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Summary

The original idea behind this study was to havevéew of the research findings with respect to droa
economic implications of International Labour Start$ in general and in the area of social security
in particular. However, while there is plenty osearch into the economic implications of existimg o
hypothetical social security provisions, practigailbne of this looks directly at economic impacts o
ILO social security conventions and recommendatioging adopted, ratified or implemented. This
paper thus reviews the recent literature analyBognomic implications of selected social security
programmes implemented at least at the scope aals leequired by the respective ILO Conventions.
However, one has to have in mind that many of tuéas security schemes which economic impact is
analyzed in the literature have provisions goingrofar beyond the minimum standards required by
ILS.

The review is limited to three branches of soceduwsity as defined by ILO Convention no 102
(Minimum Standards): old-age, invalidity and uneayphent. Additionally, it looks also at impact of
policy measures other than just cash benefits eanptoyed, namely various labour market policies
(so called “active”) which are covered by EmploymeRromotion and Protection against
Unemployment Convention no 168 (1988).

Social security is declared a basic human righspile that a large majority of the world’s popudati

is not even covered by minimum public social sagtovisions and thus has no affordable access to
basic health services when in need nor basic incesgerity in case of the occurrence of such life
contingencies sickness, disability, employment rinjuunemployment, maternity and family
responsibilities or old age. Majority of countri@bich ratified ILO conventions in the area of sécia
security are economically developed with extensiveial security systems. Majority among them are
in Europe (see Annex 1).

Substantial part of the economic literature duthmg previous two decades was focusing on developed
“welfare state” systems in OECD high and mediunoime countries and its alleged consequences in
terms of high and persistent unemployment and &leetion of GDP growth. At the same time,
existence of social security provisions at the mimn level is taken for granted and thus much less
attention is paid to the very reasons why in thst painimum social security standards were set and
implemented in a number of countries: to reduce @egtent poverty and to provide minimum levels
of income security in order to secure sustainaloleias and economic development and social
cohesion.

This debate continues to date — however, it haieshpart of its focus from the industrialized
countries to emerging economies and the developimtries. Two factors have been driving the
discussion. The first are effects ioternationalizationor globalisation— the opening up of national
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economies to international trade and financial #oResulting intensified international competition
has urged some — both in developing and industédlicountries — to think that lower level of taxes
and lower levels of labour and social protection b&lp both to keep labour costs at competitive
levels and attract investors. Others, who think thighout labour and social security, developing
countries will not be able not only to reduce poydiut also embark on a sustainable development
path, argue in favour of setting an internationaltgepted social floor to prevent damaging economic
and social consequences of such a competition.

The second factor is the demographigeing process. This is relevant in particular among the
industrialized countries and has caused a contswywessure on governments to contain public
expenditure and to scrutinize existing social t@ngrogrammes. While there is no doubt that
demographic ageing will sooner or later affect #s3 developed countries, there are many examples
proving that thee is no danger of alleged “old ageis” as demographic challenges can be managed
through a combination of adequate labour market aadal policies and sound democratic
governance of the social protection systems.

Implementing right to social security obviously hasious economic consequences. Social security
means social transfers in cash and in kind ancethremsfers have to be funded through taxes and
contributions. This has various fiscal implicatio®ocial security is also changing outcomes of the
market forces — actually, it is usually indentedcttange these outcomes: for example to bring
different, usually more equal, distribution of imee compared to the one resulting from the markets.
Social security also changes behaviour of indivislaad their households: the intention is that ¢hos
individuals and households are more secure, bptt#ected in case of various economic and social
risks.

But of course the right to social security can foplemented in many different ways; each of these
ways may have different implications with respeatthe intended outcomes, some may bring
unintended ones. Governance matters also, goodrggowee of individual social security schemes and
national social security systems means that benefisocial security are helping to achieve desired
policy objectives and that provision of these bi#sé$ economically and fiscally sustainable. Flags
ILO social security Convention 102 explicitly recps governments of countries who ratified it toetak
the responsibility for providing necessary finamcfor implemented benefits and to carefully monitor
its financial sustainabilify Fiscally irresponsible social security policies ot comply with social
security standards the same way as — for examgidenot comply with it policies delivering benefits
lower than those required by the convention.

This review focuses on literature presenting regean the impact of social protection arrangements
on the economic performance of countries. Whileghie a large literature on economic effects of
relatively extensive welfare state arrangementénOECD countries, there is still not much redearc
on immediate and longer-term economic effects gblémenting social security (or extending its
coverage) in low income countries. However, sitheeturn of the millennium the number of studies
that have taken the issue to the developing waklldeen increasing. Emerging information, data and
evidence is still scarce but studies from spea@dliresearch institutions — as established for eleamp
in Brazil and South Africa — hold a promise forutg research.

The various effects have been categorized ascstatid ‘dynamic’ effects. Static effects are the

immediate impacts in terms of costs and adequagyamic effects are caused by changes in the
behaviour of individuals, households and organiwesj which to some extent may offset or reinforce
the initial static impact. It is however equallygortant to look also at economic consequences in
situation when there is on social security or cageris below the minimum standards.

When there is no public social security: informal@ngements and market provision of social
protection

2 Article 71, par.3 of the C. 102 Social Securityifivhum Standards) Convention, 1952 stipulates thrat
government “shall ensure, where appropriate, tlmhecessary actuarial studies and calculationsecoimg
financial equilibrium are made periodically andaimy event, prior to any change in benefits, the oh
insurance contributions, or the taxes allocated...”



Informal arrangementsMost of the studies are focusing on to what exfermal social transfer
schemes — when introduced - tend to substitutermdbarrangements. Not much is researched on to
what extent informal arrangements are really stis8 of public social security, to what extent
informal “transfers” are actually transfers and aotangements based on reciprocity and if they can
play a truly redistributive role. However, even dbestudies focussing on alleged “crowding-out
effects”, point out that individuals or householdshat cannot fall back on informal arrangements —
suffer when formal schemes are non-existent offficgent. Moreover, the literature supports thewie
that public schemes are far more efficient in tangethe right individuals and groups and can avoid
the lock-in effects that characterize informal agaments.

Market provision There are examples of countries that have beeressful in private provision of
social services. Most of the experiences are freacemt date, hence the evidence on efficiency and
effectiveness of private provision still is scarééhat emerges from the available evidence is that i
possible for governments to contract-out some sgeiavices to private providers, but at the same it
requires strong public regulatory framework (andally direct additional intervention) to safeguard
the social objectives that need to be secured -k | access to services also for the most
disadvantaged groups and other redistributive tbgs: The question of high administrative cost of
private provision is also often being raised.

Are the social security provisions meeting their jpaobjectives? Poverty reduction and social
capital.

Social transfer programmes are effective in the@imtarget: to compress income inequality and
reduce poverty. The higher social expenditure dinel the poverty rate is.

From the academic debate in the 1990s we knowtlieme exists a negative relationship between
income inequality and economic growth. There is [Emsensus with respect to the exact mechanisms
that constitute this relationship — restricted asctw credits leading to ‘inequality traps’, paiii
conflict on property rights, trust and social capfiiuilding, are all plausible candidates.

More recent is the debate on whether the benefita Economic growth ‘trickle down’ to the poor in
developing countries. Recent evidence supportsidve that there is no automatic trickle down — that
it needs government interference in the form ofligusocial transfer schemes, social security, to
establish this.

Old age pensiondn the industrialized countries pensions provedbé very effective in preventing
poverty in the old age and the elderly still tendoe relatively well protected (although some @& th
recent reforms seem to be reducing the level ofeption substantially). Demographic challenges
apparently require integrated response by laboukehand social policies which would effectively
extend working lives ensuring decent employmenttfar older workers and weaker incentives to
retire early.

In developing countries coverage is often limitadarge proportion of the population is either self
employed or works in the informal sector. Effortsextend the coverage, through — for example -
social pensions proved to be effective in redutivegnumber of poor.

The allocation of pension risks is related to tigpet of funding mechanism and the type benefit
guarantee (Defined Benefit versus Defined Contidlouschemes). There is a large literature on these
issues but recent studies have not provided gemgwneinsights. An exception would be the literature
on the experiences with pension reform in the ttimmseconomies after 1989. There is some evidence
pointing at an ‘over selling’ of the concept ofyaiely managed, defined contribution pension plans
some of these countries. This is the issue of majgortance for implementing social security
standards: while there is nothing in standards whiould exclude private provision of social segurit

in this respect, there is also nothing which waquievent advanced funding of benefits; the respectiv
standards require that beneficiaries have certaimimmam replacement rates (ore minimum benefit
amounts) guaranteed. Such a guarantee cannot be wiah the pension system is solely based a
“defined contribution” principle.



Disability Pensionsin developed countries disability pensions (Ugusdrnings related and delivered
through contributory social insurance) proved toaneeffective policy instrument. This instrument
however has to be integrated with policies aimihgesntegration of people with disabilities into
labour market. Many developing countries still pdev disability benefits only within limited
employment injury schemes covering only formal exon workers. There is an intensifying debate
on introducing social non-contributory old-age atidability pensions in low income countries to
provide at least basic coverage on a universatbasi

Unemployment benefits through social insurance sowal assistancerhose industrialized countries
that rely more on targeted — means tested — scharedsss effective in their redistributive aimarth
social security systems with more emphasis on egsnielated social transfer schemes. Critics have
stressed that long welfare spells cause a depmtiatt human capital — people on the welfare rabs
not keep their skills up to date and cannot fié thacancies at a later moment in time. The cormhusi
is then that programmes providing income secuntyuhemployed have to be closely linked with
other, so called “active” labour markets policidsietn through training, retraining and other measure
allow people to return to work.

In the developing countries the reverse seems toube while employees in the formal economy still
need unemployment insurance type provisions (whieh however rare) is true, well administered
targeted schemes may have a higher impact in tefmsoverty reduction if coupled with job
creation/income generation programmes. Moreovarakeoash transfers in the developing countries
seem to induce households to invest in upgradingamucapital or in productive factors and to
increase levels of economic activity.

“Active” labour market policies With respect to labour market measures other tdzesth benefits
(ALMP) the importance of targeting is universal ettb for industrialized and developing countries.
For the developing countries it is crucial thatdab market policies are supplemented with cash-
transfers programmes, as a large share of housemdldnot be reached through the “workfare”
programmes.

Costs, affordability and “static” effects

Tablel in the Annex Il captures some economic perdnce statistics and social expenditure data of a
number of industrialized countries and developiogntries.

Countries with developed social security systertecate usually between one third and half of their
public budget to social security, including healtiie and this expenditure often exceeds 20% of GDP.
Such level of expenditure requires substantialafisgffort and social security policies should be
carefully coordinated, monitored and planned. Havevesearch shows that high levels of social
expenditure are not detrimental to economic graavith performance - see particularly Lindert.(2004)
In developed countries, especially in the poorestspspending on social security rarely exceeds 5%
of GDP and one fourth of the public budget (antbiger in most cases). Social security spending in
these countries is dominated by public health eapenditure, spending on cash transfers is ofte le
than 1% of GDP sand usually focuses on pensionfitene government employees and sometimes
also to other formal economy employees. Prevailwvgl of social security expenditure proves to be
lower than would be required to reach at leastmimnh standards with respect to coverage and benefit
levels. If Millennium Development Goals are to leached, expenditure levels have to go up. Recent
research show that reaching universal coverageafoleast basic social protection package is
affordable even for low income countries, but neaeg effort to reallocate more domestic resources
to social protection in these countries would hiaviee matched by increased international transfers.

Old age pensionsExpenditure on old age pensions has risen imndlistrialized countries and is
projected to rise further. Differences between toes relate to differences in scheme design.
Programmatic modifications — for example to restbeeactuarial balance in existing pension schemes
— help to contain the rise of expenditure. Comp#teting from public to private insurance is not
helpful, as most of the consequences from ageitiglso affect private schemes.



The pension debate in developing countries is ispifrecently — from a pure focus on poor
governance and the establishment of private inseram a more balanced focus on the necessity to
radically increase the coverage, including the mizaerole and fiscal feasibility of tax-financedcsal
pensions, targeted or universal.

Sickness and Disability Insurance (DT)he rising number of disability pension benefi@a in many
developed countries has been a topic of researmbst studies ascribe the increased inflow into the
DI scheme in the industrialized countries as a eguence of institutional factors. Studies on
disability and disability pensions in developingintries are scarce.

Unemployment Insurance (Ul) and Social Assistar®®) (Fiscal pressures have led to important
restrictions of the scope and generosity of unegympémnt insurance schemes, especially in transition
economies in Europe. In developing countries mijoof schemes are of social assistance type.
Studies on these schemes reveal inefficiencieglnmrastration and targeting of beneficiaries. When
these inefficiencies are solved, such schemesharersto be both affordable and effective.

Active labour market policies (ALMPSlhe cost effectiveness of “active” labour mangeigrammes

is being challenged by some research. These progeanare shown to be rather expensive and
displacement effects have been reported. In sevieidlistrialized countries benefit schemes

conditional on work have been established — thet m&asowned example is the American EITC.

Labour market policies in developing countries aseally restricted to public works programmes.

Existing studies show that these programs havigelihtost effectiveness.

Dynamic effects

Microeconomic impact.

The literature seems to converge to the view thateswelfare state institutions have caused labour
market rigidities, whereas other institutions hénael a beneficial impact — for example in terms of
skill enhancement and the facilitating of risk taki Some countries have succeeded in implementing
labour market reforms and this has led to improseahomic performances. Studies have pointed out
that combinations of mutually reinforcing measurage been a key factor to these successes.

Old age pensionsSome studies have argued that public pensiomeherowd-out private savings
plans. It is important, however, that the evideimcenost of these studies pertains to crowding-out a
the margin — incremental changes in the publiciteévpension mix would have this substitution
effect. There is evidence that wholesale shiftmgtivate pension plans would leave the poor under
insured. Turning from savings to labour force mapation the literature concentrates on decisions
towards early retirement. Studies have revealek higrginal effective tax rates around the retireimen
age in a number of industrialized countries — somext exceeding 100 percent — which often result
not just from pension scheme conditions proper asd from the interaction with other arrangements
(for example, access to the public health scheme).

Studies into the pension situation in developingntdes report negative labour force participation
effects on prime-aged males and positive effectdemmale participation when pension income is
transferred to a member in the (extended) household

Sickness and Disability Insurancelatural experiments’ have revealed that making&emes more
generous leads to work disincentive effects. Maatlies have found evidence of moral hazard
responses — this implies that on average DI schégnesto ‘over insure’ the disability risk.

The situation in developing countries appears verdie widely from the above picture. Most studies
have found huge positive effects from disabilitgnisfer schemes — provided these are targeted and
managed well — on labour force participation. Tkpl@nation for this remarkable outcome lies in the
fact that such transfers in a situation where pgomuseholds are credit constrained can help poor
beneficiaries to improve their skills or to invasthe necessary means to earn a living.



Unemployment Insurance and Social AssistaRastricting benefit levels and shortening thedfien
duration could improve work incentives, however ldigest impact in improving incentives is found
from stringent monitoring and the application oh&gons in case of non-compliance. There is no
evidence that public Ul schemes would crowd owradtive insurance mechanisms.

In the developing countries again the mechanicsdidferent — Ul (if applicable) and SA transfers
ease credit constraints and allow investment indrugapital and other productive investments. This
is the general trust of all the empirical studies m@viewed — in various countries spread across the
world. Savings account plans, on the other haride; for example, in Chile — were found to do the
opposite: extract resources from their most efficalocation.

Active labour market policiesALMPs in industrialized countries are effectivenparily in their
activating impact — that is: the threat of beingodlad in these programmes often works as a powerfu
incentive device. The evidence on the public waniegrammes in the developing countries is mixed.
For low-income countries these programmes wereddoyynsome studies to have lock-in effects.

Macroeconomic impact

Open economies tend to have more extensive weltate arrangements. This indicates that
internationalization in itself does not force gavaents to cut back social expenditure. Most recent
studies further argue that countries can recoscilend macroeconomic performance with sustainable
social models — open market policies could not iassful without adequate social arrangements
that can accommodate the social consequencessef laene market policies.

