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FOREWORD

Social protection systems are pivotal elements in national governance. They
embody the social values of any society. Social protection systems have three
main objectives: to guarantee access to essential goods and services for all
members of a society, to promote active socio-economic security, and to
advance individual and social potential for poverty reduction and societal
development.' Social protection is an investment in the social and economic
development of societies and individuals. It thus not only helps people to cope
with risks and reduces inequalities, but also enables them to develop full
potential for personal growth and meaningful contributions to their societies
throughout their life.

At the same time, social protection systems are huge redistributive mech-
anisms in most economies, often exceeding 30 per cent of gross domestic
product (GDP). Transfers of this magnitude require sound governance and
management, in particular financial governance and economic management.
Indeed, the potential contribution of social protection to individual and societal
development cannot be realized if the resources that a society entrusts to its
social protection system are not managed with utmost care and responsibility.
Too many social protection schemes - albeit well designed — have failed
because their governance and management faif@d.

Recognizing this fact, five years ago the Social Protection Sector of the
International Labour Office (ILO) and the International Social Security
Association (ISSA) embarked jointly on a pioneering endeavour: they set out
to bring together and publish for the first time in the form of a comprehensive
series of technical textbooks — the Quantitative Methods in Social Protection
Series — the skills and techniques that are crucial for the sound financial
management and governance of social protection systems and individual
schemes (ranging from short-term benefit schemes to health care and pensions,
as well as social assistance, anti-poverty benefits, universal benefits and
community-based schemes).

! Bonilla Garcia and Gruat (2003},




Foreword

his volume is the fifth in the series. The four already published are:

ctuarial mathematics of social security pensions (1999)

o  Modelling in health care finance: A compendium of quantitative technigues
for health care financing (1999)

e Social budgeting (2000)
e Actuarial practice in social security (2002)

A sixth volume, dealing with social security statistics, is in preparation.

The present volume occupies a central place in the series. It is an
overarching compendium that incorporates salient elements of the other
volumes and deals with economic, fiscal, financing, financial market and
financial governance aspects of alternative policy choices for the financing of
social protection. Each society develops its own overall concept of social
protection, determined by its value system and its economic and fiscal
capacities. This book shows how resources can be found and managed to
finance transfers that can help to alleviate income insecurity and poverty in the
context of a national concept of social protection. It assists the reader to analyse
the economic, fiscal and financial consequences of alternative social protection
financing systems. Unlike the other volumes, which were written chiefly for
quantitative specialists (actuaries, financial analysts and quantitative econo-
mists), this book is also meant for a wider audience of social protection policy
analysts and planners. The ILO and ISSA are convinced that a basic
understanding of sound financial governance and planning must be part of
the professional education of all social protection planners.

Financing social protection 1s thus a compromise between a textbook for
analysts and a compendium of concepts for policy planners and decision-makers.
It abstains from giving policy advice and passing judgement on alternative
financing options; rather, it sets out the technical characteristics of alternative
financing systems and their potential fiscal and economic effects. It also spells out
financial governance prerequisites for effective and efficient benefit delivery. As a
textbook, it offers the reader active involvement in the form of practical
assignments that review and consolidate the essential concepts discussed.

ILO and ISSA believe that books like this one always remain works in
progress. We therefore encourage readers to contribute to the development of
knowledge in the field of social protection financing by providing us with
comments and suggestions for further work. We can thus develop together our
knowledge base in social protection financing.

gssane Diop Dalmer D. Hoskins
Executive Director Secretary General
Social Protection Sector International Social Security
International Labour Office Association
Geneva, Switzerland Geneva, Switzerland
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INTRODUCTION

Before turning to the substantive debate on the financing of social protection,
we should say a few words about the purpose of the glesl addition to the
Quantitative Methods series. In short, this book seeks to help social protection
planners, managers and analysts to design and operate social pifiiection
financing systems that are effective and equitable as well as being fiscally,
financially and economically efficient. Effective financing systems ensure that
benefit promises are reasonable and can be kept. Aiming for equity means that
the burden of financing social protection is shared fairly among population
groups and generations. Aiming for financial, fiscal and economic efficiency
means making sure that no societal resources are wasted — and thus no welfare
losses incurred — when financing systems are designed or operated. But before
exploring those targets in more detail, we have to find our way through the
maze of definitions connected with the notions of social protection and social
security.

Definitional context and limitations

For the purpose of this book, a pragmatic stance was adopted regarding the
definition of social protection. When dealing with social protection financing, it
suffices to define social protection as all income transfers (or benefits) in kind
and in cash that a society affords to its individual members in order to:

e avoid or alleviate poverty; or

e assist them in coping with a series of life contingencies or risks which, if
they occurred, might otherwise lead to a loss of income. Loss of income can
be the result of losing one’s job, losing one’s earnings capacity through
invalidity or old age, or even having to obtain expensive medical care in the
event of illness or impairment; or

e reduce or correct inequalities created through the primary (pre-transfer)
income distribution.

One of our reviewers rightly observed that this is a somewhat narrow, even
minimalist, definition. Admittedly, it delineates rather narrow boundaries, but
this is a technical textbook on the financing techniques for certain transfers and
the avoidance of negative economic and fiscal consequences, not a policy book
that defends and defines the extent, role and raison d’étre of social protection in
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decent societies. The latter aim would be far beyond the scope of this volume,
which is one in a series of technical textbooks on social protection. A wealth of
conceptual work 1s being conducted on the proper role of social protection in
societies. Bonilla Garcia and Gruat (2003) of the ILO stress the role of social
protection benefits as investments in the development of societies. They see
social protection as having three key objectives: guaranteeing access to
essential goods and services, promoting active socio-economic security, and
furthering individual and social potentials for poverty reduction and sustainable
development. Our book confines itself to addressing some of the planning or
managerial challenges that are posed by that or other similar definitions: the
effective and efficient delivery of transfers that a society has agreed to afford to
its members.

