels are reduced. If one postpones retirement beyond age 62, benefit levels 
aree increased. In the event of retirement at age 65, participants receive an extra 
financiall  bonus. Total pensions can be divided into a base part and an additional 
part.. The additional part is calculated similarly to existing private pension schemes. 
Sincee Old Age pensions start at age 65, this basic provision is replaced by a base 
partt of FPU's, which also depends on the age of retirement. With all amounts 
translatedd into net values and expressed in 1993 guilders, net real individual FPU 
pensionn levels are calculated as 

y<< V >-[  0 otherwise U ' ^ 

wheree Yt
FPB(t*)  is the base amount depending on the age of retirement t*, ^ 

thee replacement rate accrual equal to the maximum replacement rate, divided by 
maximumm pension rights, Yt^_l the wage level in the year before retirement, Ft the 
franchisee level, and Tt- total individual pension rights at retirement. It is assumed 
thatt Tf is equal to total labour market experience at retirement. This implies that 
individualss do not loose pension rights when changing jobs. It is further assumed 
thatt all indexation of pensions is price neutral. The combination of a fixed level 

44 In traditional early retirement schemes, the performance of any kind of paid labour reduces 
benefitss by the same amount. 

5Differencess mainly concern the standard age of retirement, the standard level of benefits, and 
thee increase in benefits with the age of retirement. 
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franchisee and a fixed level base pension amount (only differing by age, not between 
individuals),, secures a minimum pension level and a levelling of pension incomes 
betweenn individuals. 

I tt can be argued that the effect of replacing VUT by FPU on labour force partic-
ipationn is overestimated, if the valuation of benefits is assumed to be equal. After 
all,, FPU benefits are on average lower and do not vary by the age of retirement. The 
estimatedd valuation of VUT pensions is based on the valuation of an offer-you-can't-
refuse,, with only weak financial implications from changes in the age of retirement. 
Too meet this objection, the simulation is performed for two situations, one in which 
FPUU benefits are valued equal to VUT pensions (high valuation), and one in which 
theyy are valued equal to disability benefits (low valuation), which is the lowest es-
timatedd valuation of benefits in chapter 6. This way, the effect of replacing VUT 
byy FPU on elderly labour participation is identified as a limited range of possible 
solutions. . 

Thee replacement of VUT also has consequences for eligibility conditions. In the 
casee of FPU, there is a simple condition, which is reaching one's 55th birthday. 
However,, since the simulation concerns the replacement of VUT, eligibility for FPU 
benefitss is only relevant for people who are eligible for VUT pensions in the observed 
situation.. Again, eligibility is modelled by the construction of individual and age 
specificc choice sets of retirement alternatives. Finally, where private pension rights 
continuee to accrue until age 65 after entering VUT, entering FPU implies that pension 
rightss remain constant. This not only results in a difference in early retirement 
pensions,, but also in private pensions that are received from age 65 on. 

Results Results 

Figuress 7.4 to 7.7 show the simulation results, using both the model and the sample 
fromm chapter 6. In agreement with simulation results in chapter 5, restriction of 
earlyy retirement benefits is an effective measure to increase labour participation. 
Beforee age 55, the conditional probability of entering early retirement is reduced to 
zero,, while that of continued employment is increased (figure 7.4). Once eligible for 
FPUU benefits at age 55, a substantial fraction of the sample population prefers to 
retiree through FPU programmes (between 10 and 30 percent in figure 7.5, depending 
onn the relative valuation of FPU benefits), regardless of the pension accrual with 
postponedd retirement. Apparently, FPU benefits are attractive enough for part of 
samplee population to retire as soon as possible. From age 55 on, the conditional 
probabilityy of entering FPU remains approximately constant. Since flexible pension 
programmess have on average lower benefits than early retirement schemes, disability 
andd benefit programmes become relatively more attractive. This results in higher 
conditionall  retirement probabilities through one of these programmes (figures 7.6 
andd 7.7). Together, conditional employment probabilities after replacement of VUT 
byy FPU are first lower and then higher than in the observed situation. 
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Figuree 7.5: Comparison of Retirement Probabilities for Early Retirement 
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Figuree 7.7: Comparison of Retirement Probabilities for Unemployment 
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Thee change in total labour force participation among the elderly as a result of 
FPU'ss is uncertain. Table 7.3 compares figures for the three simulations, based on the 
CERRAA  sample used in the analysis6. Compared to the standard situation, labour 
participationn before age 55 decreases more in case of a relatively low valuation of 
FPUU benefits. With lower early retirement benefits, workers do no longer postpone 
retirementt and exit through disability or unemployment schemes. After age 55, 
totall  participation falls less than in the standard situation, resulting in slightly 
higherr participation rates after age 59. In case of a relatively high valuation of 
FPUU benefits, workers younger than 55 do postpone retirement until they become 
eligiblee for FPU benefits. At age 55, a substantial part of the working population 
startss to collect FPU benefits, resulting in lower rather than higher labour force 
participationn compared to the standard situation. In sum, FPU programmes as 
specifiedd in this simulation exercise, may result in higher, but also in lower elderly 
labourr participation, depending on the relative valuation of FPU benefits and leisure 
time. . 