Figure 1: there is no trade-off between social expéiture and economic performance
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In developing countries recent studies have chgdldrihe ‘received view’ that economic growth will

on average lead to a proportionate rise in thenmesoof the poor. Most growth spells are found aot t
be ‘pro-poor’. Making growth more “pro-poor” reqeg more transfers in the form of social security.
Last but not least, several studies have pointédhati low-income countries can afford social tfans

schemes.



Old age pensionsThere is an extensive literature on the impacagding on savings. The same
applies to the perceived crowding-out of privateirsgs by public PAYG schemes — this literature
more or less mirrors the studies on microeconomjzaict that have been mentioned above.

As to the impact of ageing on the tax base themmsensus that combinations of measures can be
effective in sustaining the tax base that is regufor future funding of old age pensions.

Sickness and Disability Insuranck the process of industrial restructuring in ##80s and 1990s
vast numbers of elder or less skilled workers Hzaen laid off into DI schemes. More recently, some
governments have taken measures to redress thénridé claimants. In developing countries DI
schemes are scarce — some studies have argudtfid@rettisence of such schemes incurs costs to the
economies of these countries.

Unemployment Insurance and Social Assistafite literature with respect to Ul has pointedtso
role in helping to stabilize effective demand owke business cycle and facilitating economic
restructuring processes. In developing countriesetlis also the positive effect on credit constsin
as has been mentioned earlier. Ul, and in particsdaschemes have an impact in terms of increased
school attendance and investments in productivauress.

Active labour market policiesStudies on ALMPs in developing countries find etxevidence as to
its long-term impact on economic development. le ghort-run, however, ALMPs can act as
stabilizing forces in times of economic shocks Fdrample extreme floods or periods of drought.

Conclusions
The following conclusions emerge from this review.

» Social transfer schemes have impor@dyramiceffects on economic variables — which may -
depending on circumstances — be desired or undesom the policy perspective. While the
prevailing research focuses to a large extentagirtg — and most often excluding - possible
negative impacts, there is much less effort intalyaing positive dynamic effects and
feedbacks of social security transfers. There ppaug@nt methodological constraints and more
research effort is needed here.

 The welfare state debate in industrialized coustci@nnot be translated on a one-to-one basis
to the developing countries. The impact in develgptountries appears to be substantially
different.

» Social security programmes in majority of indudizied countries provide benefits at the
scope, coverage and levels often far beyond thémaim standards requirements in that area.
Some studies are even providing evidence thatnmesoases the welfare state institutions in
the industrialized countries have ‘overshot’ thelsjectives. However, there is a strong
consensus among economists that the social seamdtygound economic performance can be
reconciled — moreover, that the two are just thposfte sides of the same coin. Social
security is an indispensable part of the instruetidramework of the well functioning market
economy.

e Social transfer programmes are effective in theime aim: lifting the poor to a higher
welfare standard. The more countries spend on preggammes, the better this aim is met.

 There are solid arguments that low-income countghsuld implement social transfer
schemes at least at the level of minimum stand#&dsd design and sound governance are
important conditions but — if threes conditions anet — social transfer schemes are
affordable.



While there is plenty of research of different emmic impacts of well established social
security provisions, there is very limited reseamh economic effects of extending the
coverage to those uncovered, especially the podrtha poorest. And the issue of the
mechanics in developing countrigisould be explored further and deeper. Filling tieisearch

gap would also require significant efforts to impecthe statistics in developing countries.

There are examples of institutions in the emergingnomies that are performing valuable
research in this respect.



1. Introduction: aim, background, method and acknowledjements
1.1 Aim and scope of this review

The aim of this review is to explore to what cutreonomic research finds on the relationship
between the objectives of the international latstandards in the area of social security and ecamom
and labour market performance of countries. Inaatber sense, this document sets out to explore the
recent findings on long-term dynamic synergies @éia protection policies, productivity growth,
labour market mobility and flexibility, and issugsch as whether social cohesion facilitates strattu
adjustment and promotes economic growth, or whetheéhe absence of (public) social protection
arrangements private (formal or informal) altervedi will evolve.

For the purpose of review it assumed that univereskrage is an objective of the respective ILO
standards (that is more people covered, the better) though C102 can be ratified with only certain
percentage of employed or residents covered.

For old-age benefits C102 requires in principle gngerybody over certain retirement age (not more
than 65 unless fixed higher “by the competent auithavith due regard to the working ability of
elderly persons in the country concerned”) showtdmension as a periodical payment throughout the
contingency (thus pension has to be an annuitynaba@ not lump-sum). If pension is earnings related
it should give at least 40% replacement rate ayredigr 30 years of contributions at least fortldise
with earnings lower than average levels (C102 mlewialternative definitions of those average,
typical earnings which can be selected by theyiatif country). Certain reduced benefit should be
secured already after 15 years of contributionsemployment. Old-age benefit (similarly like
invalidity and unemployment benefits below) canaleo provided as a flat rate amount benefit, with
entittements based on certain contributory recarsidence test or means test. In case of thesafiat
pensions, monthly benefit amount should not be feas 40% of "typical earnings of unqualified
manual worker", also more precisely defined bydbevention.

For invalidity benefits, the contingency coverediigbility to engage in any gainful activity, tma
extent prescribed which inability is likely to bermanent or persists after the exhaustion of sgkne
benefit”. The benefit shall paid “throughout thentingency or until an old-age benefit becomes
payable”. The replacement rate for the earningatedl benefits should be 40% should be after
required period not longer than 15 years of couatidns or 10 years of residence at least for alb¢h
with earnings below typical average earnings (aefibhy the Convention). Reduced benefit should be
paid already after 5 years of contribution. Flabant benefit (contributory, universal or meansedst
should be not less than 40% of typical low earnif@so defined by the Convention).

For unemployment benefits, unemployment benefiukhbe paid case of “suspension of earnings, as
defined by national laws or regulations, due tdilits to obtain suitable employment in the caseaof
person protected who is capable of, and availamlework”. Benefit can be earnings related or flat
rate and entitlements based either on a requiredrilbotory record or means test. Duration of
payment of the unemployment benefit can be limite#l3 weeks within a period of 12 months for the
contributory benefits and 26 weeks within 12 morithsase of means-tested benefits. Replacement
rate of the benefit should not be nor less than #b&ase of contributory benefits at least fortlatise
with earnings below a typical average earningsirj@dfby the Convention). For flat amount benefits,
level of benefit should be not less than 45% oifdgilow earnings (also defined by the Convention).
Additionally, Employment Promotion and Protectiagaanst Unemployment Convention, 1988 (No.
168) requires ratifying country “shall declare asrrity objective a policy designed to promotd,fu
productive and freely chosen employment by all appate means, including social security. Such
means should include, inter alia, employment sessicvocational training and vocational
guidance...shall endeavour to establish, subjectatmmal law and practice, special programmes to
promote additional job opportunities and employmesgistance and to encourage freely chosen and
productive employment for identified categoriesdidadvantaged persons having or liable to have
difficulties in finding lasting employment such a®men, young workers, disabled persons, older
workers, the long-term unemployed, migrant worKessfully resident in the country and workers
affected by structural change...Each Member shaltigpein its reports under article 22 of the
Constitution of the International Labour Organisati the categories of persons for whom it



undertakes to promote employment programmes...Eacmbde shall endeavour to extend the
promotion of productive employment progressivehatgreater number of categories than the number
initially covered.”

Annex | gives detailed information on what courdgriand when ratified the above conventions,
including if parts of Conventions 102 related td/abe, disability and unemployment were accepted
by the ratifying countries. With respect to old-gggsions 44 countries ratified respective chapiers
either C.102 or C.128 or equivalent provisionshef European Code of Social Security. Among these
44 countries, 30 are in Europe, 8 in Latin Amedoa Caribbean, 4 in Africa, one in Asia and one in
Middle East. With respect to invalidity, 31 couesiratified respective chapters of the internationa
standards, of which 20 are in Europe, 8 in Latinetica and Caribbean and 3 in Africa. For
unemployment protection, 29 countries ratified @itrespective chapter in C102 or in European Code
of Social Security or C168, 26 of them in Europ@e @ Asia, one in Latin America and one in Africa.
Convention 168 was ratified only by 7 countriesf @hem European.

The focus in this review then is, whether receetrditure provides evidence in terms of a functional
relationship between scope and level of benefiteram hand, and selected economic variables on the
other hand. Is there a positive or a negative ot Is the linkage between the two perhaps hump-
shaped? Or is the matter even more complicatect spe@cific conditions been identified under which
social protection arrangements have a positive @inpia economic variables, whereas the impact turns
negative when these conditions are not met. Reeeahomic literature seems to point into this
direction.

1.2 Background and method

In the 1980s and 1990s the welfare state has beadoc of intense academic debate following the
observation that levels of (long-term) unemploymiead increased in European countries, unlike the
United States. This induced a debate as to wheatitmme inequality would be conducive or
adversarial to economic growth and labour marketopmance. This debate provides the point of
reference for this review. Departing from the m@®Qs, the more recent literature has been reviéwed.
The focus in this document is twofold. First, wé asirselves whether recent literature has provided
new perspectives (arguments, insights) and neweagiwith respect to the channels via which social
security arrangements impact on economic behawbimdividuals and organizations. And second,
we have reviewed the literature with respect tdadqarotection in developing countries — our focus
there has been in particular on whether similariraeisms are at force in those countries like theson
that have been documented for the industrializechices.

This report supplements the theoretical review witime statistics on economic and labour market
performances in combination with information oniabsecurity provisions in a number of selected
countries.

This review applies a distinction between ‘statanid ‘dynamic’ effects.Static effects are the
immediate impacts of social security provisions, édgample in terms of poverty reduction and the
change in the income distribution.

The introduction or extension of social securitg\psions also provokes changes in the behaviour of
individuals, households and organizations (foranse: firms). These are labelleginamiceffects.
These effects may to some extent offset (throughdback mechanisms’) or reinforce (‘multiplier
mechanisms’) the initial static impact. It is cricto have a clear understanding of these dynamic
effects; as at the end of the day, these effecysrevader social measures either successful, orstewa
of effort and resources. The long-term (equilibrignsteady state’) impacts, such as the effect of a
public pension scheme on household saving measgradcgshare of GDP, could also be taken as static
effects — for pragmatic reasons however, in thisudeent these are listed in chapter 3 where the

% This review concentrates on the most recent titeegpublished in the main economic journals ampeores of
the OECD, World Bank and ILO. Relevant NBER, CERfpgrs and papers of several other economic policy
institutes (in Germany, the Netherlands and Swetlam¢ also been included — including these resqmaphrs
enabled us to take note of the most recent stud@sdeveloping countries this review has concésdran
particular theJournal of Development EconomizsdWorld Developmentas well as papers of two renowned
institutions: the EPRI in Cape Town and UNDP/IP@hasilia. Of course, when relevant other articfepers,
and reports have also been reviewed.
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dynamic effects are reviewed. The reason for thishat such effects are the outcome of various
dynamic processes, so it wouldn't be convenierlistothem before the mechanisms that ultimately
lead to an equilibrium impact have been reviewed.

A final objective of this review is the identificah of gaps in the existing literature. To whatesitis
there a balance in the existing research in findiath ‘static’ and ‘dynamic’ effects? For example,
have the effects of social security provisions aman capital and productivity been studied enough?
And what does the literature tell us about the iohjpé social protection on economic performances in
the countries outside the OECD area?

1.3 Outline of this review and acknowledgements

Before we start with discussing the literature temarks need to be made. First, this review has bee
undertaken in a limited time span. This entailg thaannot claim to have been exhaustive. Authors
have concentrated on the main sources of informa#ind further included reports of interest
encountered during the process. Almost all articlesur review have been published in high-standard
academic journals or in working paper format fraenawned economic research institutions. There
will, no doubt, be other papers, not included.

The second remark is on the interpretation of #fs®lir standards and the method used to assess their
impact on economic performance. One approach daikl the countries that have ratified C102 as a
group and compare the economic track records efghoup against another group of countries that
have not done so. Such an approach would fall $bothree reasons: (i) ratification does not equat
application, (ii) the industrialized countries @iffin their levels of social protection, but theiaace is
well above the minimum levels that are prescribrethe Convention, and (iii) social protection will
have an impact on economic performance, but wealdave some ‘controlled experiment’ type of
situation where we just can switch off all othezreknts that also influence economic performance.
The literature has dealt with these issues andries to isolate the effect from social programmes
from other effects. Therefore we feel that reviayihis literature enables us to provide an answer t
the question as to what is the impact of the lalstamdards in the selected areas of social seamity
economic performance.

The outline of this document is as follows. In dea® the static effects will be discussed and &rap

3 turns to the dynamic effects. In chapter 4 wd valiew some of the literature on alternative
instruments to provide social protection — this e#ther be informal arrangements or formal private
provision through insurance markets. In all thdsapters we start with the more general literatu: a
proceed with the studies that cover the specifintingencies (old age pensions, sickness and
disability schemes, and unemployment and sociaistasge programmes). Chapter 5 contains
conclusions.

2. Static effects (costs and benefits) of social sedyr
2.1 Fiscal costs, in terms of overall public finances

2.1.1 The direct costs of the welfare state
The direct costs of the sum of the welfare statvipions in countries can be measured
through the share of social expenditure in GDP.I&&bin Annex Il compares a number of
industrialized countries and developing countriesoeding to their gross public social
expenditure.
The table reveals clusters of countries spendingerop less on welfare state provisions. The
Continental European and Scandinavian countriesdspetween 20 and 32 percent of GDP.
The same is true for the Central European countiié® Anglo-Saxon countries spend
between 16 and 20 percent of GDP on welfare statdgions. And Mexico and South Korea
spend less than 10 percent of GDP. When we focukeoachemes that are the subject of this
review then we see more or less the same groughgeuntries. Now we can also include
some non OECD countries for which data were aviglabVe see that public social
expenditure Argentina is close to the Anglo-Saxountries, whereas Bulgaria and Croatia are
in the range of the Central European group, and\#hen countries — China, Indonesia and Sri
Lanka — all spend less than 5 percent of their ®@®Public cash transfer schemes.
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However, gross public expenditure is not an aceursasure of welfare state spending. Some
countries retrieve part of the social transfershim form of taxes levied on benefit income —
others provide benefits free of tax. And severaintoes provide social transfers in the form
of tax exemptions. Therefore, social expenditureaidaxes provides a better comparative
measure. Moreover, some countries provide socehsfers through mandated private
insurance arrangements. Adema and Ladaique (208% balculated net total (public +
private) social expenditure for a number of cowstriTable 3 in the Annex 2 gives an
overview.

Old age pensions

Industrialized countries — ‘Traditional studies’

Projections of public pension expenditure in OEQirdries have been the topic of a large
number of studies (for example: Roseveare et &6 Ehd Turner et al. 1998). These studies
all point to a similar direction: (public) pensierpenditure will increase significantly over the
coming decades. OECD (2001) and European Commig2i@0d6) focus on the impact of
ageing on public expenditure — including expenditon public old-age pension schemes.
Public old-age pension spending in the OECD areapgcted to increase from an average 7Y
percent of GDP around 2000 to 11 percent in 203@rd& are, however, huge differences
between individual countries. These disparitiesehiags to do with the ageing process itself,
but relate to specific programme characteristicghsas the financing mix, eligibility and
benefit generosity. Countries with rather largé-fége public pension tiers — that are designed
to provide a basic income — will see public expandi rise less than countries with large
public earnings-related pension schemes (OECD 2001)

Programmatic reforms can help to ease the finariaden. In their extensive studies that
cover 12 industrialized countries, Gruber and W{2602, 2005) examined the fiscal
implications of three hypothetical reforms that &veimulated by several analysts for their
respective countries. These reforms included imse®an early retirement age, actuarial
adjustments of benefits and changes in the beleeit, and were estimated to make a 20 to
50 percent reduction of current program costs ptessto, reforming current schemes without
a necessary structural redesign can neverthelbssastially relax the tax burden (Gruber and
Wise 2002, Gruber and Wise 2005).

The focus on the fiscal implications of ageing, buer, does not take into account that ageing
also has an impact on pension schemes that areédahrough the private sector. In the first
place, these schemes do not have to be in actimaimhce. And, second, future pensioners
with private plans at some point will need to dngpon their savings and there is a chance that
this will have an impact on asset prices — and @éenmt their pension wealth. For some the
accumulated pension savings would then fall beleviain standards. In such a scenario it is
likely that the state will be called upon to ‘bailt the victims’ (Lachance and Mitchell 2003).