In the narrow definition used here, social protection is not concerned with
the avoidance or reduction of risks, either; instead, it focuses on helping
societies to organize the financing of the mechanisms that help people to
mitigate or cope with risks. In the classical sequence of risk management,
namely risk identification, risk prevention or risk reduction, risk mitigation and
risk coping, we are dealing only with the last two aspects. In a recent
conceptual development, the World Bank (2001a) placed all social protection
measures in the wider context of “social risk management”, which includes
mechanisms at the individual, community or national level that avoid, reduce
and mitigate the risk of falling into poverty or suffering a substantial loss of
income. Box 1.1 attempts to dispel the definitional uncertainty that surrounds
these terms.

It is obvious that the World Bank focus on risk management aims to
minimize the income equalization effect of social transfers, while the ILO
stresses transfers as an investment in development (inter alia through the
fostering of social peace) and hence goes beyond the relatively narrow focus
of minimizing the risk of falling into poverty or losing substantial parts of
one’s income.

We focus on social protection in the form of transfers in cash and in kind
assuming that the individual, the community or the country in question have
done all they could outside social protection mechanisms to avoid and reduce
risks — as every prudent individual, family, community or society should. We
also assume that the transfers that we are dealing with are in keeping with roles
that the life cycle model or any other model of social protection has assigned to
them in a given society. The techniques developed here for an effective and
efficient management of social transfers are essential tools of good governance
under any model of social protection adopted by a society.

In any society, social transfers account for a substantial part of national
income. Depending on their stage of economic development, societies redistribute
between 5 per cent (in developing countries) and 35 per cent (in OECD countries)
of their gross domestic product (GDP) through the formal social protection
system. According to ILO estimates, this amounts to some US$5,000 billion
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Box 1.1 Contingencies, risks and risk management: An introduction
to the terminology

Contingencies are events that might or might not occur (having an
accident or winning the lottery, for example). Risks are contingencies that
are perceived as having a negative effect on individuals, groups or
societies or even more complex entities, such as the environment. If the
probability of a certain risk occurring is known or can be calculated, then
an important necessary condition for it being considered an insurable risk
is fulfilled. In certain cases, however, even if the probability of occurrence
is known the potential damage may be so big that the risk may not be
insurable (for example, an environmental disaster triggered by a defective
nuclear reactor). For an insurable risk it is possible to calculate a premium
that a policy holder has to pay to an insurer, allowing the latter to pay out
a certain amount of money, without going bankrupt, should the risk
accrue to the insured person.

You are exposed to a risk if a certain event can occur and affect you
with a certain degree of probability, for instance living in an environment
where a certain illness can be contracted. If you move to a country where
that particular illness does not exist, you are no longer exposed. You are
vulnerable to a certain risk if you have no means of coping with the
consequences of that risk once it has occurred (for example, not being able
to afford medical care that can help you to become healthy again). Social
protection in the narrow technical sense used here does not help you to
avoid risks (except for what can be done through accident or illness
prevention) but it makes you less vulnerable to the financial consequences
should these risks materialize. It thus provides some social security.

Not all risks are unforeseeable and beyond our control. For example,
the probability of contracting a certain illness can be reduced by health-
conscious behaviour, the unemployment risk by moving to a region
where your skills are in greater demand, and your family’s exposure by
sending them out of a country that is beset by political unrest or poor
health conditions. This is risk reduction, avoidance or prevention. If you
are paying insurance contributions that entitle you to a cash benefit
should a certain contingency occur, that would help to mitigate that risk. If
your society provides you with social assistance (i.e. targeted and means-
tested) benefits should you really fall into poverty, they would help you
cope with the risk. The whole portfolio of strategies and arrangements
ranging from risk reduction, avoidance or prevention to risk mitigation
and risk coping, and consisting of informal arrangements of the individual
or the family, market-based arrangements and public provisions, is called
social risk management (see World Bank, 2001a).

annually. However, societies also transfer income through informal arrangements
within and between households (transfers between individuals, within families
and in communities, and so on). Taken together, formal and informal transfers
may represent as much as 40 per cent of GDP worldwide: in other words, some
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US$12,000 billion out of the world’s total GDP of about US$30,000 billion. That
means that for every dollar that is earned in an economy, those who ecarned the
income in the first place have to transfer 40 cents’ worth of consumption to
inactive or low-income members of the society. The overall level of social
transfers in a society tells very little about the actual level of social protection.
Total amounts of transfers or social expenditure consist of transfers that reach
beneficiaries in an efficient way and effectively achieve their purpose as well as a
certain amount of waste.

The present work does not deal in detail with the way in which societies
determine or should determine the level of social protection. The scope and
level of social protection that a society wants to afford to its members are
determined to a large extent by its values, traditions and — according to Bonilla
Garcia and Gruat (2003) — development strategy, and much less by its economic
capacity (this will be discussed in Chapter 1). We are not taking moral or
ethical stances here, although we all have our opinions and articulate them in
policy debates. In the context of this book, benefit levels are of concern to us
only if they create inefficiencies or fall below the benchmarks intended by a
society, This means that we would not argue about whether a pension should
amount to 50 or 60 per cent of the reference wage as long as the pension as such
does not provide too many people at too early an age with an undesirable exit
from the labour force, and the associated expenditure does not crowd out the
financing of other benefits such as access to essential health care.

Our main concern is to help to make sure that benefit levels — once
determined by societal values — can be financed by sharing, or redistributing,
income. If that cannot be done in the long run, then the particular system is
doomed to fail. In relative terms, the willingness to share income does not
necessarily depend on the level of income, but it depends to a critical extent on
whether the system is perceived to be efficient or not. Whatever its level of
wealth, a society can basically afford very high relative levels of social
expenditure as long as its members are willing to finance such levels of
transfers through taxes or contributions. On the other hand, very few people are
willing to accept waste in public redistribution systems.

Objective

The objective of this volume is to provide readers with a methodological
toolbox that will:

e assist them in the policy process that determines the desirable levels and
scope of social protection in a given country; and

e cnable them to design and maintain a financing structure of national social
protection systems that ensure an effective and efficient use of available
resources at the community, national and international level while supporting
long-term economic development.