Tablee 7.3: Participation Rates Based on Simulations (percentages) 

Age Age 
45 5 
50 0 
54 4 
55 5 
60 0 

Standardd Situation 
95.0 0 
83.6 6 
66.0 0 
59.6 6 
9.8 8 

Low Low ValuationValuation FPU 
94.4 4 
81.4 4 
62.7 7 
52.3 3 
12.3 3 

High High ValuationValuation FPU 
95.8 8 
86.7 7 
74.2 2 
53.3 3 
6.7 7 

Thee simulation results may come as a surprise to policy makers, who expect a 
substantiall  and positive effect of FPU's on elderly labour force participation. How-
ever,, several studies already point out that 'a considerable proportion of older em-
ployeess is willin g to make a considerable financial sacrifice to be able to quit working 
soon'' (Henkens and Siegers, 1994). Delsen (1996) finds that pension delay is very 
scarce,, despite the actuarial growth in pensions with age. As a consequence of the 
existencee of attractive retirement alternatives, people have developed preferences to 
retiree as soon as possible. In a stated preference survey that analyses the retirement 
demandss of elderly people, Vos, Alessie and Fontein (1997) discovered that more 
thann half of the respondents wanted to retire earlier and was willin g to pay higher 
contributionss or receive lower benefits for that. Although only a small minority 
stilll  had the same preferences after calculation of the required changes in contribu-
tionss or benefits, the result that many respondents did not know their own pension 

6Truee participation rates may be different, since the CERRA sample used is not representative 
forr the Dutch population. 
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ruless shows that elderly people have high preferences for early retirement. Based 
onn another stated preference survey among elderly employees in three main Dutch 
companies,, Van Dalen and Henkens (2000) calculate that there is a small increase in 
thee average age of retirement (2.2 years) when going from a system of free choice to 
aa pre-pension system. But they also find that a large fraction of elderly employees 
iss willin g to give up a considerable amount of benefits to enable earlier retirement. 
Theyy show the historical trend of earlier retirement and shorter working careers and 
concludee that flexible pension schemes will not be able to turn this trend around for 
threee reasons. Firstly and most relevant, employees are able to retire earlier than in 
mostt early retirement schemes. Secondly, the less generous pension levels only shift 
workerss towards disability and unemployment programmes. Both arguments are 
illustratedd by the model simulations in the present section. And finally, the time to 
replacee early retirement schemes by flexible pension schemes will be long enough to 
lett the baby boom generation retire through generous early retirement schemes. 

7.2.33 Demot ion: Reduction in Wage Growth 

Twoo reasons for early retirement are the (perceived) mismatch between productivity 
andd labour costs of elderly workers, and demanding working conditions. Since wages 
inn general increase with age, according to negotiated patterns in the majority of 
labourr contracts, labour costs of elderly workers increase with age. Productivity is 
generallyy considered to remain constant or decline for elderly workers. The resulting 
mismatchh causes employers to prefer younger workers, and elderly employees to feel 
stressedd trying to live up to expectations7. If labour conditions add to the feeling of 
stress,, early retirement becomes attractive at any benefit level. In general, if elderly 
workerss are not able to comply with the demands of their job, they quit or are laid 
off.. In order to reduce the impact of this mechanism, a number of reports have 
suggestedd two main solutions: schooling and demotion. Demotion lowers labour 
costss by cutting wages, and provides better and easier working conditions for elderly 
workerss (Pelle, 1997). Groot (1997) argues that demotion without a wage cut would 
inducee employers to layoff employees, while demotion with a wage cut would induce 
employeess to retire early, except when it also provides better working conditions 
andd more job satisfaction. These motivate elderly workers to continue employment 
andd reduce incentives for employers to layoff elderly workers. 