Generational accounting

During the 1990s a different approach was introdugenerational accounting (Auerbach et
al. 1999, Kotlikoff and Leibfritz 1999). Generatalraccounting is a means to assess to what
extent the public finances are in balance. Germratiaccounts are defined as the present
value of net life-time taxes (taxes paid minus gfars received) under current policies. The
comparison of the generational accounts of theeotirnew-borns and the growth-adjusted
accounts of future new-borns provides a measurthefgenerational imbalance, under the
assumption that the current public debt will havds¢ paid by the future generations at some
point in time (Auerbach et al. 1999). This appro#eyh to new insights. In all the countries
that were studied in Kotlikoff and Leibfritz (1999%xcept for Sweden and Canada, an
imbalance emerged affecting future generations. differences between the countries that

* For example, until recent a large share of theapei occupational (‘second tier’) pension fundthie
Netherlands was defined benefit, with a pensiomjise that linked the benefit level to best earnings
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were studied were large — however, to some extentréflected assumptions that were made
about institutions and policiésAgulnik et al. (2000) use generational accountmgrgue that
the proposals for pension reform in the 1998 Britgreen Paper would (further) worsen the
existing generational imbalance.

The number of generational accounting studies 2064 has been rather limitéd.

Pension provision in developing countries

Since the 1990s there has been a vivid debatermiqgrereforms also in the less-industrialized
parts of the world (for example World Bank 1994lliGn et al. 2000, Holzmann and Stiglitz
2001). The focus has been much on the financigbsability of existing public pension
schemes — often provident funds — and the rolerighfe markets in pension provision. The
1981 pension reform in Chile set the stage for digsussion. With perhaps a few exceptions,
it has not been the fiscal burden related to ag#iaghas challenged the existing schemes in
the majority of developing countries, but ratheorsamic pressures (high inflation) and poor
governance of the schemes (Gillion et al. 2000).

The recent debate has shifted its focus towardsrage issues. Despite the fact that the costs
of pension schemes in some countries are subdjdatiapeople are covered (Barrientos and
Lloyd-Sherlock 2002). This, for example, is theuissn Brazil (Bonturi 2002, Giambiagi and
De Mello 2006, Immervol et al. 2006). And to soméeat this also applies China (Dorn 2000,
Li and Hatton 2004, Wang et al. 2004) and India@w2003).

Sickness and Disability Insurance (DI)

The increase in the number of DI claimants in thstpdecades and the associated rise in
scheme expenditure has been the topic of studies mamber of industrialized countries.
Autor and Duggan (2001, 2003, 2006) have studiedrdnd for the United States. Their view
is that the rapid increase in DI enrolment in tB80s and 1990s was the effect of institutional
reform (in particular in the assessment conditioasyl labour market developments (the
increase in female labour force participation aigthg earnings inequalities — we will return
to this issue in chapter 3).

Studies on costs of DI pension schemes in devejopiuntries are scarce. In most developing
countries disability is not — or not to a signifitaextent — included in the social insurance
framework. There are several explanations for fhiie main is that social insurance tends to
cover the formal sector but not the larger proportof the work force that is active in the
informal sector. Some countries however, have bshaa social protection schemes that
provide subsistence for disabled in the form ofwotk related granfs

Unemployment Insurance (Ul) and Social AssistaSée (

Fluctuations in the costs, in particular of Ul, Bavstrong relationship with the business cycle.
The introduction of Ul schemes in the Central ara$tBrn European transition economies
after 1989 did not have the protective impact thed been foreseen — due to cuts in benefit
levels and the tightening of eligibility conditignthat was the response to fiscal pressure in
times of economic downturn (Vodopivec and Raju 300he same thing occurred with
respect to the SA programmes. Stricter means teatid more emphasis on self-reliance were
called-upon to ease the pressure off the SA promeraxpenditure — but the prolonged
economic downturn so far has failed to do so amdrésult has been that those who were
supposed to be eligible were excluded from the fitsraf the programme (Cerami 2005).

The literature on Ul and SA in the industrializezlintries centres much around programme
design, pointing to institutional characteristi¢ieeting the expenditure on Ul schemes. We
will deal with those studies in Chapter 3.

® Bovenberg and Ter Rele (1999), for instance, stiavgenerational accounts for the Netherlands are
extremely sensitive to various assumptions asttodéuabour force participation and changes ingigypension

plans.

® Lindbeck and Persson (2003) being the one thatcistthe most attention — their article is a ditare survey.
" For example, South Africa (Samson et al. 2004)Bwattil (Soares et al. 2006).
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Ul schemes are rare outside the economically adhparts of the globe, and so are studies
that deal with the fiscal impact of Ul schemesha teveloping countries. When Ul schemes
do exist coverage tends to be restricted. Devefpgiountries do operate social transfer
schemes, often SA-like programmes. Studies witpeesto these programmes have been
conducted. The programmes often suffer of highficiehcies in terms of bureaucracy, ill-
targeting and insufficient compliance and monitgrifihe conditional transfer programmes in
Africa suffer from these problems. Studies thatstjoa the beneficial impact in terms of
fiscal costs and output of these programmes, ssi@chubert and Slater (2006), point to these
factors.

The Basic Income Grant that Samson et al. (2008)qze for South Africa is set to deal with
these problems of poor implementation and lachusfitutional capacity. Due to the universal
character transaction costs will diminish. Samsoal.e(2002) further expect that around half
of the programme costs will be recuperated in tdmnfof income tax and VAT receipts, due
to an increase in the tax base.

Several ILO studies have found that basic programthat deliver a minimum of social
protection could be affordable for low-income caig¥, provided that these programmes are
designed well (Pal et al. 2005, Gassmann and Bdh2806, Mizunoya et al. 2006). In the
longer-run such programmes can be financed outatbmal resources — however initially
some external funding would be required. Likewispilat social cash transfer scheme in a
local district in Zambia, initiated in 2003, provés be affordable. If international donor
organizations and the government would share tlstscdhe programme could even be
extended to cover all destitute households in thentty. The total costs would amount to 4
percent of the annual inflow of foreign aid — e@lént to 0.4 percent of Zambian GDP
(Schubert 2005).

Hence, proper design of schemes is an importaneifsr both groups of countries. In the
industrialized countries this relates to work-digintives which are held to be the result of
these schemes (Chapter 3), whereas in the devglepumtries it is more an issue of proper
targeting and institutional capacity to operatehssthemes.

Active Labour Market Policies

A number of countries have sought to implement\actiabour Market Policies (ALMPS) in
addition to cash-transfers. These programmes &e@a ekpensive — involving measures such
as training programmes and wage subsidies. Md08) has argued that this additional
expenditure is defendable from a welfare-econoreisgective in so far as the resources are
spent on job seekers with low skills and poor pectpes to find a job on their own. Again,
this requires proper targeting (De Koning et aD20

ALMP programmes tend to have three, partly offegitieffects (Productivity Commission
2002). Apart from the skill-enhancing impact frohe tprogramme itself (the program effect),
there is also a compliance effect: often, the pgospf being enlisted in such a programme
may work as an extra incentive to search for a jldiese two effects reinforce each other.
However, the third effect (the attachment effectyks in the opposite direction — this is the
effect of beinglocked-inin a programme, and for the duration of the progng not being
available for the labour market. This pertainsantigular to training programmes. These three
effects determine the net-impact of the programm this net-impact is not in all instances
positive® Hence, the cost-effectiveness of ALMPs is not aflenged. The effectiveness of
ALMPs on the macroeconomic level may even be furtinepaired due to substantial
displacement effects: jobseekers in the programs@ate other jobseekers (De Koning et al.
2005)? However, OECD (2005) does not find evidence fadisplacement effect in their
review of the empirical literature covering a numbemember-countries.

8 There are a lot of studies into some or all os¢heffects — for example: Hujer and Wellner (200@)sson
(2000), Black et al. (2002), Rosholm and Svaref@0Kluve et al. (2002), Bolwig et al. (2003), Begiksson
and Johannson (2003).

° De Koning et al (2005) have undertaken an extensivvey of the literature of the past three desade find
that there is not much evidence of a positive ¢ffecthe macro level.
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A special kind of ALMPs are the work-conditional nedit schemes or in-work benefit
schemes, that have been implemented in a numbeowftries. Examples are the Earned
Income Tax Credit (EITC) in the United States andrkihg Families Tax Credit in the
United Kingdom. These in-work benefit schemes pgie\gubsidies (sometimes in the form of
a tax refund) for households with two working pargithat nevertheless fall below a certain
income target level. Expenditure on these schermgd¥bcome substantial over the 1990s — for
example, 22 million American families received 3idn USD through the EITC in 2004
(Eissa and Hoynes 200%).

ALMPs are less prevalent in the developing coustrién example are the public works
programmes in South Africa. Costs and benefithesé¢ programmes have been studied and
the result was rather disappointing (McCord 20@Bmson et al. (2001) elaborate on the
feasibility of a workfare programme in South AfricBoth Mc Cord and Samson et al.
emphasize structural weaknesses that inhibit amrd#ble implementation of these
programmes. These studies point to deadweightteffedue to insufficient targeting (McCord
2004) — displacement effects in the face of highemyployment, and administrative
incapacities to deliver such programmes in a prapamner (Samson et al. 2001).

The fact that ALMPs in developing countries ofterl fo target sufficiently the right groups
and are ambivalent in their aims, enlarges the thaegaconsequences of the existing
administrative deficiencies. For example, Argerin@lan Jefes y Jefas de Hogar
Desocupados, an income support programme to faawiiihn dependants to protect against the
loss of income due to the economic crisis, was staguable due to its universal character.
The adjusted work requirements were intended taaedhe costs yet imposed an extra
burden on the capacity of the institutions. Thigetbier with the rather disappointing levels of
protection and coverage has rendered the prograampensive (Ravaillon 2004).

2.2 Costs for individuals, households and firms: averag and effective tax rates

Table 4 in Annex Il gives average personal incora@ tates plus social insurance
contributions for selected countries where suclistizs were available. The table provides
data for two intersections of the earnings distidou the first is a low-earnings point —
represented as two-thirds of the average wage -thengecond is the average earnings point.
Of course, the personal income tax is also usefinemce other government expenditure.
Therefore the table does not provide an accuratasone of the costs to individuals,
households and firms. Table 5 in the Annex Il pdesi further information in the form of
social insurance contribution rates for workers fmas.

For the developing countries refined statisticsceoning effective tax rates are not available.
Table 5 and 6 in Annex Il provides statistics fdew countries.

2.3 Benefits: coverage and adequacy
2.3.1 Old age pensions and Disability Insurance

Table 5 in Annex Il gives an overview of the maimstitutional parameters of pension
insurance schemes: the benefit replacement rakie, duration of benefit payments,
contribution rates, and legal coverage.

The pension schemes in developing countries tentbver a restrictive share of the work
force — several studies have pointed to this imizaaGiambiagi and De Mello point to the
large differences in the entitlements of publicteeand private sector pension schemes. In the
same line, Immervoll et al. (2006) observe thagpite the fact that tax revenue in Brazil (35
percent of GDP) and social spending (more thanthwds of revenues is spent on social
transfers) are in line with OECD countries, incameguality in Brazil is among the highest in
the world. This relates to the fact that redistiitau occurswithin, not between income

19 Hotz and Scholz (2003) provide a literature ov@mwinith respect to the EITC, and Brewer et al. {900
evaluate the effects from the WFTC.
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groups. Formal social insurance schemes are earnih@gted and net replacement rates
exceeding 100 percent are no exception.

Incomplete coverage is a general trend. Given #u¢ that a large proportion of pension

schemes provides benefits on an earnings-relatsid, ls®me groups with a lesser past work
record tend to fall behind. In particular womenyiskilled workers and ethnic minorities are

among thent!

Gender aspects are important in the accrual otlemgénts — this applies both under an
earnings related benefit rule as well as under ss€i@me. Basakova and Basakov (2001), for
example, argue that the transition towards a neNgl state pension in Russia put female
retirees in a disadvantaged position due to tinerter work track records.

Unemployment Insurance and Social Assistance

Table 7 gives an overview of the main institutiopatameters of Ul and SA schemes: the
benefit replacement ratio, the duration of berdigments, contribution rates, and legal
coverage.

3 Dynamic effects of social security provisions

3.1 Microeconomic impacts

3.11

Incentive issues related to the welfare state imega!

In their articles on labour market rigidities inrBpean countries as compared to the United
States, Nickell (1997) and Blanchard and Wolfe@@® emphasize the need to gain a good
insight in the functioning of labour market instituns. There are huge differences between
labour market institutions and some of these ctildegarded as rigidities whereas others
perform useful functions. Gruber (1997) and Sin®98) also drew attention to the efficiency
enhancing mechanics of Welfare State institutiomghe view of these authors ex ante sharing
of risks of loss of labour income has a positivpact on ex post income inequality. Insurance
against the loss of income induces risk taking ianitherefore efficient. However, there is a
risk of ‘overshooting’ (Sinn 1995).

This last point is taken further by Lindbeck (199997) and Ljungqvist and Sargent (1998)
who argue that the long-term effect of large welfarates is towards moral hazard. Since the
disincentive effects of welfare state schemes appéh a considerable time lag, politicians
do not anticipate them and therefore welfare gtatizies tend to overshoot their objectives.
Some support for this argument is found in a mi@@Oreport from the OECD, where the
persistence of unemployment in continental Europzamtries is ascribed to their extensive
welfare state institutions (OECD 1994). Despite ngjes in institutions from the 1980s
onwards, structural unemployment rates have rerdatetheir high 1970s level, and this
suggests, according to the OECD, that there is residerable time lag between reform
measures and their impact. Ljungqvist and Sarg&@®g) point to the impact of the
tax/benefit structure on labour supply. Pissaridesvever, has illustrated that such
conclusions concerning the inside of the ‘welfatates black box’ hinge much on the
theoretical model that is applied. Ljungqvist aratggént used search modeto draw their
conclusions — Pissarides shows that in other mddelgdis-) incentive effect accruing from
the tax/benefit structure is less (Pissarides 1998)

Nickell (2003), Nickell et al. (2005), and SainttPg2004) have reviewed the issue on the
basis of more recent developments. These authaserw® differences within European
economies, with on one hand some of the larger iGemial European countries where
unemployment has remained on a high level, andhenother hand some other European
countries that have somehow reformed their laboarket institutions have succeeded in
reducing the equilibrium rate of unemployment. &cle of the successful countries, there was
a specific mix of reform measures — hence thereeiange differences within the group of
reformers — but a common feature is that it wasarm# single measure but a package of

1 See for example, Casey and Yamana (2002), BiragieyLanot (2004), and Kulu and Reiljan (2004).
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measures (Auer 2000, Nickel 2003, Saint Paul 20@4Groot et al. 2004). The unsuccessful
group did not reform their labour markets — thitkenfwas the outcome of political-resistance
from ‘insiders against outsiders’, and interdepetes between the various rigidities (Saint
Paul 2004). Other barriers to reform were in treaasf ideologies and beliefs — for example,
that unemployment is Keynesian requiring expansiofiscal measures, and the so called
‘lump of labour fallacy*? (Saint-Paul 2004). Other studies have reviewers picountries —
often with the United States as the benchmark aSame-restrictions did not allow us to
review these studies.

Old age pensions
Pension schemes may have an impact on incentivesate and to offer labour. This
subsection discusses subsequently both channels.

Impact of pension systems on incentives to save

Public PAYG pension systems have been blamed tedcout private savings. The idea is that
people expect and anticipate a stream of incoma tie public scheme in the future (under
the assumption that there is no myopia and a pedfssemination of information) — this will
induce them to stop saving in a private plan. Sckokll (2006) and Poterba et al. (2006) find
evidence for this, using a life-cycle model based1892 household survey data from the
United States. Bottazzi et al. (2006) likewisedfgvidence of rational expectations in the case
of the Italian pension reform in 1992. And Disn@@@0) suggests on the basis of his study of
several OECD countries that cutbacks in public jpessmight stimulate a positive private
savings response. In particular, when governmeffey mew funded retirement schemes
“individuals were able to differentiate the incemtistructures of different types of plans
sufficiently well to make sensible choices” (p. B7It is important to make a distinction
whether or not one speaks about sthaftshe margin For example, Disney (2000) found that
individuals wouldnot save enough in case of complete privatisation. bm@me households
generally save little. Hence, for these househthiidsintroduction of a public PAYG pension
system would not depress savings — these househleddédn’t have saved anyway.
Diamond (2004) assumes that workers would not pevihemselves a reasonable
replacement rate, but does not base this assumptian empirical analysis. Davidoff et al.
(2005) and Rooijj et al. (2007) emphasize risk-d@earand information imperfections leading
to different responses to public pension provisiban the rational expectations theorists
would predict.