Introduction

In practical terms, the book sets out to help financial analysts to answer a
range of questions usually put to them by policy makers. Here is a list of typical
questions, together with the indication of the chapters where tentative answers
can be found:

What level of expenditure do we have to expect as a society in the gmrf,
medium and long term if we introduce a certain benefit (or a set of benefits)
of a certain level? (see Chapter 2)

What would be the likely effect of the system (or a new scheme or benefit)
on economic performance and on the government budget? (see Chapters 3
and 4)

How do we finance a certain overall level of social protection — in other
words, how do we make sure that resources are available when benefits fall due
or when a certain new benefit is introduced? Do we finance transfers through
taxes? contributions? private payments? Who should be paying for what in the
social protection system? (see Chapter 5)

How .an we safeguard the value of the money that we have to keep in
reserves to finance future liabilities? (see Chapter 6)

How do we organize the financial management and governance so as to
make optimum and responsible ui of scarce resources? (see Chapter 7)

QOur aim is therefore to enable readers to make decisive contributions to the
good governance' of national social protection systems.

Method

This volume offers a wide range of choices for financing a certain social
transfer, and some criteria for selecting the right option in specific national
circumstances. It does not advocate one-size-fits-all answers and tries to discuss
financing options in the most neutral way. To th@@best of our knowledge, it is
the first work on the subject that seeks to provide a comprehensive overview of
the many d@@tions in financing and financial governance through a detailed
analysis of their advantages and disadvantages.

The predominantly theoretical discourse is complemented by an Exercise
Annex containing a number of case tasks and coffiesponding model solutions, all
referring to a fictitious country, Demoland. The compendium enables the reader
to rehearse the important concepts discussed in the book by applying them to a
concrete country task using practical, analytical and quantitative skills.

1= o e - . . . . . : -
For the definition of the term “govemnance™ as used in this book, please refer to the Glossary of terms.




Financing social protection

Audience and level of technicality

This book is intended primarily for financial or policy analysts and planners
who work (or aspire to work) in the fascinating and challenging field of social
protection. Financial analysts will find in it an overview of the skills they need.
If they need to advance from relatively general financial analysis into the more
technical field of modelling and thus require more technical detail, they should
turn to the other textbooks in the Quantitative Methods series. As for policy
analysts or planners who are not necessarily financing specialists, it should help
them to grasp the complexity of the design and implementation of sound
financing systems and sound financial governance regimes.

Since it is less technical than the other volumes in the series, this book
should also be of interest to social policy makers who need to be fully aware of
the range of existing financing instruments and their possible effects on the
economy and the budget. It does not contain all the mathematical details needed
to calculate a specific tax rate or contribution rate — that is the topic of other
volumes in the series. However, it explains the financial implications of different
financing systems and offers simple rules of thumb that will allow planners
and analysts to check at least whether the calculations made by actuaries and
other technical specialists are in the right order of magnitude. The readers of
this book — economists, accountants, actuaries, statisticians or public policy
specialists by training — would typically be working in ministries of economics,
planning, finance, labour, social affairs and health or in social security
institutions, or training future social protection staff.

Written by practitioners for practitioners, this volume reflects more than one
hundred years of our combined hands-on experience in all parts of the world. In
some instances, the sceptical attitude of practitioners towards economic and
public finance theory and towards standard policy recipes may become evident.
However, compliance with academic theory was assured by the technical
editing of Professor de Neubourg who made certain that we did not get carried
away by overly pragmatic shortcuts.

The place of this volume in the Quantitative Methods in
Social Protection Series

The titles that make up the series thus far are:

Actuarial mathematics of social security pensions (1999)

Modelling in health care finance: A compendium of quantitative techniques
for health care financing (1999)

Social budgeting (2000)

Actuarial practice in social security (2002)

The sixth — and most likely final — volume in the series, Statistics and
accounting in social protection, 1s in preparation.
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Figure L1 Hierarchy of volumes in the Quantitative Methods in Social
Protection Series

Financing social protection

F 3

> Social budgeting
Modelling in health care finance Actuarial practice in social security

f X

Statistics and accounting in | Actuarial mathematics of
social protection social security pensions

The present book is the “umbrella™ or overview volume. Each book in the
series is self-contained, as all the volumes address distinct issues and can all be
understood without the reader having to go through them all to find solutions to
particular problems in the field of quantitative analysis of social protection.
Figure 1.1 lays out the “hierarchy™ of the various titles, showing the linkages
between this and other volumes in the series. This latest volume provides links
to the other titles in the series and to other standard literature on specific
subjects. At the end of each chapter, readers who require more technical details
on specific questions are guided to other books in the series and/or other
relevant literature.

Outline

Chapter 1 looks at the definition of social protection from the specific point of
view of financial analysts, the nature and objectives of social transfers, and their
effects on income distribution and poverty. Chapter 2 examines the size of
social protection systems in terms of overall national expenditure and identifies
the determinants of social expenditure. Each financial or social policy analyst
should be aware of the potential ultimate size of the social protection system
introduced in a country. The potential effects of the system as a whole and its
implicit and explicit incentives for the economy are analysed in Chapter 3. This
again is an important aspect in the decision-making process regarding the size
and institutional fine print of a new system or one that needs to be reformed.
The effect of a set of existing or new transfers on the government’s budget and
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Figure 1.2 Reader’s guide through the book
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resource mobilization strategies within the framework of the country’s overall
fiscal and financial policies are discussed in Chapter 4.

Indeed, understanding the potential size of the social protection sector (that
is, the volume of its expenditure and its possible economic and fiscal effects) is
necessary before the reader can fully appreciate the range of available financing
techniques set out in Chapter 5, the methodological core of the book. Chapter 5
presents the various tools that should be used to ensure that the money is
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available when obligations fall due. Chapter 6, devoted to the investment of
social protection funds, recognizes that the level of funding is rising in many
national social protection schemes and that making rational and optimal
investments of their reserves is an issue of growing importance in the day-
to-day financial management of national systems or their component schemes.
Chapter 7 passes from questions of design and choice to those of sound
management and governance by describing the statistical and legal means
available to ensure effective and efficient use of societal resources for social
protection. A brief conclusion puts these newly mastered techniques into the
context of political decision-making.

Issue Brief 1, set in an African context, addresses one of the specific major
questions currently facing many social protection financing specialists, namely
the gquantification and financial management of the potential effects of the AIDS
pandemic. Issue Brief 2, set in a European context, looks into the relationship
between migration and pre-funding of social transfers as a response to social
protection financing problems in an ageing society. Issue Brief 3 provides a
“survival kit” of basic formulae that should help all those who have to make
rough, “back-of-the-envelope™ calculations in social protection budgeting.
Issue Brief 4 summarizes basic definitions and terminology of financial
markets for social protection analysts who do not routinely deal with financial
markets issues.