Fromm an empirical study using the CERRA data, Groot (1997) draws five main 
conclusionss with respect to demotion, which he defines as a change in function with 
thee same employer at advanced age. Firstly, functional change and hence demotion 

77 In chapters 4 and 5, the implicit contract theory is used to explain wage patterns that grow 
fasterr than productivity. It provides both employers and employees with an incentive to perform 
bet terr and obey the (implicit) contract. However, Lazear (1979) shows that an implicit con-
tractt also requires an age of mandatory retirement, indicating that when workers become older, 
employerss have better economic reasons to end the contract than employees. 
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hardlyy occurs. Secondly, in most cases, demotion is not accompanied by a cut in 
wages.. Thirdly, health and the threat of a layoff are most often mentioned for a 
changee of function. Fourthly, demotion leads to lower job satisfaction. And finally, 
demotionn does not result in continued employment (or later retirement). These 
outcomess can partly be tested in the simulations below. 

Specification Specification 

Forr simulation purposes, the starting age of demotion is set equal to 55. From 
thiss age on, employees receive constant real wage levels. At the same time, labour 
conditionss beyond age 55 are improved to optimal levels. For the model in chapter 
6,, this means that employees no longer supervise colleagues, reducing the burden 
off  responsibility, and no longer suffer from physical exertion or exhausting labour. 

Results Results 

Usingg both the model and sample from chapter 6, the simulations show a slightly 
increasedd labour participation rate for elderly workers (figure 7.8). For voluntary 
disabilityy and unemployment, conditional probabilities first rise and than fall (fig-
uree 7.9). Prior to age 55, it is less attractive to continue employment, since it 
doess not increase wages beyond age 55. But from age 55 on, improved working 
conditionss make it more attractive for elderly workers to remain employed8. In-
voluntaryvoluntary retirement into disability and unemployment programmes remains at the 
samee conditional probability level (not depicted), but includes more people in ab-
solutee numbers, as more employees are at risk. 

Althoughh these simulations provide evidence that demotion may have positive 
effectss on labour participation (a change from 9.8 to 11.8 percent at age 60), Delsen 
(1996)) mentions a number of factors that keep demotion (and partial retirement) 
fromm being introduced in practice. The existence of final pay schemes instead of 
averagee pay schemes makes demotion unattractive, and the existence of extremely 
generouss early retirement schemes still makes early retirement relative attractive, 
despitee improved working conditions. 

8Thee effect of demotion at age 55 already starts earlier as a result of including future utilit y 
valuess in retirement decisions. These simulations again show the relevance of using dynamic models 
insteadd of static models, in which individuals are myopic in their labour supply decisions. 
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7.33 Policy Recommendations 
Thee empirical analysis in the previous chapters and the simulation results in the 
presentt chapter contain important lessons for policy that is aimed at increasing 
elderlyy labour participation. In general, elderly employees retire early because of five 
mainn reasons: (1) attractive retirement programmes that combine high replacement 
ratess with more leisure time, (2) early opportunities to use these programmes, (3) 
highh preferences for early retirement, (4) a layoff risk that rises with age, and 
(5)) health conditions that force people to retire. Each of these reasons by itself 
iss important for retirement behaviour. But they are also strongly interrelated. 
Influencingg one of these reasons with policy measures does not necessarily result in 
thee desired adjustment. From the simulations in this chapter it has become clear 
thatt a combination of measures is necessary to reach higher labour participation, 
sincee many of the retirement opportunities serve as substitutes. 

Thee strongest effect on retirement behaviour is found for stricter eligibility con-
ditions,, which restrict early opportunities to retire. Relaxation of eligibility in case 
off  replacement of early retirement schemes by flexible pension schemes may lead to 
ann increase in retirement, even with reduced benefits. For policy that is aimed at 
increasingg labour participation, this implies that the relaxation of eligibility condi-
tionss should be avoided. 