Impact on work incentives

The second micro-economic incentive channel woeldhe impact of pension provisions on
work incentives. This tends to focus around eaglyrement decisions. To what extent is the
design of pension schemes responsible for earlsenatnt? Most studies suggest that DB
schemes — or similar state provision that olderkens are eligible to — create incentives for
early retirement. In the United States, the intaidun of the 401 (k) DC plans (that operate on
an individual account base) reduced the incentigegarly retirement according to Bingley
and Lanot (2004). For the United Kingdom with a mfxprivate and state pension provisions,
Blundell et al. (2002) find that early retirementeéntives prevail nevertheless. Lindbeck and
Persson (2004) argue that notional DC schemes ghrdightening the link between
contributions and benefits will incur efficiencyigs.

2 This is the perception that there is a fixed stojobs. Jobseekers can only find jobs at the esp®f others
(displacement). This was a perception that supgdhe French move to a 35 hour working week.

13 For example: Blanchard and Portugal (2001) whailzsthe worse Portugese labour market performsmce
its more stringent EPL.

14 Kohl and O’Brien (1998) found in their survey betempirical literature that public PAYG pensiosteyns
exert a minor downward effect on other forms ofaté household saving. The negative effect of peiva
pension schemes (contractual savings schemes)vatephousehold saving is far more substantial.
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A number of scholars pointed out that negative wodentive effects are often the result of
interaction between various social protection paogg. Powers and Neumark (2003), for
example, argue that early retirement option in pélic scheme in combination with the
benefit formula of the supplemental security incopnegram creates the incentive to claim
pension earlier in the United States. And Disneg &mith (2002) find that the abolition of
the earnings rule (that is: the rule that benedits reduced on a one-to-one basis against
earned income) in the United Kingdom reduced tlecefe tax rate on work at and around
retirement age, so that participation of male wosk®se by 4 hours a week. Duval (2003)
comes to similar conclusions for a number of OE@Dntries.

Gruber and Wise (2002, 2005) conducted an exterssudy in three phases on the basis of
contributions from analysts from 12 different caigd (Belgium, Canada, Denmark, France,
Germany, Italy, Japan, The Netherlands, Spain, 8metdnited Kingdom and the United
States) on the impact of old age security schemedabmr force participation of the elderly, on
retirement age and on the resulting fiscal impiaet. Their findings confirm the above
views. In several countries labour force partidgrathas fallen from over 70 percent in the
1960s to less than 20 percent in the late 1990s0ring to the authors, this can be explained
by a strong correspondence between the age at \Wwkinéfits are available and the departure
from the labour force. As stated above, this damsonly concern the availability of old age
pension benefits but also the availability of difgband special unemployment programs for
elderly. In fact, they found in may countries ttia¢ present value of expected social security
benefits declines with each year above early matrg age. In the second phase of the study
the magnitude of these adversarial effects weimatad and found to be largeafi countries
(Gruber and Wise 2002, Gruber and Wise 2005).

In South Africa, social pension was found to stiat@lwork migration and higher participation
rates as it allows grandmothers to take care af ¢gnandchildren while the mother migrates to
the work place (Case 2000). And pensions trangfaiwefemale members of the household
had a large effect on the health of the girls (D@D00). On the other hand, Bertrand et al.
(2000) found also for South Africa that old-age $iens induced the male prime-earner in the
extended household to substitute labour for leistine household income increases when one
of its members becomes eligible but this causesratiembers — in particular prime-aged
males — to participate less. Bertrand et al. fotirad a 10 percent income rise led to a 2.8
percent fall in labour supplied in the househdld.

Sickness and Disability Insurance

The increasing inflow in the past decades in tlsebemes in a number of countries has led to
studies pointing to moral hazard in combinationhwitose eligibility conditions. Although
Barmby et al. (2002) out of international compamatstatistics found no clear effect from
benefit levels on prevalence and duration of siskna@bsence, other studies did. Bound and
Waidman (2000), for example, ascribe the increasBlienrolment in the United States to
changes in screening procedures. Autor and Dug?208( 2006) also emphasize institutional
characteristics. And institutional factors and labmarket trends are seen as the main driver
of the developments also in the Dutch DI schemeJ@ey et al. 2008).

Hence, Lindbeck’s ‘overshooting’ thesis is alsoevaint for DI. This becomes explicit in
Bound et al. (2002). Their article asks whetheratiial replacement rate is below or above
theoptimallevel, given moral hazard. For each USD direct@be actual cash transfer from
contributors to beneficiaries) 0.50 USD indirectstso (resulting from disincentives) are

15 This may be inconsistent with a finding from Maiind Ray (2003) that there is no income poolirtgiwi
South African households. We haven't been ablédexk whether this inconsistency is real or not.

16 We also refer to the various recent discussioregsafiom the CPB Netherlands Bureau for Economlizi?o
Analysis that have been listed in the referencfes example Koning and Van Vuuren (2006), Van Vuagexl
Van Vuuren (2005).
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involved, according to their findings — Okun’s “kgabucket’?’ Still, the average worker

would be willing to insure given the empiric levelsrisk aversion. In particular for the lower-
income groups the welfare gains associated toimgare relatively high, whereas for higher
income groups there is a net welfare loss. Boural.etstimate that 1 USD insurance ‘costs’
low-wage contributors 0.34 USD in welfare terms,evdas the welfare costs for high-wage
contributors would be 7 USD.

For obvious reasons it is difficult to disentanghetitutional factors from other possible
causes. Moreover, an observed inverse relationsbéiveen replacement rates and labour
force participation could be just the reflectionaathird variable that impacts on both (Krueger
and Meyer 2002). Sometimes however, efforts terfitiut the institutional impact have been
undertaken. An example is Gruber’'s (2000) artiglettoe Canadian DI scheme. In Canada,
two parallel schemes exist: one specifically fax Brovince of Quebec and the other for the
remaining provinces. Both schemes are similar irstmmespects. In 1987 the Canadian
authorities enacted a steep increase in beneétddan instant 36 percent rise) and loosened
assessment conditions for the national schemendidor the Quebec schetfieThis provided

a ‘natural experiment’ with two similar groups asithilar exogenous conditions to test the
impact of the institutional reform. Gruber foundelasticity of labour force participation with
respect to the benefit level ofinus0.28 to 0.36.

Even without moral hazard induced behaviour, soth@eate a modification of the existing
scheme design. Bovenberg and Sgrensen (2006) tumlredsoptimal lifetime income taxation
and DI. Without assuming moral hazard, Bovenbe &@arensen argue that the optimal tax-
transfer system involves lifetime taxation rathesrt annual taxation. This would mean two
things. First that the optimal benefit structurewdd rise steeper with previous earnings — this
is to allow for higher skilled workers to insureethlevel of earnings. And second that the
effective marginal contribution rate depends onitigviduals lifetime earnings capacity. The
optimal scheme, according to these authors, hafe#teres of an individual saving plan.

Another, but related issue concerns whether DI reelsehave been used for their proper
purposes. Several studies have perceived a redatprbetween high labour productivity
(measured per hour) in a number of Continental gema economies as compared to the
United States, and the large share of the workeftiat in the former countries is ‘parked’ in
social insurance schemes for disabled during tl894@nd 90s — suggesting a ‘bail-out’ of
low productive workers from the active labour fof{€@chon 1997, De Groot et al. 2004).

What does the literature indicate about incentigb®I| schemes in developing countries?
Samson et al. (2004) have argued that what coontsdustrialized countries or for higher
wage earners in developing countries doegpaosecount for low-income earners in the latter
countries. Their report on the impact of schemewigng grants to the disabled in South
Africa applies a series of regressions on housepaltkl data and finds that these grants
increase both labour force participation — withhvasch as 22 to 25 percent — and the demand
for labour. Samson et al. also find that househdeiving these grants also succeed in more
rapid wage increases over time — this suggest®yrdiog to the authors, that these cash
transfers allow individuals in the household todmme more productive than individuals in
households that do not receive such grants.

Gertler and Gruber have studied the extent to whushincome households in Indonesia are
able to insure against health risks (Gertler andb@&r 2002). Their finding is that these
households experience huge difficulties in insuragpinst major health shocks — health
impairments that cause incapacity for work. Frohasehold panel the authors find that low-
income households manage to insure 100 percentrafrrhealth costs, 71 percent of costs
that relate to illnesses that cause a moderateiimeat, and only 38 percent of the costs
relating to illnesses that limit economic functiogito a severe extent. Gertler and Gruber

" Okun (1975) has argued that income redistributans to dead weight losses.
18 |n fact it was an exercise to catch-up with thedjié level and conditions of the Quebec Provindeesne that
had diverged during the previous decades into @menerous pension scheme.

19



3.14

argue in favour of a public insurance scheme thaeis severe disabilities and observe that
existing schemes tend to do exactly the oppositd,is: cover minor illnesses that households
could also absorb themselves.

Unemployment Insurance and Social Assistance

Replacement ratesSeveral studies ascribe the salient fact thatmpleyment rates in
European countries remain well above the rate énlthited States, to the more generous Ul
schemes that prevail in European countfiéghe arguments are the same as in earlier studies.
The reservation wage moves upward as the benefiéases the value of leisure — and the
substitution effect, working against the incentisevork, outweighs the income effect. There
is little consensus, though, as to the size ofdisancentive. Some econometric studies have
estimated directly the impact on employment analasupply® In this respect, Reed and
Zhang (2005) have used the particular featureshefMorwegian Ul system to conduct a
guasi-random assignment in replacement rates. ReddZhang found evidence for the
substitution effect — a 1 percent increase in trexage Ul benefit replacement ratio causing a
minus 0.65 percent probability of re-employment. SintjtarTatsiramos (2006) found
significantly lower transition rates (from a bemédi a job) for Ul recipients in France, UK and
Germany relative to their non benefit receiving teuparts.

On the other hand, Spieza (2000) reviewed the iegiditerature and found no strong
empirical evidence of negative work incentives. algues that the arguments against Ul are
typically applicable to pure unemployment assistaschemes and that for example positive
incentive effects accruing from eligibility conditis tend to be neglected. Spieza argues that
exactly such conditions compensate and diminisineatgoart, if not all, of the disincentive
effects. This argument relates to earlier studieat thave stressed the importance of
programme desigf.

Benefit durationSpikes in programme outflow just prior to the exdtion of the Ul benefits
suggest some strategic behaviour on the side défic@aries. Rged and Zhang (2003) for
instance, in their econometric study estimate thatemployment hazard rises substantially,
namely with 40 percent and 60 percent for men aothen respectively in the months just
before the end of the Ul benefit duration.

SanctionsAbbring et al. (2005) have studied the effect bsbhctions — an average reduction
of the welfare benefit of 20 percent — on the emplent hazard in the Netherlands. They have
found a significant effect of the imposition of th@nction on work-resumption: an increase of
58 percent and 67 percent for males and femalpscéasely.

The combined impact of design characteristiostwo studies, Frederiksson and Holmlund
(2003a and 2003b) address the importance of sctesign. Frederiksson and Holmlund have
reviewed three different mechanisms that indirectiprove the incentives related to Ul and
impose a penalty on less active job search: dedifienefits over time, monitoring and
sanctions and workfare — the latter being discussed later section. Empirical research
supports the expected crucial effects of theseumsnts on the behaviour of the welfare
recipient. Declining benefits are perceived to hpx@ven effective in restoring the distorted

19 Older studies include OECD (1994), Nickel (1997l &argent and Ljungqvist (1998). Moffitt (1992}tie
classic reference into the incentive effects ofllewelfare scheme. More recent studies are Fad&e05),
Vodopevic and Raju (2002), Blanchard and Wolfe0(® and Lalive and Van Ours (2006).

% See also the studies of Holtz (2002) of welfagipients in California and Lemieux (2004) of SAigents in
Quebec. Both report negative effects on the empéoynate.

2L Also stressed by Feldstein (2005), the ILO (2084)ieger and Meyer (2002) and Atkinson and Mickligwt
(1991) and Atkinson (1995).
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search effort; yet two caveats are the potentialtipe effect of a ‘tax’ on unemploymént
and the pressure on wages as a result of the imgrpwesition of the short-term — often high
ability — unemployed. However, both caveats dom#réurn the conclusion with regard to the
incentive enhancing effect of declining benefiteoiime. Likewise, monitoring and sanctions
have a significant positive impact on job searcth the exit rates (out of unemployment). The
available evidence is strong, although not whotinausive. Earlier studies have pointed to
the substitution of informal job search by formabjsearch, leaving the net effect to be
ambiguous, yet the authors perceive full substitutto be unlikely (Frederiksson and
Holmlund 2003a). In their later study they applgitlown quantitative model to compare the
impact of the three different instruments revievabdve. Monitoring and sanctions is found to
be the most effective instrument to restore sedntkentives as it provides additional
incentives to search actively as well as it prosittee highest utility to workers (Frederiksson
and Holmlund (2003b).

Crowding-out.Apart from distorting labour market incentives,bpia Ul schemes may just
replace alternative sources of income. Severalestyabint to the crowding-out of other, self-
insurance mechanisms. First, in the household espgbuse of the benefit recipient reduces
working hours or even withdraws from the labour kear(Gruber 1997 and 2001). Second,
saving behaviour could be affected. Engen and Gr(##01), simulating a life-cycle model
on household panel data, conclude that a 50 pereefiction in the Ul replacement rate
would lead to 14 percent higher financial assetlingl — this effect would be even higher for
those facing higher risk of job-loss and less fideoworkers, according to Engen and Gruber.
However, Acemoglu and Shimer (2000) find that clesngf 10 percent in benefit levels or
duration have little positive effect on averageea$wlding. Acemoglu and Shimer argue that
recipients might actually be induced to save morerder to undertake more effort to search a
better job. Arjona et al. (2001) note that unempient protection schemes — in particular SA
— redistribute resources towards households witbwa propensity to save. The potential
welfare recipients have a higher propensity to uoresinstead. The impact of these schemes
on savings so far, however, is not conclusive.

Response from the demand siBlems also change their behaviour (Feldstein 2@E)5eza
2000). In the first place, the direct increaseanrpll taxes has an effect on labour demand as
well. However, there appears to be consensus aacaemics that in the longer run workers
face the consequence in terms of lower take-homerggs. Moreover, for firms as well as for
workers Ul changes the decision to maintain lesdyxtive workers at the margin. It has been
a long established fact in economic literature teatporary lay-offs increase as a result of
UL.2% More recently, Winter-Ebmer (2003), in his studytbe impact of the extension of the
benefit duration in Austria, finds evideitef a causal link between an increased incidence of
lay-offs of elder workers and the rise in unempleymamong this group, as companies rid
themselves of high-tenured and therefore expersiat. Jurajda (2002) however, finds no
empirical evidence of any effect of the Ul duratmm firm’s lay-off behaviour in the United
States.

Behavioural response in developing countri@sdeveloping countries the mechanisms seem
to be different from those in the industrializediotries. In fact, there is no empirical evidence
that would relate transfer schemes to adverse taimawket incentives. Freije et al. (2005) in
their micro simulation of the Mexican conditionaash transfer scheme ‘Oportunidades’,
estimate the effect on labour supply to be nedkgfbr small changes and amounts. A (non-
plausible) high transfer benefit would be requitegee small changes in hours worked. The

%2 This penalty on becoming unemployed provides aatheans to decrease unemployment and Ul receipt.
However, as they argue, a certain waiting periadccequally prevent temporary lay offs and direcptivate
savings as to insure against short unemploymetisspe

2 Feldstein (1978), Atkinson and Micklewright (1991)

2 However, one must be careful since it is veryidiidt to disentangle the voluntary from involuntapyits.
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adverse effect on incentives experienced in movarazkd industrialized countries is absent.
The income received is spent — or, to put it défely: the income effect outweighs/cancels
out the substitution effect. A very significantetf of extra income is found in terms of school
attendance; an increase in transfers of 1000 pesosnth increased the likelihood of school
attendance with 76 percent in rural areas and 2€epein urban areas. School attendance is
the most determinant factor of child labour. Henbese transfers decrease child labour. We
will return to this issue below.