The book concludes with the Exercise Annex: a set of eight case tasks
dealing with concepts and issues discussed in Chapters 2 to 7, accompanied by
model solutions. The main aim is to enable the reader to apply theoretical
knowledge to the realm of practical policy questions.

A caveat

The limitations of this book are obviously and inevitably set by the limits of the
knowledge of its authors. We have tried to put on paper what we know and to
describe the tools that we use in our work. However, social protection financing
is a new academic field and, like any true academic field, provides plenty of
scope for further study and improvement. While we think that we know a fair
amount about the financial effects of specific financing instruments, we do not
know enough, for instance, about the interaction between the economy and
social protection, or about benchmarking the performance of schemes and
systems through indicators. We have mentioned these open questions
throughout the book. There remains work to be done, and that is the way it
should be. Otherwise life would be boring. We are open to comments and
suggestions and are ready to engage in discussion. We can all be reached by
email (actnet@ilo.org) or contacted through the ILO.

The authors
Geneva, Autumn 2003




BASIC CONCEPTS: SOCIAL PROTECTION
AND SOCIAL TRANSFERS

Before tackling the main subject of this book, we need to define a number of
concepts that will be useful as a background for the discussion of social
protection financing: social protection, social transfers, social budgeting,
income inequality and transfer efficiency.

This chapter defines the term *social protection™ in (arguably narrow)
economic and financial terms. Social protection is a set of measures that a
society employs to give its members some form of income security; these
measures necessarily have a profound impact on income distribution in the
country. As mentioned in the Introduction, the scope of this book is generally
limited to measures that can be characterized as formal transfers of income in
cash (such as cash transfers in the form of pensions or child benefits) or in kind
(such as the provision of medical care). Formal transfers thus exclude social
protection measures that are not related to income transfers in cash or in kind,
for example employment guarantees provided in the former planned-economy
countries, or individual or intra-family risk-management strategies such as
savings, home ownership, multiple employment, or informal transfers between
individuals in families.

While the rest of this book will focus on formal social protection transfers,
this chapter will look at income transfers in the wider context of all transfers —
both formal and informal — occurring in a society. It will also seek to determine
whether there is a “normal” transfer level in any given society. This will
provide a new and different framework for the debate on the affordability of
comprehensive social protection “from cradle to grave”. Roughly, the
reasoning is as follows: If a society redistributes much more income through
informal transfers than is registered by official statistics, formalizing such
transfers through the introduction of new benefits or expanding existing benefit
systems might not actually cause any increase in the overall level of transfers in
the society. All that would happen is that previously informal intra-family
transfers would be turned into formal transfers in which the burden of benefit
financing and delivery would rest on more shoulders.
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1.1 SOCIAL PROTECTION THROUGH
SOCIAL TRANSFERS

As mentioned, social protection — as understood here — in any given society
is essentially a transfer system that reallocates income both within households
and among different households. Let us explore that narrow, “financial”
definition in some more detail.

Income transfers (also called “benefits™ in the standard social protection
jargon) can consist of transfers in cash or in kind. Both types of transfers can be
triggered by the need to help people to cope with a certain risk (e.g. loss of
income due to sickness or the insolvency of the family business in the
informal sector) or simply by the objective to equalize consumption within a
group or a society. Cash transfers are a straightforward concept — somebody
transfers an amount of money to somebody else. In-kind transfers are also
income transfers. If you benefit from free health care (i.e. health care that is
universally available, tax financed and free at the point of delivery to everybody
living in a country, regardless of their ability to pay or their previous tax or
contribution payments) then your consumption of health care is an income
transfer that equals the monetary cost of the care you consume. One essential
element in the social transfer definition of social protection is the actual flow
of income between groups or individuals. This flow might be the result of the
fact that the receiving individual enjoyed insurance cover or that the State or the
community decided that a certain degree of income equalization was necessary.
Box 1.1 explains in more detail why we also consider insurance benefits as
income transfers.

However, income transfers are a means rather than an end in themselves.
Their purpose — which is the other essential element in the definition of social
protection as social transfers — is to:

e guarantee a minimum level of consumption for people living in poverty or
on the threshold of it, or

e replace wholly or in part income lost as a result of a certain contingency, or
e achieve a higher level of income equality.

Effective social protection of individuals does not stem from transfers of
money but rather from the transfer of entitlements to a certain level of
consumption. It does not really matter to a pensioner how much money in
nominal terms is transferred to his or her bank account every month. What
matters is what he or she (or their grandchildren) can actually buy with that
money. It is important to bear in mind that consumption in this context includes
the “consumption” of such essentials as health care services, basic or higher
levels of education, and shelter (housing).

Thinking of social protection benefits as entitlements to a certain level of
consumption will also help us answer an important question that has often been

12




Basic concepts: Social protection and social transfers

Box 1.1 Insurance benefits as income transfers

Suppose a disability insurance scheme covers the entire workforce.
In each year each covered individual k faces a disability risk described
by the probability pi of “entrance into invalidity”, as the actuaries say.
The financial risk for the scheme for that individual in a specific year tis
the product of the probability and the amount of benefits bi to which that
individual is entitled during the year (i.e. between the time of occurrence
of invalidity and the end of the period). The total risk that the scheme
faces for new cases EN in year tis:

ENy =" ; Pl * big s 7l kil

Together with the expenditure for cases incurred in previous years and
for which benefits still have to be paid EQ, the total (benefit) expenditure
TE expected for that year amounts to:

TE is the total expected expenditure for year t (we are leaving aside
administrative costs for the moment). In a classical PAYG social insurance
scheme this expenditure has to be covered by contributions (ignoring
other income of a social insurance scheme, for the sake of the argument)
and is calculated as follows:

TEr — p! * abr — T’CII =T; * TI‘W: = CGH: *HC; (1.1.3]

where:

TCl = total contribution income

p = average number of beneficiaries in t

ab = average benefitin t

s = contribution rate in year t

TIW = total insurable wage of all contributors to the scheme

con = average number of contributors in t

ac = average contribution

TE thus also equals =n-th share of the total income TIW of active
contributors. It is the amount of income that is transferred by an average
of con contributors to an average of p beneficiaries in year t We hence
consider insurance benefits as income transfers. The difference between
insurance benefits and universal unconditional transfers (benefits) or
targeted means-tested transfers is simply the legal nature of entitlements
(i.e. being entitled to benefits as a contributor, a resident, or a resident
fulfilling a certain targeting condition, for example poverty). In this book
we are interested in the techniques and methods employed to ensure that
TE is met by equal amounts of resources.
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raised in the context of the current debate on funding versus non-funding of
pension schemes. That question is: If we oblige people to save for their
pensions, can we really consider this to be a transfer between individuals, or is
this social protection scheme merely a transfer of income between different
life-stages of one individual? It clearly is an individual transfer of money
between different phases of a person’s life. The money I put in my account is
there when I retire — or at least some of it is, depending on how well my
account manager performed during my active life. However, 1 cannot really
influence the level of consumption that my money will buy. If the active
producers of the current GDP do not want to give me as big a share of
consumption as | expected, they will probably increase the prices of the
goods and services that I need most (for example, health and nursing care
for the elderly, or home grocery delivery), or they will find a way to tax my
income to prevent my retirement income from fuelling inflation. Ultimately
they have to agree to share the consumption financed by the current GDP in a
certain way.

It should be borne in mind that whatever benefits a social protection scheme
may promise, in the short run it cannot have any impact on the size of the
consumption cake that has to be shared among actives and inactives — it can
only try to adjust the relative size of the slices. In the long run, however, it may
indirectly help to increase the size of the cake (by maintaining an ageing
workforce in good health, for example). The overall size of future cakes will
also be influenced by many other factors, such as demographic developments,
the quality of the workforce, changes in world markets, the volume of domestic
ivestments, the quality of the educational system, and so on.

An important conclusion to be drawn from this analysis is that no social
protection scheme, no matter what it promises or how it is financed, can ensure
a certain absolute level of consumption in the immediate or long-term future.
All it can do is attempt to issue entitlements to a certain relative share of total
present or future consumption in a given society. The longer the time horizon
for the promises made, the greater the uncertainty about absolute levels of
consumption.

In any case, social protection schemes have a profound effect on income
distribution in any country. The size and nature of any adjustments to the
national pre-transfer distribution of income are basically a matter of ethics.
Every society determines what level of social benefits a person should enjoy in
the event of a certain contingency.

Social transfers thus transform ethical norms into cash or in-kind income
flows, which in turn are translated into consumption levels. In principle, a
society can choose whether to redistribute income formally or informally in
order to satisfy these ethical norms. Figure 1.1 shows the principal mechanics
of that redistributive process. Societal values and norms dictate that people
in need should receive a certain level of assistance. Societal preferences,
experience and administrative capabilities then determine whether these
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Figure 1.1 Social protection transforms ethical norms into transfers
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Social values and ethical norms in a socciety

Source: ILO.

transfers should be organized formally through established laws or whether they
should be left to private initiative.

If it has been decided to formalize a certain kind of transfer, then the
scheme has to go through a filter of economic, fiscal and financial affordability
as well as a filter of administrative deliverability. A basic social protection
system offering very modest benefits may be fiscally affordable in a low-income
country, but that country might not have the administrative machinery needed
for a complex means-testing procedure. On the other hand, a country may have
a sophisticated administrative machinery at its disposal but might not be able to
shoulder the additional financial burden of a new benefit system. This may be
the case in some transition countries.

Social transfers have various effects on the population. To name only a
few, they help to restore or maintain good health or to make ill health more
bearable; they support families financially, alleviate parents’ worries about their
children’s future and ease the burden of providing care for the elderly; they also
help to maintain a certain level of workforce productivity, thereby providing
crucial support for social peace and cohesion. All of this is ultimately achieved
through cash and in-kind income transfers equivalent to a certain amount of
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consumption that the active population gives up for the benefit of the inactives
or the poor.

Statistical measurements like those applied in Chapter 2 generally capture
only formal social transfers. However, a low level of such transfers does not
necessarily indicate that a society does not care about the less fortunate; it may
simply be transferring resources informally. Since virtually no society will let
its inactive dependent population starve to death (except in a situation of very
extreme poverty), there have always been and there always will be income
transfers in one form of another between the active and the inactive or
dependent groups of a society. In the informal sector most of them will be
transfers in kind (such as providing food and shelter for children, the elderly,
the disabled or unemployed members of the family, clan or village). In the
formal sector, society has largely — although not fully — commissioned formal
social protection systems to make these transfers. This is the case in most
OECD and Central and Eastern European countries. However, in all societies
formal social protection transfers are still complemented by informal intra-
family, intra-clan or intra-community transfers, even if in many OECD
countries these informal transfers are mere remnants of old traditions.

All transfer systems, whether formal or informal, have four components:

¢ financiers;

e rules governing entitlements;

e an organization operating redistributive flows and/or providers of goods and
services; and

e recipients.

The fundamental difference between formal and informal transfers is that in
formal schemes all of the above elements are or should be defined by law or
contractual arrangements, whereas in informal transfers at least one or two — if
not all — of them are defined on an ad hoc basis according to traditional or
general legal obligations within family units.

In any case, in economic terms formal and informal transfer systems
substitute for each other. Where one does not exist or function, the other will
develop. Whether the introduction of public transfers (which make up the bulk
of formal transfers) replaces private (informal) transfers on a one-to-one basis is
not clear. Lampman and Smeeding (1983, pp. 45-66) have established that
the ratio of private to public transfers in the total transfers received by
households virtually reversed itself in the United States between the mid-1930s
(when the social security system was introduced) and 1980 (see figure 1.2).
However, they also observe that the absolute level of private interfamily
transfers has remained almost constant. This means that while the public system
has taken a growing share of the responsibility for national social protection, it
may also have increased the overall level of protection (or transfers) in absolute
terms rather than simply replaced informal transfers.
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Figure 1.2 Shift from interfamily to government transfers, United States,
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1.2 INFORMAL TRANSFER SYSTEMS

Informal intra-family and intra-community transfers can be broken down into a
variety of different types, which essentially can be grouped under three major
headings: child transfers, active-age transfers and old-age transfers. In nuclear and
extended families they often consist simply in income- or consumption sharing
between the breadwinner(s) and dependent family members, as well as the
provision of nursing care in cases of sickness and long-term physical disability.
Solidarity in life crises generally extends also to close-knit communities or clans.
However, benefits under these informal arrangements are ad hoc and highly
uncertain. The burden of support is placed on families, and its reliability depends
on the affluence of the family or the community and the stability of their economic
situation. These families or communities are subject to such joint risks as bad
harvests resulting from adverse weather conditions or political unrest. Often
benefits are also conditional upon compliance with societal behavioural norms,
which may be antithetical to personal interests or even dignity.