However,, people are not willin g to retire at any benefit level. Simulation re-
sultss of an extreme situation in which all benefits before age 65 in all retirement 
programmess are reduced to zero, show that voluntary retirement before age 62 is 
almostt completely eliminated. Labour participation becomes much higher than in 
thee observed situation, but decreases rapidly after age 62, when normal pensions 
aree close by. This suggest that early retirement can be reduced by lowering benefit 
levels.. For early retirement schemes, the reduction of benefits may be an efficient 
changee of the pension system, increasing labour participation, decreasing labour 
costss and resolving financial problems that result from an ageing population. But 
reductionn of disability or unemployment benefits implies that people with health 
problemss or who are laid off at advanced ages bear most of the costs of such a pol-
icy,, which seems socially undesirable. Reduction of benefits should therefore mainly 
applyy to very generous early retirement programmes, which in the past have often 
beenn 'an-offer-you-can't-refuse'. 

Onee of the reasons why participation rates are hard to influence by financial mea-
sures,, is the existence of involuntary retirement. Two main situations that force 
peoplee to retire, layoffs and health, can only be indirectly influenced by policy. This 
howeverr becomes more urgent when labour participation is successfully increased. 
Withh higher labour participation, the probability that elderly people are laid off or 
experiencee bad health conditions increases. This is both a volume effect and a se-
lectionn effect. Higher labour participation means that more relatively unproductive 
andd unhealthy workers are employed, who have higher probabilities of being laid off 
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orr becoming disabled in performing labour. The layoff probability is highest for less 
educatedd employees at lower occupational levels and with only a few years of labour 
experience.. The productivity of employees can be increased by initial schooling and 
trainingg on the job. Schooling programmes for (elderly) workers can be stimulated 
byy policies that for instance include subsidies and fiscal advantages. To support the 
continuouss update of skills of (elderly) workers, a special policy programme, known 
ass 'Life long learning', was started in the mid 1990's. From the analysis in the 
previouss chapters, it is clear that measures directed towards increasing health levels 
mayy also attribute to higher levels of labour participation. However, the effects are 
modestt and the deterioration of health with age is difficult to reduce. Declining 
retirementt ages have co-existed with increasing average health levels in the past, 
suggestingg only limited significance of improved health for labour participation. 

Preferencess for early retirement as a reason for low elderly labour participation 
shouldd not be underestimated. The empirical analysis and simulations show that 
loww benefit levels do not keep elderly people from early retirement, and that people 
overr the age of 40 generally prefer to retire as soon as possible. The retirement 
literaturee provides enough qualitative and quantitative evidence to support this re-
sult.. Partly, this can be attributed to layoffs and health conditions that reduce the 
abilityy to perform work. But partly, these retirements are preferred (and volun-
tary)) choices. To reduce the value of early retirement and thereby increasing labour 
participation,, policy may be directed to working conditions that reduce the moti-
vationn for employment. Empirical results show that physical exertion, exhausting 
labour,, stress and high responsibility all contribute to a higher valuation of retire-
ment.. The idea of 'demotion', as a situation in which labour income is reduced 
andd working conditions improved, defines a policy measure that is aimed at this. 
Butt the simulation results in this chapter show that it does not substantially affect 
labourr participation. In addition, chapter 5 showed that measures to keep elderly 
employedd may be too expensive for companies, resulting in higher probabilities for 
involuntaryy retirement. The empirical analysis with a dynamic retirement model 
showss that baseline preferences for retirement are high and decrease with age, given 
incomee levels, health, working conditions, and other personal or company charac-
teristics.. A policy that aims at changing retirement attitudes of employees and 
employers,, for example by means of public information as proposed in the SER 
(1999)) report, is a necessary measure to support elderly labour participation. How-
ever,, this policy remains ineffective as long as generous and easy to access (early) 
retirementt programmes exist. 

Finally,, the main policy aim of the Dutch government with regard to elderly 
labourr participation, as reported in the SER (1999) report, is to increase the par-
ticipationn rate of people aged 55 to 65 from around 25 percent in 1999 to 50 percent 
inn 2030. Based on the retirement behaviour of elderly workers between 1991 and 
19955 in the CERRA data, and the estimated retirement models in chapters 5 and 6, 
thiss can not be realised by any single policy measure as simulated in this chapter. 
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Whatt is needed is a combination of a reduction of early retirement benefits, a re-
strictionn of eligibility for early retirement and disability programmes, and a lower 
layofff  rate. But above all, it requires a change in preferences for leisure time that 
resultt from a long tradition of early retirement. 