Cunningham (2000) likewise, found no work disingegd in Brazil. The duration of the Ul
benefit didn't have any significant effect on thdteate from unemployment. She did find
that the Ul scheme had a remarkable and crucigatngn the transition into self-employment
— Ul provides the required capital, and in steadadfing as a disincentive to work the
resources are used to start alternative econontigtes. And this is also what Barrientos
(2006) in a review of a number of social protectfgmegrammes in low-income countries
concludes. For example, the ‘Bono Solidario’ progmze in Bolivia lifts credit constraints for
the poor and stimulates investments in agricultéwed the ‘Red de Proteccion Social’ in
Nicaragua prevents a steep asset fall for farmesdimolds in times of unexpected drops in
coffee prices. More in general Barrientes obsethes the evidence does not point to an
adverse impact of these social transfer prograntmesork incentives (Barrientos 2006).

Savings accountsThe Chilean income support programme for the uheyep that was
introduced in 2002, is based on the mechanics rgopal savings accounts. Moral hazard is
therefore no real issue, as cost and benefitségenialised at the cost of reduced risk pooling
— and levels of savings increase (Sehnburg 28504pwever, Acevedo et al. (2006) argue that
the value of savings should be critically compangith the value of the consumption forgone,
and question the beneficial impact of additionalirsgs among these groups on productive
investment. This seriously questions the relevapfcinstitutional savings schemes in the
context of the developing countries.

An interesting example that seems to support teegdaint is provided by the cash-transfer
pilot in Zambia that was mentioned in Chapter 2e Harticipants of this pilot made a free
choice to save and to pool their savings in smalligs of 5 beneficiaries. The excess amount
of saving is used for investments. The participsiatge engaged in collectives that aim to save
and accumulate capital to finance productive inmests (Schubert 2005). Rabbani et al.
(2006) point to a similar development in Banglade$he CFPR/TUP programme in
Bangladesh aims to support the ultra poor. The raroge exists of various components,
among which are cash transfers, skill trainingjaaovareness initiatives, and mobilisation of
local elites. The participants actually increasérggs and have more access to credit which
suggests, according to Rabbani et al., that theadgrcome is used as a mechanism to
undertake productive investments.

Active Labour Market Policies

As mentioned above, ALMP are introduced to enhdineeemployment and skill development
of welfare recipients. Although the positive effedh terms of an increase in labour supply
have been recognis@dthe further dynamic effects render the conclusibout the overall
effect ambiguous. Lise et al. (2005) have studied tmpact of the Self-Sufficiency
Programme — a temporary earnings supplement t@ thbe are a specific period on Income
Assistance in Canada. The dynamic impact was ratfsappointing; SA participants did
indeed exit welfare earlier and become employedvéler, they displaced other low-skilled
workers and the unemployed experienced longer sséllunemployment. In addition, SA
recipients remained longer on welfare to becomgibddi, yet the increased search effort
afterwards dominated and the average SA spell hastesied. In their theoretical and
empirical review of ALMPs in 20 OECD countries, Beoand Van Ours (2004) likewise find
that welfare recipients often also mimic low-aliktorkers to gain access to the active labour

% Brown et al. (2006) advocate such a personal ats@cheme exactly for this reason.
% See for example Phelps (1994) and Lise et al.§p00
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market programme. Bartik (2002) also finds subshrdisplacement effects related to
ALMPs.

Frederiksson and Holmlund (2003a) recognise thegent conditions to rationalise workfare
as an effective means to improve the incentiveated! to Ul programmé$ They argue
however that the case for workfare is stronger wtien problems of moral hazard and
screening are taken into account. The very littigpieical research available suggests that
workfare can actually be especially effective avere threat to be obliged to participate in
work or training programme, reducing the leisure #imus the value of being unemployed.
Workfare consequently enhances self selection afudtlaer boost in job finding. The same
authors however do conclude workfare to be an imfgoolicy to the other instruments
quantitatively analysed in terms of utility (Freitteson and Holmlund 2003b).

In studies on the negative income tax in the Uni&ates (Moffit 2003) and the in-work
benefit schemes in a number of OECD countries (Bipusl et al. 2000, OECD 2005) trade-
offs in terms of work incentives have been founte Tesulting effect on labour supply is
therefore ambivalent. The in-work benefit does mtevinancial incentives to start a low paid
job, whereas high marginal tax rates — as benefisreduced with earned income above a
certain limit — provide a work disincentive. Thiffezts work incentives on the household
level —for households with children in particul@oUdeijns et al. 2000, OECD 2005).

The public work programmes in the transition coestihave proven to be mostly a means to
provide income to those most in need instead olustasable employment programme
(Fretwell et al. 1999). Ravaillon (2004) and Matkk2004) have studied the income support
programme of Argentina. The programme has beetypatioduced to enhance job creation
as well as to provide income security. The provisad short-term work at relatively low
wages aimed to target the people in need yet thgrggmme still has a rather universal nature.
Both authors find an increase in labour force pgudition and a decrease in unemployment.
However, both warn to be cautious when interpretirgemployment rates as a result of the
programme. A large proportion of the participames @on-eligible, have not been in the labour
force prior to the introduction of the programmehawe left their preceding jobs in order to
participate in the programme. Ravaillon (2004)mates the decrease in unemployment to be
2.5 percent, 2 times lower than earlier estimati@later et al. (2006) point to the risk that
public works programmes in low-income countriesklot productive labour. An example
would be the Ethiopian public works programme #iated to provide an outlet for temporary
redundant labour in times of agricultural slackeTdffect was, however, that also in times
when productive labour was needed on the land,ulabesources continued to flow to the
public works programme.

3.2 The functioning of markets

3.2.1 Old age pensions
Pensions are nothing more than deferred w&y@srrent earnings are set aside — either to be
used as income transfers to current retired oretéuned into financial assets. Hence, apart
from the incentive issue on the labour and capitatkets (discussed in the previous Section),
pension schemes as such cannot be expected toahlavge impact on the functioning of
markets?® One exception however, would be the functioningagital markets. Large pension
funds (whether public or private) are major actonsthe (inter-) national capital markets.
Bdrsch-Supan and Winter (2001), for example, ardpat the expected growth in pension
savings and the associated more prominent rolengtftutional pension funds will have

27 Crucial in this respect is the sufficiently largep between high and low ability workers and ttedint
valuation of leisure.

% The classical reference is to Edward P. Lazeatisiet Why is There Mandatory Retirement? 1979
2 Thompson (1998) provides a balanced treatmerteofrtacroeconomic mechanics of pensions.
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3.2.2

beneficial effects on corporate governance andgdiesn return to investments of those firms
in which these funds participate.

And another exception where pensions have an impdhe functioning of private insurance
markets. Krueger and Kubler (2006) theoreticallgvgtthat the introduction of social security,
including pensions, can be a Pareto improving refddowever, these authors argue that the
gains are often outweighed by the capital crowdingeffect of social security.

Barr (1992, 2004) argues that a private old ageraree market with no public involvement
would not function well because it would fail tosime against inflation. Therefore, Barr
claims, the state is to provide a minimum levebluf age protection. Others have pointed to
insufficient private savings for retirement (Disrg§00, Diamond 2004) and lack of financial
expertise (Davidoff et al. 2005, Rooij et al. 2080cha & Vitta 2001) However, this applies
in particular to less advantaged groups. Most peeguld be able to distinguish between
different incentive schemes and to respond accgii(Scholz et al. 2006, Bottazzi et al.
2006, Disney 2000). The literature on this issusmseto support the conclusion that public
involvement in pension provision enables a privasirance market. Krueger and Kubler
(2002) use an overlapping generations model tovtksther the introduction of a pension
scheme is efficient when markets are incomplete ifafact, marketsare), and argue that a
public pension scheme can accommodate income shimakimsurance markets cannot.

Unemployment Insurance and Social Assistance
We did not find a literature on the impact of Ul $A on the functioning of markets, other
than de microeconomic impact (the labour market) ifas been covered in section 3.1.

3.3 Poverty reduction and social stability

3.3.1

The impact of welfare state arrangements in general

Social protection programmes — provided that th@sgrammes are targeted well — have a
direct ‘static’ impact in terms of poverty reductioHowever, also in a more indirect
‘dynamic’ sense, social protection programmes mayehan impact — for example, through
the lifting of credit constraints that prevent theor to set up their own businesses, through
reducing political pressures for income redistridtor in preventing social exclusion. A brief
overview of the literature on these channels véligpovided below® First we will take a look

at the statistics.

Smeeding (2006) studies poverty rates in 11 ingiigied countries — he draws his data from
the LIS (Luxemburg Income Study) data base. Heiepphrious definitions of poverty, looks
into several age and household categories, anéstpdint in time statistics (around 2000) as
well as historic trends. Smeeding finds that pgvedtes among children and elderly are
particularly high in Ireland, the United States ahd United Kingdom. However, since 1999
the United Kingdom has made a large progressiometucing the child poverty rate.
Smeeding relates this to the fact that the Brijskernment at the same time has increased
spending on measures that target child poverty @i¢h percent of GDP — this additional
spending, as Smeeding remarks, is higher as a eh@&BP than total US spending on EITC,
TANF and food stamps combined. Moreover, he finglerg significant statistical relationship
between non-elderly poverty rates in these cowstaied the share of cash social transfer
expenditure in GDB!

Table 8 in Annex Il lists income distribution andverty rates in selected OECD countries,
while Table 9 lists similar statistics for develogicountries.

The first channel, through which social transfergymhave an impact on economic
performance, starts from capital market imperfetio credit constraints that prevent the poor

% This overview has benefited from the work of Bemali1996) and Barro (1999).
¥ R =0.6099
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from undertaking an efficient amount of investm®&nthis can be financial constraints but it
also includes for instance restrictions on the @gtion of arable land. In some studies this is
further elaborated in a form where the poor do Imate access to education, this has a
negative impact on labour productivity and economriowth® Some studies combine the
credit constraints channel with a second channarevithe balance of power in politics is
important. The impact of redistributive pressuresvoiced through the political proce®s.
Lowering the income of the median voter unleashiessures for redistribution. This, in turn,
discourages investment. Hasler et al. (2003) hapdiead this political institutional approach
in combination with insights from game theory, tamine under which conditions present
voters would find it rational to either continue abolish the welfare state. Third, there are
studies that have focused on the impact on thenaation of social capital. These studies
find a strong empirical link between trust and stveent®> Granovetter (2005) lists examples
of how economic outcomes are determined by so@éharks. In Zak and Knack (2001)
economic subjects can either trust their transaqgigrtners or invest resources in verification
procedures. The outcome is, not surprisingly, tbattrust environments reduce investment.
And Burdett et al. (2003) examine the relationdiépveen income inequality, unemployment,
and crime — departing from the observation thatnimaber of people in the United States that
was around the turn of the century either in jaitedeased on parole exceeded the number of
unemployed. And a fourth channel would be intergatienal mobility>® World Bank (2005)
lists numerous examples how the lack of resourmethé poor creates ‘inequality traps’ — that
is situations where economic, political and soriahualities reproduce themselves over time
and across generations.

Another angle in looking at the theoretical debateextensive and residual welfare states
would be the observation that the institutionakfiorint matters in the impact on economic
performanceg’ The design of the various schemes and the eftestiss of the administration
determines to a large extent the impact. Relatethifois the view of the welfare state as a
system. This restricts the scope for radical refierent® This point has been reiterated by
Canoy and Smith (2006) in their argument that coemtcannot just shift from one welfare
state model to another.

So where does this take us with respect to thedessloped countries?

Sala-i-Martin (2002) after investigating data fotaege number of countries and a long time
period (1970-1998), found a reduction in globalome inequality. However, there are two
caveats. The fist is that the narrowing down isrd®ilt of reduced across-country inequalities
— convergence, whereas within-country inequaliti@ge risen. Second, the impact of the rise
of China accounts for much of the across-countsulte Moreover, Sala-i-Martin predicts

32 For example Aghion and Bolton (1992), Galor and&£1992) and Saint Paul and Verdier (1996)

33 perotti (1996).

3 Alesina and Rodrik 1994, Persson and Tabelini 18@4otti (1992) all found a negative relationshéiween
income inequality and economic growth. All have mitet this through the political process: initiakguality
leading to pressures for redistribution. Saint Rana Verdier (1996) and Brandolini and Rossi (1996stion
whether redistribution is harmful for economic gtbywvhich is an implicit assumption in the othetiches that
have been mentioned at the beginning of this fdetno

% Knack and Keefer (1995), but also Perotti (1998) &laeser et al. (1999). Durlauf (2002), howeualls
attention to the various measurement problemsigriterature — in particular the development obdo
indicators for ‘social capital’. And Sobel (2002views the literature on social capital — his foisusore
descriptive and less analytical.

3 For example Borjas (1995) has pointed to a climbebletween social (and racial) segregation and
intergenerational immobility in ‘residual welfarmages’. See also Cutler and Glaeser (1997) foretffiest of
racial seggregation. Sethi and Somanathan (2008 ¢o different conclusions — they show that racial
segregation may also occur in situations with isssme inequality between racial groups. Bjorklamdl Jantti
(1997) have compared intergenerational income ritpliil Sweden and the US.

37 Atkinson (1995a, 1995b, and 1997).

% Freeman (1995) has argued that welfare statesyatems. Pierson (1994) has elaborated upon theoideath
dependency. He shows how the Reagan and Thatch@niattations in the US en UK in the 1980s were
restricted in their capability to implement drastielfare state reforms.
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rising income disparities in the future if economgiowth in Africa doesn’t pick up (Sala-i-
Martin 2002). Dollar and Kraaij (2004) in a crogsson with 137 countries found clear
evidence that increased international trade doebkane an impact on the income distribution
— both as measured through the GINI coefficient #rel income share of the poorest 20
percent of the population. Their conclusion is gdfal one: ‘the poorest on average benefit
from internationalization’. This seems like tellisgmeone that the ‘glass is half full’, while
the other person may perceive the ‘glass to be dmalfty’. Indeed, later studies have been
more scepticalThe World Bank in its World Development Report 2G66reviewing the
literature on this subject lists studies that hfaend inequality enhancing effects from the
opening up of countries to international trade. Amel WDR also refers to empirical data from
East and South East Asia, including China, Indid Rossia, indicating that income inequality
has risen dramatically during the 1990s (World B26K5). The WDR points to studies that
have found that the growth elasticity of povertgtuetion is inversely related to initial income
inequality. This means that countries with a higitial income inequality — such as Brazil and
South Africa, both with GINI coefficients close @6 — would find no effect from higher
economic growth in terms of a lower number of hbwad#s below the poverty line (World
Bank 2005)° These results are consistent with findings from alopa (2005) for India,
Ravaillon and Chen (2007) for China, and Chaudand Ravaillon (2007) for China and
India. Topalova finds that the reduction of povdrtthe rural Indian areas — that were most
exposed to the opening up to international tradeas-been less than it could have been in a
situation where the opening up had not occurre@. dithor advocates additional policies to
redistribute some of the gains from the winnerthtlosers (Topalova 200%)Ravaillon and
Chen, likewise, find that external trade has notdiged the poor much. Moreover, provinces
where income inequality was relatively high saw lgest impact from economic growth on
poverty. Chaudhuri and Ravaillon (2007) make aimitbn between ‘good and bad
inequalities’. Their argument is that most of thedualities in the previous decades in China
and India have been growth enhancing. However,ualé@ees that inhibit the access of the
poor to economic resources, that lead to corrupéind social exclusion, pose a risk for
economic growth in the near future (Chaudhuri armvailon 2007). Besley and Burgess
(2003) make an interesting observation in notiray the growth rate that would be required to
reduce the number of poor in sub-Saharan Africd Wwid percent, would be 28 times the
historic average GDP growth rate for that regiind if we still need to be further convinced
to be cautious about the ‘trickle down’ effect ohde and economic growth on poverty
reduction, we can turn to recent work from Kakwand Son. First, Kakwani and Son have
recalculated the poverty headcount index that ésl s the writings of the World Bank. The
index should not stand at 1.08 USD but at 1.50 USI@hen measured according to the
standards that have been set by the World Barnlk ifd@s would have a large upward effect
on the headcount (Kakwani and Son 20B&econd, Son and Kakwani have constructed a
new measuf® — ‘pro-poor growth’ — to capture the impact of remic growth on the poor.
Pro-poor growth is economic growth that benefits ploor proportionally more than the non-
poor. The authors find that in less than 50 peroéithe growth spells in their data set (237
growth spells for 80 countries), growth was benefifor the poor (Son and Kakwani 2006b).