Benefit levels are also extremely unequal. Generous families may give more
than others, rich communities may give more than others — or vice versa. The
higher the dependency ratio in a family or community, the smaller the potential
benefit is likely to be. There is a long history of literature on patterns of income
transfer and consumption sharing within households. One of the key output
variables used to measure the equity of intra-household consumption sharing is
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the level and quality of food consumption. In some developing countries the
distribution of food consumption reportedly remains extremely unequal. One
study on Pakistan concludes: It is possible to be malnourished in a food-secure
household as a result of disease, inadequate care, or inequitable allocation of
food” (Nazli and Hamid, 1999, p. 21). Among the malnourished, “girls
suffered more than the boys™ (ibid., p. 11). The degree of female control of
household income is apparently highly correlated with the distributional equity
of intra-family consumption. The degree of control appears in turn to be
correlated with the educational level of women.' The picture is less clear when
it comes to the financing of access to essential health services. Other sources
show no gender bias when it comes to utilization of essential health services.
While Nazli and Hamid (1999) find a bias against girls in Pakistan, Sauerborn
et al. (1996) find no such bias in Burkina Faso, although they do cite a strong
bias in health care consumption towards persons of active age.

The actual patterns of income- and consumption-sharing within households
are obviously a major factor in the effectiveness of informal social transfers.
They may acquire additional importance in the grey area between formal and
informal transfers. Basic universal pensions — for example, in Brazil, Namibia
and South Africa — have an important welfare effect on whole households, even
if they are paid at a rate of less than US$1 a day. The elderly pension recipients
are apparently acting as informal agents of social assistance in their households.
The payment of a basic pension to the elderly in a household 1s correlated with
gains in the children’s height and weight and increased school enrolment (see
Barrientos and Lloyd-Sherlock, 2002). Even if the so-called “trickle-down™
effect may be less than perfectly equitable, such combinations of formal and
informal social protection measures might be one valid and realistic way of
effectively extending social protection coverage in developing countries.
However, further research is needed on the distributive effects of such
combinations, as well as on the long-term financial sustainability of such
transfer systems.

Evidence also exists on the size and nature of inter-household informal
transfers. There is substantial literature on the motives, extent and determinants
of private transfers in different countries between households. There are
findings that private transfers in so-called developed and developing countries
are not purely altruistic in nature but are to a substantial extent motivated by
an exchange of transfers for explicit or implicit services or other goods (see,
for example, Cox and Jakubson, 1995, and Cox et al., 1996). Economic
conditionality in informal transfers obviously reduces their anti-poverty
effectiveness.

In many developing countries formal social transfers do not reach even 20
per cent of the total population. Informal transfers based on family and
community solidarity and values will therefore have an important role to play in
many societies for some time to come. Unfortunately, as a result of rural-urban
migration and new external risks (like the AIDS pandemic) many families or
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small communities are no longer in a position to offer basic social protection
to all their members. Larger solidarity pools will have to take over gradually.
As mentioned above, a combination of formal and informal social protection
mechanisms may be the most promising solution, but sound financial
management of formal transfer schemes remains crucial to their success.

1.3 FORMAL TRANSFER SYSTEMS

The classic formal transfer system provides for the three basic types of transfers
through the benefit arrangements outlined in table 1.1.

All of these formal transfers serve the same purpose as informal transfers in
the informal sector or the remnants of informal transfers in the formal sector.
They are all intended to enable the inactive group to consume goods and services
either according to need or at a level previously financed by income from
employment or self-employment. Since formal social transfer systems operated
by means of national social protection systems are the core of this book, they
need to be defined here in full detail — tedious though this may be for the reader.

1.3.1 Defining formal social protection, its functions,
institutions and sources of finance?

For the purposes of this book, the material scope of the term “social protection™
must be defined. In the literature and public debate on social issues, this term is
increasingly taking the place of the expression “social security™, which, widely
used for decades, is often understood as the set of transfers that originate from
formal sector employment. Although “social protection™ is considered to be a
wider concept, it is not yet universally accepted, so a definition is in order here.

Table 1.1 Transfers in formal social protection

Group receiving wransfers from active employed persons

Children Active age Old

Family benefits Social assistance Old-age pensions
{child allowances)

Health care benefits Short-term cash benefits Survivors™ pensions
Social assistance Health care benefits Social assistance
Housing benefits Housing assistance Housing assistance
Education benefits Unemployment benefits Health benefits
Long-term care Disability pensions Long-term care

Rehabilitation benefits
Survivors” benefits
Long-term care

19




Financing social protection

Essentially, a national social protection system (NSPS) can be described as a
system of social transfer schemes that intervene through legally determined
functions irfficases where a defined set of needs is present. This book takes
definitions and classifications developed within the European System of
Integrated Social Protection Statistics (ESSPROS) as a starting point, making
the ESSPROS definition more universal by adding several categories of needs
and functions that are appropriate for developing countries. A more detailed
discussion of the definition and the scope of the term “social protection™ can be
found in Annex 1-Al at the end of this chapter.

In most countries social protection systems are composed of four elements:”

e social security schemes: employment-related benefit schemes, such as
employment-related pensions, short-term cash benefits, employment injury
and unemployment benefits, and perhaps some form of health care benefits;

e universal social benefit schemes: benefit schemes for all citizens, including
tax-financed family benefits and health care benefits;

e social assistance schemes: poverty alleviation systems for citizens and
residents in special need;

e supplementary benefit schemes: as stipulated in collective or community-
based agreements or individual contracts mandated by law, usually operated
by co-operative or private sector entities.