%9 Barro (1999) finds a similar result. However, figilautes this to the Kuznets curve that prediotsidw-
income countries at first a rising inequality agsult of economic growth, and subsequently in aenaolvanged
stage of economic development, a narrowing of iredisparities.

0 Without further elaborating upon it we just mentian article from Kapur Mehta and Sjah (2003) tigals
that various public and private programmes so éaethad a limited impact on the ultra-poor (“destit) in

India.

“1 See also Wade (2003) who — from interpreting théssics in an alternative way — observes widemitgme
disparities and increasing poverty across the glblesfurther argues that there is much politicglbidin
statistics.

2 Datt and Ravaillon (1992) provide a decompositibgrowth and distribution effects on poverty retioc in
Brazil and India in the 1980s. Their article cohihce be interpreted as a forerunner of Son aneviails.
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3.3.2 Old age pensions

Poverty reduction

In industrialized countries pension arrangementsometimes in combination with social
assistance schemes — tend to be effective in #airto lift the elderly above the poverty
threshold. Table 10 in the Annex Il illustratessthlrherefore it is not too surprising that few
economic studies have addressed this issue.

The picture in developing countries is differenth&ke pension systems are in place they are
largely effective for those, who are covered. Inwodret al. (2006) observe for Brazil that the
the old-age pension scheme has a regressive natweee are, however, schemes that target
low-income families and these do have an effe¢tims of diminishing the GINI coefficient.
The rural social assistance pensions cut the incielef destitution among poor older people
by 95 percent according to Bertranou et al. (2004).

In South Africa account was taken of gender roteshe extension of the old age pension
programme. It turned out that pension benefitqaiild tofemalerecipients, were far more
successful in improving the health and nutritiortloldren, especially girls (Duflo 2000).

Risk reduction and attitudes towards risk

DC schemes incur an investment risk on participathiat is the risk that the value of the
financial assets will be insufficient to allow far lifetime flow of incomé?® Lachance and
Mitchell (2003) point out that this investment riskindividual account schemes necessitates
guarantees by the state — assuming its role dfirtheguarantor’ — that may imply substantial
costs? Correspondingly, drawing upon financial marketad&tom the United Kingdom,
United States, Germany, Italy and France, Burfteses that “... the empirical magnitude of
retirement risk is almost certainly larger than Wole tolerated in rich democracies”
(Burtless (2003 p. 354).

Feldstein and Ranguelova (2001), however, arguestnang accrual rates under a pure DC
scheme would be substantially lower than contridsutiates under a PAYG DB scheme. The
risk that beneficiaries in the DC scheme would irectess benefits is perceived by them to be
small — this risk could be further reduced by ustngiixed system. This view is shared by
Nataraj and Shoven (2003) who find on the basishebretical modelling that a two-tier
programme with substantial individual account cormgad is utility maximising even for
highly risk-averse participants. Bogomolova et (2D06) propose such a programme for a
developing country like Uganda. In their view tlsuld reduce pension expenditures to the
same extent as under a pure DC scheme, while pngvidgher average replacement rates.
And Clark (2004) points to governance as a mearfartber reduce the risk of a multi-tier
arrangement.

Two caveats could be entered here — to illustraterevacademic assumptions fall short from
practice. First, political considerations sometirogerrule prudence. This is when people are
ill-advised to leave one scheme for another. In dgéuy, actually half of the labour force
voluntarily joined the new multi-pillar system (Rac & Vitta, 2001). However, according to
Rocha and Vitta the new system was ‘oversold’ derelvorkers who would be better off in
the old system joined the new system as well.

And second, people are not neutral in their attittavards risk. Miles and Cerny (2006) and
Rooij et al. (2007) discuss attitudes towards déffic pension arrangements — risk aversion is
an important factor in this respect. Individual qmrs differ in their degree of risk
tolerance/aversion which in turn relates to thewaricial expertise. This leads Rooij et al.
(2007) to conclude that individual pension plans mot a good idea. Davidoff et al. (2005)
and Disney (2000) support this with empirical evide For example, Davidoff finds that
pensioners with individual plans in the United &sato not themselves opt for annuities —
which would be a rational thing to do. In steadsthpensioners prefer a lump sum amount at

3 In World Bank 1994, Chapter 4, the risks assodiatith either DB or DC plans are discussed.
* See also Heller (1998).
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the time of retirement. Risk-aversion entails thahove from a DB to a DC plan — all other
things neutral — leads to a welfare loss for (felfypensioners.

Social stability

Barrientos (2006) provides examples where socalsfier programmes were implemented
with a view to counteracting real or perceived #iseof social unrest. The Bono Solidario
programme has been used as a means to gain puppors for a privatization of the utilities.
The promise was that a pension fund would be utgiitalized and funded from the proceeds
of the sale of the assets of the utilities companidowever, when the privatization was
accomplished the government defaulted on its presnidot until a new government was
installed, and after lots of public pressure, thegion fund was established.

3.3.3 Sickness and Disability Insurance

In developing countries the targeted social trangfegrammes are the most cost effective
ones with respect to poverty reductfGrSoares et al. (2006) have studied the impact of
several cash transfer programmes in Brazil. Usaumemetric techniques, the authors single-
out the effect of the (means tested) cash trarmsfegramme for disabled and elderly from
other sources of (transfer) income. Whereas otberaktransfers — often earnings related
schemes — are rather expensive in performing thdistribution airf®, the means tested cash
benefit programme appears cost-effective. The pragre is found to be responsible for one
third of the reduction in the GINI coefficient ihd period 1994-2004. The joint impact of
retirement funds (earnings related) and pensidasréte) and the cash benefit programmes is
a reduction of the poverty rate with 7 percentagets (from 38 to 31 percent) and the
programmes are also effective in targeting theeexér poor households: here also a reduction
of 7 percentage points is achieved.

Samson et al. (2004) find a significant impacthaf earlier mentioned grants in South Africa.
Cash transfers appear to be more effective thaer atcial programmes. And it is important
that measures are well-targeted. The take-up dfigability grant in South Africa is estimated
at 36 percent (Samson et al. 2004). The variousisassistance grants reduce the number of
households below the poverty line 8.4 percent. Thiderstates its impact: the poverty gap is
reduced as much as 22 percent (Samson et al. 2004).

3.3.4 Unemployment Insurance and Social Assistance
In the OECD countries, income redistribution pragnaes have a significant impact not only
on the point-in-time poverty rates, but also onpkesistence of poverty (OECD 2001). It has
been observed that the more extensive Europearareettates are far more successful in
reducing poverty and income inequality than the fgEnerous welfare states, like for example
those of the United States and United Kingdom (Qiclet al. 2004). De Neubourg et al.
(forthcoming) critically review and compare a sédelcgroup of western welfare states with
respect to the performance of their targeted s@ssistance programmes. De Neubourg et al.
also emphasise the effectiveness of the contindfwabpean social protection system in
reducing the duration as well as incidence of pgvever the life cycle. The poverty reduction
effect is mainly due to the high level of incomeistribution, whereas SA programmes only
play a modest role in the extensive European welfates. Other programmes already
provide an effective safety negéforeSA is turned to, while in the United States (aggblso in
the United Kingdom) SA plays a larger role in pdyeeduction as the preceding safety net is
less effective in lifting individuals out of povegrt

> This does not necessarily mean targeting excllysiwe people with disabilities — this may be ditficin
developing countries given administrative complesit Mitral (2006) has therefore argued to makeioth
transfer schemes “disability inclusive”.

“If at all: earnings related old age pension scleeamel other sources of income — such as intexst fr
government bonds — is found to ‘replicate’ or irg®e existing inequalities.
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The poverty reducing role has also been importatihé Middle and East European countries
during and after the transition. Although poverguction has not been the direct objective of
the introduced Ul systems in Poland and Hungaspeetively 3.2 and 4.1 percent of the total
population was pulled out of poverty due to theddhemes (Vodopevic et al. 2005). The
success was limited in other transition countrigs @ low coverage and relatively low benefit

levels (Vodopevic and Raju 2002). Cerami (2005)agrthat social transfers have reduced
inequality and poverty, yet also points to anothiefated positive effect of the introduced

programmes in transition countries. SA helped tuce the individual costs of transition and

facilitated its acceptance. As such, SA recombithedcommunist heritage of a high value of

solidarity with the need to fight poverty. SA hdeerefore contributed to social cohesion,

economic stabilisation and the democratisationgssdtself.

Critical views have pointed however, to the advedtgaamic effects. Fortin et al. (2004)
analyses the impact of welfare benefits on theaweliependence in Canada. The increase in
welfare spell causes depreciation of human capidallas (1997) even argues that the
provision of Ul in itself already reduces the inttem to accumulate human capital in order to
ascertain income security. The consequent increaske supply of low skilled indirectly
causes high unemployment among the low skilledtheamore, the induced risky behaviour
by Ul and related potential reduction in produdjivieduces the demand for the lower skilled
(Phelps 1994). The employability of the lower "dliwill therefore decrease and they become
trapped in the lower end of the income distributidhe disincentives — which have been
described in the preceding chapter — thereforeadase Ul to have a negative, dynamic effect
on poverty and inequality (Fortin et al. 2004).

The poverty impact in developing countries is higarglated to the institutional capacity and
the effectiveness of targeting. This is well ilhased by the conditional cash transfers in
Mexico, the ‘Oportunidades’. Transfers up to arods@® USD are given to selected families
conditional on school attendance and regular visithealth clinics. An expansion of the
programme in urban areas would have no effect menpg as Freije et al. (2005) find. This
suggests that the targeting of beneficiaries ifentve. However, eliminating the programme
in the rural areas would increase poverty with ge@centage points, while doubling of the
benefits would reduce poverty with 7 percentagensoiThe authors have simulated perfect
targeting and find that poverty would fall with ar@ 2.6 percentage points in both areas.
Doubling the benefits would further reduce urbam auaral poverty with around 1.6 and
around 9.6 percentage points respectively (Freige. 005).

The intensive CFPR/TUP programme in Bangladeshiomad earlier as well points towards
better social inclusion of the participants, bigoalalthough to a lesser extent, of the non-
selected ultra poor. The participants in additieparted to be more confident (around 9
percentage points) that villagers or neighbours lvdease them land 3 years after the
introduction of the programme. The programme, iditlg social awareness programmes and
mobilisation of local elites, has an overall so@gmpact favouring economic as well as social
inclusion and wellbeing (Rabbani et al. 2006). Slatt al. (2006) are a little more sceptical
about cash transfers in low-income countries. Tis&re often is too small to make a
significant difference (Slater et al. 2006).

The rather unique Chilean Ul system so far haspnotided a safety net for the poor. The
conditions set in combination with the developiadur market have caused the system to
protect primarily the formal workers with good gtyljobs and stable, long-term contracts.
This implies that a large share of workers is ifisigntly covered. The vast majority of the
unemployed, especially the long term unemployed|, nat benefit at all, or receive only
minimal benefits as only a small proportion is atldeom the solidarity fund (Sehnburg

*" The latter effect is only a partial equilibriunfesft. The role it plays in the overall poverty retion effect
depends on several factor, among which the sizisofcentive effects and the design and featurdiseof
programme in question.
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2004). The Chilean system therefore fails to guaenhe poor full income protection and
hence has a limited effect on poverty reduction.

3.3.5 Active Labour Market Policies
Arjona et al. (2001) promote ‘active spending’ ndl@r to make social protection programmes
more efficient and effective. ALMP raises the in@sof those targeted and hence reduces
poverty and stimulates social inclusion. Althougheo studies support the positive income
effects for the lower skilled participafftsthe emphasis in Arjona et al. on targeting is
important. Boone and Van Ours (2004) stress tHecdlify of targeting those individuals and
households that are most in need. Vodopevic and 2802) even argue that ALMPs tend to
favour the middleclass. This, however, would beasgument to supplement ALMPs with
other social security programmes.

Samson et al. (2001) likewise have emphasized iig@ortance of targeting of support
transfers in developing countries, in their casatls@frica. Workfare programmes in South
Africa would reduce poverty but not sufficientlyn particular child headed households, the
disabled, women and skip-generation householdsdwvoelinsufficiently reached. Samson et
al. actually argue that the introduction of a warkf programme could intensify poverty.
McCord (2004), researching public works programrimegwo provinces in South Africa,
found no impact in terms of poverty reduction. Thiscording to her, was mainly because the
dual objectives of these programmes tend to hathpareffectiveness.

As to India, an important contribution has been endg an analysis of the Employment
Guarantee Programme (EGP) in Maharashta. Imai §20@8 only empirically studied
poverty-in-time, but also long term, transient ptyeeffects. The EGP provided unskilled
manual work to all that wanted to work at a relelyvlow piece-wage rate. The programme
had significant protective effects, in particular those individuals and households that were
close to the poverty line. For others, sufferingese poverty, the programme had little impact.
In an overall assessment, Imai concludes thatrigramme did reduce long term poverty and
provided insurance against an income shortfall (2083).

3.4 Macroeconomic impacts

3.4.1 Internationalization, technological change and siee of the Welfare State
The macroeconomic impact of welfare state arrangéman general, and social transfer
schemes in particular, lies first and foremost hie tthannelling of exogenous economic
developments. Social transfer arrangements allmm@uies to absorb thraw consequences
of macroeconomic shocks, such as the opening upgemational trade, technological change,
and ageing. In this respect, social transfer scbesaeeve to facilitate economic adjustment
processes. This implies that it would be a serioustake to view social protection as
something that can only be established when theosmi restructuring process has been
completed and economic growth has provided the tmmsé Slicing the cakés an important
precondition — it is not a coincidence that welfat@ate arrangements emerged in the
industrialized countries at the same time wherirttiestrialization process acceleraféd.

The welfare state debate in the industrialized toes

Rodrik (1998) has found evidence that in open egoes (in terms of international trade) the
share of government expenditure in GDP tends toldoge and explains this from a
government role to ‘insulate’ employment from ertdr shocks. Moreover, government
spending on social protection is the crucial vdeatiRodrik 1998). Sengenberger (2005)

“8 See for example Ford (2003) and Banks (2005).
9 For example, Eichengreen (1994) has illustratedrttportance of institution building — includingeth
establishment of welfare state arrangements —eiictiropean countries in the post-WWII decades.
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argues that it is no coincidence that the most dpgmopean economies are at the same time
the ones with the most extensive welfare statangenments.

Widening earnings differentials in a number of istlialized countries have been attributed to
internationalization and technological chané.However, there are major differences
between various countries as to the extent to wiigh trend has materialized. Wage
differentials in Germany and Sweden, for exampéeelremained relatively constant over the
past decades. Gottschalk and Smeeding (1997) fthatdnstitutional constraints on wages
are an important variable in this respect. Thisliespthat there is a ‘capacity to act’ for
national governments. Canoy and Smith (2006) e&tbanpon this argument, emphasizing —
like for example Sapir (2005) and De Groot et @D04), but unlike Tanzi (2002) — that
countries do not face a trade-off between efficjegnad equity. Income redistribution (through
the social security system) does not necessardy o lower participation and higher
unemployment as long as countries supplement fit agtive labour market policies (De Groot
et al. 2004). Tanzi (2002) claims that increasasgdompetitition will force countries to scale
down their Welfare State arrangements. Tanzi egesahe residual Welfare State with a
further private social insurance market as theréutnodel. Canoy and Smith (2006), however,
see open market policies and the social model esfwuinicating vessels’. In their view
countries can reconcile sound macroeconomic pedoce with sustainable social models.
Moreover, open market policies could not be sudakessthout adequate social arrangements
that serve to absorb the consequences of these ga@nemarket policies (Canoy and Smith
2006).

Figure 2: the famous trade-off between social expéiture and economic performance
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%0 Acemoglu (2003) provides a different explanatioausing on the impact of wage compressing laboukena
institutions (union wage bargaining and legal mimimwage setting) — we will not elaborate upon ihithis

*L Kijima (2006) takes this debate to the develogiagntries’ scene and argues for India that widemiage
disparities have not been due to internationabizaltiut to increases in the return to skills. Chdragwala
(2006) adds a gender component to the debatenatienalisation in less skilled manufacturing huvtsmen in
particular, whereas the outsourcing of skilled e to India benefits both the educated men andewmo
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Economic performance

10

Figure 2 reveals the trade-off that would existwsetn social expenditure and economic
performancé? One could infer from the figure a small negatiemmection between public
social expenditure and economic performance.

However as figure 3 reveals, this trade-off disappevhen we measure social expenditure,
including private social transfers and tax alloweséor social purposes — using the OECD
social expenditure database. The picture then besane of countries that combine sound
economic performances with generous social tramsfangements (either public or private).

Figure 3: net totalsocial expenditure and economic performance — noatde-off
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Developing countries

The size of the welfare state developing countriess not a much debated topic in the
literature. This, no doubt, is related to the enghan these countries on informal kinds of
social protection — for example within the extendemlisehold or in small communities.
Moreover, there is a fear that establishing sotiahsfer schemes will do harm to the
international competitiveness. Developing countargue that social transfer programmes are
unaffordable for them until a higher level of econo welfare has been attained. These
countries, hence, would not want to sacrifice theérceived comparative advantages.
Ironically, the same arguments have been voicdbarindustrialized countries. Welfare state
retrenchment has often been justified with the axgut that competition from low labour cost
countries does not permit them to advance or evaintain their labour and social standards
(Sengenberger 2005).

Now, one can wonder whether there is a way out fndrat seems to be@atch-22situation.
One line of reasoning refers to what is known as'titickle down’ argument. The opening up
of developing countries to international trade vinitrease economic growth, the argument
goes>® And an increase in growth rates will on averagel I proportionate increases in the
incomes of the poor. (Dollar and Kraaij 2004). o Kakwani (2006b) have challenged the
Dollar and Kraaij argument. Their results do ngiart a conclusion that openness to trade is

*2 The indicator for economic performance has be&uksted from a combination of labour force papation
rates, the unemployment rate and the per capitatijnate of GDP, using the figures from table A&x).
%3 This might be just circumstantial evidence, butif#o(2006) observes that the opening to intermetio
markets has not lead to accelerated economic gramdtfull employment in South Africa.
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good for economic growth. Moreover, openness tdetrdoes not lead to pro-poor economic
growth (Son and Kakwani 2006b).

This would support a view that active governmetgriierence is required in order to allow the
poor to benefit from the gains of internationalizat Several recent ILO studies have pointed
out that low-income countries can afford sociahsfar schemes (Pal et al. 2005, Gassmann
and Behrendt 2006, Mizunoya et al. 2006, Behrendttéagemejer 2006). During a transition
phase, funding from international donors would egquired but afterwards the programmes
would be self-sustainable. Townsend (2006) alsaewdor international sponsoring. Funding
explicitly formulated social transfer programmesynadso help to achieve what Collier and
Dollar (2004) have labelled: a poverty efficientoahtion of donor resources. Barrientos
(2006) argues that this international involvementiconsequence of a high share of poor
households in low-income countries which generatesather narrow base for domestic
revenue raising. Barrientos argues for introdusiogal protection programmes in developing
countries as these would serve to overcome whatalis the ‘low income — low social
protection trap’. This means that countries ara ivicious circle where people work in the
informal sector and do not contribute in formal iabdransfer schemes. These schemes
subsequently do not have sufficient resourcesauige a broad coverage (Barrientos 2006).

Data restrictions make it difficult to research theks between social expenditure and
economic performances in developing countries. @ichnd Scholz (2006) ran a series of
regressions on available cross-country statistm® the ILO and World Bank with promising
results. First, aggregate social expenditure iscoatelated with the level and growth rate of
GDP. Second, for a number of non-OECD countriesatitbors found a correlation between
per capita health expenditure and labour produgtper hour (Cichon and Scholz 2006).

Figure 4 reveals a similar trade-off like in figu2e- now for selected developing countries. At
first sight one would infer from the figure thatrade-off exists.

Figure 4: social expenditure and economic performare in selected developing countries
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However, when we plot public expenditure againsbtlaer performance indicator (labour
market performance), and when we combine developingtries and industrialized countries
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it again appears that it is possible to have bagh btandards of social protection and sound
economic performances. This has been done in figure

Figure 5: there is no trade-off between social expeiture and labour market
performance™
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3.4.2 Old age pensions
The macroeconomic function of pension schemespliedominantly in their channelling of
the economic impact of ageing. Differences in pgm&cheme design then matter, as these
differences lead to more or less tempering of mygeict of ageing on economic variables. This
section discusses three of these channels.

The impact of ageing on savings and economic growth

Ageing in the short run tends to drive up savinghgreas in the longer run there will be a
depressing impact on savings — this is when thgelpost WWII cohorts pass their retirement age
(Broer 1999). Elmendorf et al. (2000) when lookintp the optimal saving response to ageing,
find two contradicting effects on ageing in the tddi States. On the one hand, ageing raises
future demand providing an incentive to save moday. On the other hand, ageing exerts a
downward pressure on the rate of return from saamdjtherewith lowers the attractiveness of
savings. The authors conclude in light of this ajulty that to continue the current savings
pattern would cause the future generation to leabtirden (EImendorf et al. 2000).

There has been some debate as to the impact oesihtates. One would expect interest rates
to fall at the time when large numbers of pensisrsart to convert their financial assets into
cash. But, as ageing does not take place at thee same around the world the
internationalization of capital flows would providen outlet (Turner et al. 1998). It is
interesting to note that this contradicts the viefk$emberton (1999) and Pemberton et al.
(2000). These authors argue that internationalrdoration of pension policies would ease the
trade-off that the authors perceive between incoedestribution and savings. The idea is that
countries cannot act on an individual basis withcausing a fall in pension wealth due to

** The indicator for labour market performance isl#i®ur force participation rate in the numeratd ¢he
unemployment rate in the denominator. It is a ciind&ator but sensitivity analyses with alternatindicators
would not lead to a completely different picture.

34



reduced savings. When countries combine their effmwever, this would lead to reduced
saving on a global scale and then interest rategdatse, offsetting the fall in pension wealth
(Pemberton 1999).

It has been argued that public PAYG pension schetnesd-out private savings (Disney
2000, Bottazzi et al. 2006, Krueger and Kubler 20@8sney (2000) for example finds that
public pension systems in the past have led todagmgs. Attanasio and Rohwedder (2003)
support this view for the United Kingdom — howeutiese authors differentiate between flat
rate pensions which do not have a significant impa@ed earnings-related pensions which are
shown by them to have a high substitution elagtieitth private savings. Hence, in the
coming decades countries with DB schemes wouldrsgenational savings falling more than
countries with DC plans. Diamond (2006) on the othand, argues that shifts to funded
schemes do not necessarily contribute to naticmahgs — the extent to which this is the case
depends on accounting rules, transition costs aedating expenses. Moreover, Lambrecht et
al. (2005) come to some interesting results. Tlaedhors take the discussion on saving and
investment a little outside the mainstream and tadaunt of the income prospects of current
children during their future adulthood — as Lamhbteet al. argue, this is an element in the
utility function of current parents. It follows thpublic pensions reduce savings but increase
investment in human capital for parents that fageidity constrains. Apparently the parents
do not perceive the need to save themselves far plemsion and now use the available
resources to invest in the human capital of thigiideen.

Empirical evidence from the developing countriesdarce. In their study on the 1996 pension
reform in Bolivia which replaced the public PAYGhstne with a private managed defined
contributions plan, Mackenzie et al. (2001) coneltieht this did not result in higher savings.

It seems fair to conclude from the available litera that the effect of public pensions on
investment (savings) and on economic growth istimat clear-cut and neither is the effect of
ageing itself.

The impact of ageing on labour participation, wagasd employment

As outlined earlier, public DB pension schemes detsour participation according to most of
the reviewed studies. This was for example foundefarly retirement in the United States
(Bingley and Lanot 2004, Powers and Neumark 2083je United Kingdom (Blundell et al.
2002, Disney and Smith 2002), and in a number lbéoOECD countries (Duval 2003). All
these studies refer to the participation of olderkers. However, with regard to prime-age
individuals in lower income groups Posel et al.0@0have observed the opposite in South
Africa where the social pensions allow grandmothersupport grand children so that the
mothers could migrate to work.

Burniaux et al. (2004) suggest that possible labmarket reforms targeting prime-age
workers and youth need to raise or at least ssabdiverage participation rates in OECD
countries over the next 25 years. In line with thééake and Mayhew (2006) argue that
demographic pressure makes measures to increaseipadion among older people and
immigration inevitable in order to maintain the mamt benefit levels — although prudent
economic management could serve to ease some opremsure. The introduction of
individual accounts in pension schemes could helpatse labour force participation rates
among elder workers (Lindbeck and Persson 2004 steh 2006).

The impact of ageing on the tax base

Concerns as to the financial sustainability of wkedi benefit PAYG schemes have led a great
number of academics and policymakers to advocatsige reform. This is not restricted to
the industrialized countri€s.For China, for example, Li and Hatton (2004) andnd et al.

% Schwartz (2006) provides examples for a numbeiestloping countries.
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3.4.3

3.4.4

(2004) advocate the transition to a multi-pillastgyn. Wang et al. suggest financing this
transition out of VAT revenues (Wang et al. 2004).

Mixed ‘multi-tier’ systems or notional defined caobution (NDC) schemes, however, may
not solve the fiscal pressure. Agulnik et al. (208dpect that the pension reform in the United
Kingdom towards a sort of three-pillar system viill fact marginally increase the tax rise
needed to ensure intertemporal solvency, and kligldrsen generational imbalances. For the
401(k) investment plans in the United States, Sakwand Skinner (2004) point to substantial
administrative and operating costs. In this conf@@mond and Orszag (2005) argue that a
combination of modest benefit reductions and reedanareases would be sufficient to restore
the financial health of Social Security in the @ditStates.

Sinn (2005) goes one step further in addressinghdes to secure the future tax base. He
basically proposes to introduce an additional epédsion pillar, supplementing the existing
public PAYG pillar and the private savings schem@sly households that raise children
would be eligible. Moreover, the child-pension slddae on a PAYG basis, according to Sinn.
The reason for this is that people who raise childsffer a future asset to society and hence it
is justified that society co-finances this investine

Sickness and Disability Insurance

The literature on the macroeconomic impact of CHesoes is rather scarce. This may be
surprising as it can be argued that ageing anchtdogical developments do have an impact
in terms of increased ‘depreciation of human céipitaAutor and Duggan (2006) have studied
the causes of the rapid increase, during the 1886s1990s, in DI enrolment in the United
States. Apart from the static impact of loosenedesting, described in section 2.1, the authors
also describe another — dynamic — channel: theed@ser in replacement rates has been the
consequence not of some legislative decision, torh fthe interaction between the benefit
formula and the growth of earnings inequality i tHS economy. And a third factor that
contributed to the rise in DI benefit claimantsading to Autor and Duggan has been the rise
in female labour force participation. This fact@ashalso been mentioned in several studies for
other countries (for example OECD 2003).

Gertler and Gruber in their article on insurancaimgt health risks for low-income households
in Indonesia, conclude that “[tlhere are nontrivealsts to the Indonesian economy from
incomplete insurance.” (Gertler and Gruber 2002)

Unemployment Insurance and Social Assistance

The income support programmes in various Europeelfaié States have been accused to
contribute to the persistency of unemployment inoga. The argument is that the increase in
welfare spell causes a depreciation of human dapier time and renders the unemployed,
often low skilled workers, less employable and puiive (Fortin et al. 2004). Economic
downfalls and macroeconomic shocks further aggeatfas (Blanchard and Wolfers 2009).

Another strand of theorists views Ul and SA prograa as automatic stabilisers, assuring the
stabilisation of consumption. Scholz (2005), foample, refers to the stimulation of mass
consumption, triggering output and growth as a magiionale for introducing income
support mechanisms. Again another argument em@sade opportunity to ‘buy out’ less

*® The concept ‘depreciation of human capital’ isivt from Scholz (2005).

" There are many articles written with respect ®effect of Ul on unemployment rates. In geneta, t
evidence tends to be in favour of higher UE dudltdSee for example, Vodopevic and Raju’s review on
income support systems for the unemployed (200@vever, Auer (2007) as well as Spieza (2000) atigae
the evidence is rather inconclusive and more natfmuld be made of ALMP and design features.

%8 Their argument is close to the Lindbeck and Sndd@88) ‘hysteresis argument’.
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productive workers and replace these with more ymtide labour. These income transfer
schemes would in this view enhance economic gramthallow for the required restructuring
of the labour market (ILO 2005). Winter-Ebmer (2P@®ds evidence for the incentive to
firms to replace high-tenured, relatively expensiakers in Austria. Both programmes (Ul
and SA) can also indirectly help to absorb refoemd shocks. Cerami (2005) in this respect
credits the introduction of social assistance durthe transition in Eastern European
countries. The introduction of income support aintedcompensate for the negative side-
effects of reforms and therefore enhanced the itnesty for the market oriented reforms and
the stabilisation of transition.

It has been argued that Ul — through subsidizingestime off work — induces a better job
search (Holmlund 1997). Acemoglu and Shimer (2@3@) a quantitative model to investigate
this positive incentive in the United States. Thiading is that the improvement in job
composition and increase in more productive jolmspEnsates for distorting search incentives
and the increase in unemployment. A moderate iser@a Ul from its current level in the
United States would raise output and improve ecaonaisk taking (Acemoglu and Shimer
2000). Several other studies also find improvedtamiag’ and the related positive effect on
productivity>® Sanchez-Paramo (2002) provides evidence for intieggbr welfare spells, but
better matching jobs and an increase in jobs impthete sector, due to the Ul system in the
Slovak Republic. However, Van Ours and Vodopevie0@ and Addison and Blackburn
(2000) both find no significant effect on improvieth quality or stability, nor do these authors
find any effect on post-employment earnings in 8foa and the United States respectively.
According to modelling results of Cunningham (2Q0Me Brazilian Ul system also didn't
enhance better job matching or higher quality jolos,did she find any increase in net wages.
The increase in Ul benefits in 1994 didn’t increésenal sector attachment, yet stimulated
self-employment among the male recipients. The wgjgests to have provided the needed
extra capital to investment in economic initiativas well as, so argues Cunningham, does
this development suggest that participation initii@mal sector is not an inferior choice.

Most developing countries suffer from imperfectitapnarkets that prevent borrowing by the
poor. The absence of credit requires inefficientd acostly consumption smoothing
mechanisms and restraines the poor to invest idustive assets like education and health
(Chetty and Looney 2006). The simulated increasedome due to the Basic Income Grant in
South Africa for example stimulates further prodeetconsumption and economic activity,
which indirectly favours employment and productivéind has a significant effect on output
(Samson et al. 2002). Adams and Kebede (2005)estuitiie cash transfer programmes in
Ethiopia and report increased access to socialcesivhigher circulation of cash, increased
competition and local trade. Overall, the programinave had a boosting effect for the rural
economy. Recent studies support the evidence opdbiive effects of income transfers in
developing countries in terms of productivity amdwgth. Especially the benefits with respect
of increased school attendance and improvemenealtth conditions are proved in different
countrie&’,

An interest study has been conducted in South &fiicthis respect. Samson et al. (2004)
provide evidence that social assistance expenditurBouth Africa promotes investment,
economic growth and job creation, and that thepemrditures improve the trade balance. This
result is derived from the composition of househmtgenditure over the income distribution.
Low-income households spend more on domestic gandsservices — hence an increase in
their income will favour the domestic industriessécond important channel is the impact on
education — in particular the education of girlhisTleads to a much more productive labour

%9 See also the studies done by Tatsiramos (2006)aninon and Zilibotti (1997), the latter also estite a
positive effect on wages.