A social protection scheme is a distinct body of rules, supported by one or
more institutional units@governing the provision and financing of social
protection transfers. The mstitutions usually involved are:
social insurance schemes;
central, state or local governments;
autonomous and self-administered pension funds;
insurance companies;

utual-benefit (insurance) societies;

« & & & & @

public and private employers;

private welfare and assistance institutions.

Each of these institutions may administer one or more schemes. The entire
set of such social protection schemes operating in a given country is called here
the National Social Protection System (NSPS). This definition is nearly but not
fully synonymous with the term “welfare state™ used in Anglo-Saxon economic
literature. The definition of the “welfare state™ has remained somewhat loose.
Nick Barr (1993, pp. 6-7) writes: “the concept of the welfare state. .. defies
precise definition, and no attempt is made to offer one. .. even Richard Titmuss
(1958) ducked it.” Pragmatically, we will be using the terms “national social
protection system” and “welfare state” interchangeably, although we prefer
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Table 1.2 Needs covered by and functions of an NSPS

Type of need: Individual facing. ..

NSPS functions designed to cope with the type of need

Sickness

Il health or need to
mitigate the effects of ill health

Disability

Old age
Survivorship/loss of breadwinner

Family carefupbringing of children

Unemployment
Inadequate housing

Poverty and social exclusion,
inadequate nutritional status

Inadequate access to
{basic) education

[ncome-replacement transfers in cash in connection
with physical or mental illness, excluding disability
in case of mability to work

Provision of health care goods and services needed
to maintain, restore or improve health of the people
protected irrespective of the origin of the disorder
= indirect income transfer)

Income-replacement transfers in cash and in kind
(except health care) in connection with the inability
of physically or mentally disabled people to engage
in economic and social activities

Income-replacement transfers in cash and in kind (except
health care) in connection wi Id age
[ncomc-replacc.enl transfers in cash and in kind (except
health care) in connection with the death of a family member
Transfers in cash or in kind (except health care)

in connection with the costs of pregnancy, childbirth and
adoption, bringing up children and caring for other
family members

Income-replacement transfers in cash or in kind (except
health care) associated with unemployment

Financial transfers or in-kind transfers to meet/alleviate
the cost of housing

Income transfers in cash or in kil aimed at ensuring a
minimum level of consumption (except health care),
specifically intended to alleviate poverty and social
exclusion that are not covered by one of the other
functions. Direct/indirect transfers in cash and in kind

to maintain an appropriate level of nutrition

Free access to public education and cash/in-kind
transfers to facilitate school attendance

(stipends, free textbooks, etc.); the level of education to
which access is guaranteed may depend on the country’s
level of economic development

the former. It should be noted in this context that in the definition of formal
social protection we also include certain transfers operated by the private
sector, but only those that are mandated by law. Private arrangements between
individuals and institutional private agents that are not imposed by public
authorities, as well as entirely private arrangements between individuals are not
considered formal and therefore fall outside the scope of this book.*

The core functions of an NSPS - in addition to a general income
equalization function — and the needs that they address are detailed in table 1.2.
In the language of risk management many of these needs may be defined as
“risks” (though not all — like the need to provide care to children, for example).
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1.3.2 Financial architecture of national social
protection systems

The main focus of this book is to describe tools for the design and proper
management of the financial architecture of national social protection systems.
To use the language of network theory, the financial architecture traces the
money entering an NSPS from its origins (sources) to its uses (sinks). One of
the most powerful tools used to sq‘scribe this architecture is a flow of funds
graph. It helps to clarify, inter alia, the issue of who is financing a given scheme
and the sources of financing for the social protection system as a whole.

In the classic definition of national accounting, the following sources of
ma!y can be identified:

ocial protection financing resources, by origin:

I. All residential units

Public sector
General government
Central government
State and local governments
Social security funds
Corporations (financial and non-financial)
Non-profit institutions serving households
Private sector
Corporations (financial and non-financial)
Non-profit institutions serving households
Households

II. Rest of the world (foreign aid, etc.)

The above is a first-level analysis. A second-level analysis, however,
immediately reveals the fact that government itself does not (or does only to a
limited extent) generate income for social transfer systems; rather, it
redistributes it. It receives tax payments from corporations (enterprises),
households and the rest of the world (through import duties), and uses a part of
its total revenue to finance a social transfer system. A flow-of-funds graph can
take that second level of analysis into account.

Figure 1.3 shows the principal aggregate flow of money in a formal NSPS
consisting of several distinct transfer schemes. Benefits are financed by taxes or
contributions paid to the institutions of social transfer by a subset of all private
households (the financing households), as well as public and private enterprises
or employers. These social transfer institutions organize the collection of
resources (taxes and contributions) and distribute them according to certain
laws to another subset of private households (receiving households).

It is important to note that the subsets of financing and receiving households
are not disjunct — that is, the majority of households are both financing and
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Figure 1.3 Basic flow of funds in an NSPS

Enterprises contributions +
blic and private laxes
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/////////// Government, private
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carriers
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households benefits in cash
and in kind
Source: ILO.

receiving transfers. In an inter-temporal sense most of them are both financing
and receiving households (they finance in some periods and receive in others),
but some may be financing and receiving benefits simultaneously: this might be
the case, for example, in a health insurance scheme to which a sick wage earner
continues to pay contributions while at the same time receiving treatment from
his physician and receiving drugs without charge from the local pharmacy. The
same applies to most tax-financed systems where households pay taxes and
receive benefits simultaneously (for example in the case of tax-financed
universal pension systems).

Figure 1.4 provides a disaggregated overview of the flow of funds in the
NSPS of Germany in 1998.° The figures next to the arrows or boxes denote the
amounts of money leaving or entering institutions, households or enterprises.
It may be noted that the amount of money leaving households and enterprises is
not equal to the amount of money received by households. This is where a
fundamental law of network theory is violated: the total amount of money
entering the net is not equal to the total amount of money leaving the net. The
reason is that the institutions collecting contributions and delivering benefits are
using up some of the resources to administer the transfers. However, they are
also generating income other than contributions or taxes by investing, selling
services to third parties, and so on. The difference between the sum of the flows
leaving a box and the flows entering the box is the net administrative cost of the
institution in question (that is, gross administrative expenditure minus income
other than contributions and taxes generated by the institution; see in particular
the outflow of the unknown values for the private insurance schemes, i.e. x2-a2).