0 Mentioning them all would be beyond the scopehisf paper. Interesting are the studies done byeFeeil.
(2005), Morley and Coady (2003), Rabbani et al0o@Gnd Schubert (2005).
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3.4.5

force and a higher GDP growth rdteSamson et al. (2004) provide empirical eviderze t
this is indeed the case for South Africa.

Active Labour Market Policies

As we have elaborated on before, the net employeifémit of ALMPs in OECD countries is
not straight forward (see also Martin and Grubb1)0@helps (1994) however criticizes the
EITC scheme in the US and argues that the subsedueease in labour supply would
suppress wages and indeed have further deteriotia¢edosition of the disadvantaged. Low
wage subsidies, he argues, would yield extra latloumcome and savings in the form of less
welfare expenditure. Ford et al. (2003) supportvigsy; the decrease in income recipients in
Canada and the increase in employment due to tfiS@éiciency Project increased the tax
base. Lise et al. (2005) add that the project atsdributed to lower wages. The effect on
wages should be taken into account in evaluatiegptiotection impact, as well as its impact
on the individuals not covered by the programme.

McCord (2004), in her study of the two public wgskogrammes in South Africa, has not
found much long term effect on economic developménie to their rather short-term,
temporary character the programmes failed to erhancumulation of capital, consumption
smoothing or an increase in consumer demand itotigerun. Employment has also not been
enhanced due to underlying structural economiclprog; labour demand and supply didn’t
correspond to each other. Samson et al. (2001} poithe same problem. Workfare, they
state, is based upon the assumption that thenedeed work. In South Africa there is no
evidence that indeed these ‘uplifting’ jobs exiSason et al. 2001).

The Argentinean ALMP programme mentioned earliet been introduced to compensate the
population for the lost income during the crisis.that sense, although the coverage was
limited, the programme did absorb part of the inedosses the crisis would have caused and
reduced extreme poverty (Ravaillon 2004). The mtieceprogramme ‘Trabajar’ was much
smaller scaled but effective in reaching the pdosegments. In addition, the participants
contributed to useful projects aimed at providirgpeds of value to the poor, e.g. local
infrastructure (Ravaillon 1999). Eisenstadt (1988)eed found evidence that the Trabajar
programme was efficient; the indirect benefits cengated the direct costs and favoured
further economic development. The EGP in India asmulated investment in productive
assets favourable for local development. The EGMaharashta is especially focused upon
measures to minimise the recurrence of droughtgaiSahere is no clear evidence until what
extent these projects have succeeded in shieldadities for (un-)anticipated shocks in India
(Imai 2003).

4 Non-public social security arrangements

4.1 Informal arrangements

41.1

General

Son and Kakwani (2006a) point to the underemploymendeveloping countries. Large
number of individuals who cannot find a job in fbemal sector are somehow active either in
the informal sector or in their households. Bataen(2006) argues that the inflow in the
informal sector and the lack of formal social tf@nschemes are related — people are trapped
in situations of low-income, no opportunities fdillsenhancement and no securities against
adverse income shocks.

There has been a debate as to whether public soarafer schemes crowd-out informal
arrangements, and to what extend that would be rgnnment against formal (public)

®L There is a vast economic literature on this issakiding Aghion and Bolton (1992), Galor and Z«(t92),
Brandolini and Rossi (1996), and Barro (1999).
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arrangements. The following subsections will cothes debate. The conclusion will be that
there is indeed evidence of crowding-out, but tliies not lead to inefficiencies.

4.1.2 Old age pensions
Cox et al. (2003) find for the Philippines eviderafecrowding-out effects — meaning that
introducing a public pension scheme would lead teduction in private income transfers.
This, in turn would render the redistributive oltjee of the public scheme less effective.
Maitra and Ray (2003) and Jensen (2004) draw sinsibaclusions for South Africa. One
rand increase in public pensions leads in Jens&n®@y to 0.25 — 0.30 rand reduction in
income transfers from children living and workingesvhere. However, Jensen also finds that
the income rise that is associated with the intetidn of a pension scheme has no negative
impact — for example on work incentives. Maitra d&aly (2003) find evidence for crowding
out among the poor households, whereas public avat@ pension arrangements appear to be
complements among the non-poor. This leads thewmuastion whether the South African
pension system is sufficiently targeted (Maitra &ay 2003). Jensen and Richter (2004) find
for Russia that a recent crisis in which a largenber of pensioners were not paid for an
extended period of time, led to substantial advdrsalth effects. About one-fifth of the
income loss was compensated for through other ressu
This reverses the picture substantially. Perhapsetlis some crowding-out when public
pension schemes are introduced. However, whenrexigtiblic schemes are abolished or fail
to deliver according to expectations pensionerdared with extreme personal consequences,
and private transfers cannot compensate for that.
Cai et al (2006) find evidence from recent houselpainel data suggesting that low household
pension income tends to be compensated — in p#rtough private income transfers. For
example, for those living at 50 percent of the ptywdine, a one yuan reduction of (pre-
transfer) income leads to a net private per camtasfer of 20 to 26 cents. At the same time,
however, these transfers from private resourcesreficient to cover the shortfalls that
arise with severe pension arrears and low retir¢ineome. One of the conclusions of Cai et
al. is that the introduction of a public pensiomesme does not crowd-out private transfers.
Government could encourage intra-family income dfers through tax measures — however,
as Cai et al. remark, this would not reduce incarequality across families.

4.1.3 Unemployment Insurance and Social Assistance
As to crowding out, Jalan and Ravaillon (1999) fthdt the poorest among rural households
in Southern China are not able to insure themsedgainst adverse shocks through informal
arrangements. The authors further conclude that tkeults strengthen the case, on both
equity and efficiency grounds, for public actionpimvide better insurance in underdeveloped
rural economies (Jalan and Ravaillon 1999).
Klasen and Woolard (2000) found that the absencarmfUl scheme has an impact on
household formation in South Africa. Individualstiwaut a job tend to delay the set up of a
household of their own — sometimes for decades.hbasehold provides an alternative access
to resources for those who cannot draw from a publibenefit. This is reinforced through
the old age pension scheme that awards rather @eneenefits to retire®s often living in
the rural areas. Klasen and Woolard have appligtessions on household survey data and
found that the non-existence of formal insurance &dock-in effect: people are distracted
from urban areas where the chances of finding ajethigher than in rural areas where their
resource base lies. This, as Klasen and Woolardwied, is inefficient.
Winters et al. (2006) have found that the condé@ld®A schemes enabled men to undertake
risky activities and to migrate to more promisiegions in Nicaragua during the coffee crisis.
In absence of these transfers, family and commuigisyand networks dominate. Samson et al.
(2002 and 2004) point towards the informal trarséerd distribution mechanisms that provide
security to relatives and members of the same Isocieommunity network in South Africa.
Their argument is that these remittances deteratitoeimulation of capital and subsequent

%2 See Bertrand et al. (2000)
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productive investment of the sender. Samson ethakefore argue that the provision of
income support would reduce the drain caused byttames and result in more productive
investment and consumption. Caution is needed hemeith respect to potential negative
side-effects of income programmes on these infoan@ngements and community networks
(McCord 2004}

Summarizing the literature on informal arrangemémtdeveloping countries, it is not hard to
conclude that formal social protection programmaperform informal arrangements. Formal
transfer schemes (a) succeed better in targetmgidht groups, (b) have a broader pooling
base, and (c) avoid the lock-in effects that chterae most informal arrangements.

4.2 Market provision of social protection

4.2.1

4.2.2

4.2.3

General

It has been argued that extensive welfare statesnare efficient in the provision of social
insurance. For example, because private insurarméets cannot adequately solve the
adverse selection problem. Probabilities may beradiptable (as in the case of future
inflation in relation to pension insurance), inependent (cyclical downturns in relation to
unemployment insurance), or close to unity (chraniliness in relation to health insurance
and DI schemes). These issues call docial insurance (Barr 1989, 1992). More recent
scholars have pointed out that financial marketsiasurance markets have evolved and have
developed tools to insure some of the mentionediragencies (Bovenberg 2000). This does
not rule out, however, that public schemes tenldatee less administration costs than private
insurance plans. This is because of transactiots ew&l economies of scale. For example, the
administrative costs in the Chilean pension schire multiple of that in public schemes,
such as in Austria or Canada (Gillion et al. 2000).

Old age pensions

The distinction between public pension schemespaivdte pension insurance plans is related
to the distinction between defined benefit andraadicontributions plans and between pay as
you go financing versus funding. Therefore, mosthef studies that deal with public versus

private pension arrangements have been dealt mvitiei previous sections.

Sickness and Disability Insurance

Aarts and De Jong (1997) have taken the issue odlrhazard as a main argument for private
DI schemes. The advantages in terms of a moraesftiprovision outweigh the disadvantages
in terms of higher administrative expenses, acogrth them (Aarts en De Jong 1997).

De Jong and Lindeboom (2004; Swedish Economic jPoReview 11) discuss the
privatisation in the Netherlands after 1996. In4.2&d 1996 in two stages Dutch firms were
made financially responsible for the first 52 mantt sickness benefits and experience rating
was introduced in the employer contributions foe tl scheme. Furthermore, firms were
allowed to opt out of the public DI insurance scheamd act as their own insurers (large
firms) or purchase insurance in the private marRefinal measure in this series was the
introduction of the 2002 Gatekeepers Act. Undes thét both the sick worker and his/her
employer need to keep a record of the activitieth wespect to work-resumption that have
been undertaken during the sickness spell. Thaguislurance organization assesses whether
these activities have been sufficient to allow asde the public DI scheme. Koning and Van
Vuuren (1996) find for the Netherlands that enralime Sickness decreased from 34 percent
in 1996 to 2 to 3 percent after 2000.

83 An earlier study by Cox and Jiminez (1995) simedsthe effects of Ul on private, informal transfershe
Philippines. The estimated crowd out effect wasarkable and significant, which caused the net ireeffect
of the Ul to be very little.
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4.2.4

4.2.5

On the other hand, Bovenberg and Sgrensen (2066 aygainst full insurance through the
private market. Private insurers do not take thereal effects of full DI in to account (the

authors do not stipulate what these externalitiestaut these are not difficult to conceive — for
example health services, transportation costs.eBoyenberg and Sgrensen write that
government faces an incentive to prevent privaseirance companies from fully insuring

disability (Bovenberg and Sgrensen 2006).

Unemployment Insurance and Social Assistance

The literature on private provision of Ul or SA sedies is scarce. There are studies that
review the experiences with government contractingof welfare to work services. In the
United States arrangements exist where the statergment has contracted-out both the
benefit distribution component and the reintegrattomponent to private contractors — for
example in the Wisconsin Works (W2) Scheme. Givee trestrictions we have not been able
to look into this strand of literature.

Active Labour Market Policies

A number of countries have taken the step to pggeaheir public employment service and to
open up the market for job matching and/or reirgégn to work. Services include job
brokerage, the listing of vacancies, skill asses¢spe medical assessments, training
programmes and placement services. The AustratiarNétwork — established in 1997 — was
the first in the world. The Netherlands followed 2602. In several other countries private
provision of reintegration services has been implet@d on an experimental basis — to enable
the public service to learn from these private mters and to enhance the effectiveness and
efficiency of the public service. Examples are Ywited Kingdom, Israel, and the Belgian
region of Flanders. There is a growing literatunetloe experiences with private provision of
job matching and reintegration serviééslowever, time has been too short to be able tggud
whether these initiatives have been successfult ldbghe literature on the Australian Job
Network reports positive results (OECD 2001, Prdisitg Commission 2002, DEWR 2001,
DEWR 2003, Grubb 2003) — although others are moeptscal (Burgess 2003, Cowling and
Mitchell 2003, Considine 2005) who point to thetftéltat the market model requires a large
involvement from the side of the Australian goveeminto make it function proper. Finn
(2005) reviews studies on the British situation ammhcludes that the private providers
succeed in achieving higher placement results tharpublic service. Van de Meerendonk
(2004) has compared the Australian and Dutch modets concludes that the Australian
managed market model has two important advantaggstibe Dutch model. The first is that
the role of the commissioner has been firmly eshbt in the Australian situation. Central
government does the contracting and has learneid tihis in a professional manner. In the
Netherlands the contracting-out is done througlallgovernments (municipalities) and the
social insurance administrative organization (UWVhese organizations — in particular the
municipalities — face more difficulties to develiopo professional commissioners, due to their
smaller scale. The second advantage of the Auwmtratiodel lies in the centralized data
structure, which enables the operation of a sophistd performance benchmark to monitor
the performances of the private providers.

An important conclusion from the available liter&would be that it is indeed possible to
shift the provision of services to private proviglewhile at the same time retaining some
crucial responsibilities — for example, for safemliag the quality of the services provided and
maintaining an unrestricted access to servicedligadvantaged clients — within the public
domain. It is possible, but at the same time itunexp a process of careful engineering.

span — such as in the case of the German HartziRefe have been rather disappointing
(OECD 2006).

% Bruttel (2005) — in German — provides an extensiverview of the available literature.
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5 Conclusions

We will not repeat the extensive arguments thaeHhaeen reviewed above. We will just list a few
common threats that emerge from our review of iteealture. The following points deserve to be
listed as conclusions.

First, apart fromstatic effects — often in terms of expenditure — sociahsfer schemes have
important dynamic effects on economic variables. Some of these diymaiffiects may be in
certain circumstances undesired: like for examm@easimg disincentives to work or to save.
However, there is solid evidence of a multitudedesired, positive effects from social protection
programmes on economic performance. There is ogrtaiore research needed here and there are
also methodological challenges to be taken in aieroperly account for the dynamic effects.

Second, conclusions from the vast literature onlfave state” arrangements in industrialized

countries cannot be translated on a one-to-one bathe developing countries. We have found a
large number of examples where the arguments #iaterto the welfare state impacts in the

OECD area, simply loose their relevance when agpie developing countries. For example,

while large portion of the research done on sdcaisfers in industrialized countries focuses on
alleged work disincentives, the research lookingaaial transfers in developing countries points
to advantageous impacts like easing of credit caims for poor households, enabling these
households to undertake productive investmentsamsdciated risks. And, notwithstanding the

argument that individual saving plans lead to aemmalanced decision to either work or retire —
most studies with respect to developing countéegal that these individual savings plans extract
resources from their more efficient potential aditions.

Third, the views on the economic impact of socialt@ction programmes with respect to the
industrialized countries have converged to theofuithg: some of the “welfare state” institutions
have been responsible for labour market rigidiies] there is evidence that some of the extensive
schemes have ‘overshot’ their objectives — DI sa@®nm a number of OECD countries are
perhaps the most telling example. However, thegesisong consensus among economists that the
social security and sound economic performancebeareconciled — moreover, that the two are
just the opposite sides of the same coin. Soc@lrig is an indispensable part of the instructlona
framework of the well functioning market economypctal security is thus not something that a
country can afford only until has achieved certairel of per capita GPD. It is necessary to be put
in place in order to make sure that sustainable@oic growth will take place.

Fourth, public social transfer programmes are &ffedn their prime aim: lifting the poor to a
higher welfare standard. The more countries spenthese programmes, the better this aim is
met. Informal arrangements or private market canindy replace public schemes — such
arrangement will never be equally effective in mddg poverty and particularly reaching the
poorest.

Market provisioncan sometimes partially substitute public provisiow this requires careful
regulation and other public intervention. The eigeces in advanced economies, where effective
governance conditions prevail, have shown that @vehose countries it is extremely difficult to
set the stage right for private social services.

Fifth, there are solid arguments that low-incomeintdes should implement social transfer
schemes at least at the level of minimum standdBd®d design and sound governance are
important conditions but — if threes conditions et — social transfer schemes are affordable.

Future research agenda

Two gaps emerge from this literature review. Thisra pressing need fatatistical upgrading
with respect to the developing countries. The welf#ate debate in the industrialized parts of the
world emerged from its initial ideological trenchesly when more sophisticated statistics
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allowed for solid research. There is a growing hamof research institutes, such as EPRI in
Cape Town and IPEA in Brazil, which are making imtpot progress in this area but there is need
for more. While there is plenty of research worldeviof different economic impacts of well
established social security provisions, there isy Memited research on economic effects of
extending the coverage to those uncovered, espettial poor and the poorest. The issue of the
social security impacts in developing countriesutthde thus explored further and deeper.
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