A third-level analysis would show that some expenditure flows and
administrative costs also generate income for enterprises and other suppliers of
services (hospitals, doctors in private practice, pharmacies, nursing homes,
pharmaceutical companies, etc.) that sell goods and services to the institution,
as well as the institutional staff, who *sell” their labour to the institution.
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We will not be paying too much attention to these third-level effects but they
should be borne in mind when the political and economic aspects of an NSPS
are being analysed.

A still more detailed overview of the financial architecture of an NSPS is
provided in the form of two matrices that show the system’s expenditure and
income patterns. The first is a functional/institutional expenditure matrix, which
basically traces which institution contributes what amount or share of total
social expenditure to the different protective functions of the system. It is
obvious that one function can be assumed by more than one institution and,
conversely, one institution can serve more than one function. Parallel to the
expenditure/institution matrix is a financing matrix which provides information
on the sources of funds for the different functions. From a technical point of
view, establishing these rnatric.q is not always easy, since not all receipts and
institutional expenditure items can be clearly assigned to specific functions, and
receipts of the same type and from the same source may finance a number of
social protection schemes associated with different functions.

In order to establish the two matrices, the accounts of different institutions
must be analysed in detail. These analyses can also be interpreted as summaries
of a social accounting system (SAS) that are compatible with the United Nations
System of National Accounts (SNA). Both the expenditure and financing
matrices encapsulate the results of what is often decades of financing and
distribution policy decisions by governments and other decision-makers in the
social protection system. The analysis in the following chapters is essentially
designed to help the reader establish and “manage™ these two matrices as a
whole, as well as the individual columns, rows and cells. One element of
management consists in projecting expenditure and income for some time into
the future and/or simulating the effect of alternative policy measures. This is
done through social budgeting, which is the key financial-management
technique for the sector as a whole. Anotl@r volume in this technical sernies
describes the methodology in full detail (see Scholz et al., 2000). Box 1.2 (p. 28)
summarizes the structure of institutional accounts in social protection systems
and their relation to national accounting and social budgeting.

Tables 1.3 and 1.4 (pp. 26-27) provide an overview of the structure of total
expenditure and financing in an NSPS (or formal social transfer system) in a
transition country (in this case, Lithuania in 1998). To simplify matters, the
matrices deal only with the expenditure and revenues administered by public
institutions.

1.4 INCOME EFFECTS OF NATIONAL SOCIAL
TRANSFER SYSTEMS

Much of the impact that national social transfer systems have on individuals
and societies — for example, the beneficial influence on social peace and
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Table 1.3 Functional/institutional trix of expenditure of the NSPS in
Lithuania, 1998 (as % of total social protection expenditure)

Social Health Central Local Employers Total

insurance insurance government government

institution institution
Functions
Health care - 26,9 0.5 - - 274
Sickness 32 - - - 32 6.5
Disability 1.6 - 2.0 0.1 = 9.7
Survivors 22 = 0.0 0.4 = 2.6
Old age 343 - 4.3 1.1 - 39.6
Family and 24 - 1.6 34 - 7.4
children
Unemployment 30 - - - - 3.0
Housing - - 1.2 - 12
Social assistance 0.5 - 0.4 1.7 - 2.6
and other
Total 33.2 269 89 7.8 3.2 100.0
Source: 1LO cslimatcs!sed on Secial protection in Lithuania 1998, Statistical abstracr (Statistics Lithuania,

WVilnius 2000

cohesion and on personal and societal development — is not directly measurable.
However, since all transfers redistribute income, the actual effect of transfers on
income distribution should be measurable. Section 1.4.1 describes classic
instruments used to measure poverty and inequality, and suggests two basic
indicators for measuring the efficiency of social transfer systems — indicators
that financial analysts could use to assess the redistributive efficiency of either
individual transfers or the entire NSPS. The theoretical tools for measuring
system efficiency routinely on a macro basis are not yet well developed.
Generally the social, financial and fiscal efficiency of individual transfers is
tested in specific studies, monitored pilot programmes or micro-simulation
anal}fscs.h Section 1.4.2 nonetheless sums up the most important factual
evidence available on the redistributive effects of social transfers.

1.4.1 Measures of inequality, poverty and
transfer efficiency

1.4.1.1 Measuring income inequality

The most frequently used graphical representation of income inequality is the
Lorenz curve. The Lorenz curve plots the cumulative income of all people in a
country or society (or a subgroup thereof) from the poorest upwards. Lorenz
curves can be used to plot different types of income or even transfer payments.
Here we assume that the curve plots the disposable, after-tax (direct tax, that is)
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Box 1.2 From institutional accounts to a social accounting system
and social budgeting

Tables 1.3 and 1.4 were constructed from the accounts of social protection
institutions. This is a relatively easy exercise for all functions where
benefits are provided by classic, autonomous social insurance institu-
tions. Such an institution generally has its own income, and accounts for
all its expenditure against that income. As an institution it also maintains
its own accounts of assets and liabilities. In other institutions such
accounts are fictitious compilations of expenditures and revenues. That
becomes necessary when an institution providing a certain kind of benefit
does not keep its own accounts because it is embedded in a larger
structure. This is often the case, for example, for social assistance
schemes in which the provision of social assistance is just one function of
a government agency that may also perform a number of other functions,
such as supporting cultural events or national sports societies, or
providing labour-market services.

The expenditure of an institution maintaining its own books,
organized by main categories, would normally be structured as follows:

Expenditure of a social protection scheme, by type:
Benefit expenditure

* (Cash benefits
* Benefits in kind

Transfers to other schemes

Other expenditure

* Contribution refunds
* Loan repayments
*  Other

Administrative expenditure

* Salaries and social security contributions for staff
* Purchase and maintenance of property and equipment
* QOther

National social protection systems have different sources of
income. The major ones are taxes and contributions, but other sources
include interest income or certain types of charges (for example,
penalties for contributions paid in arrears). Typically, the income side
of the current account of a social protection institution contains the
following items:
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Box 1.2 (cont'd
Receipts of a social protection scheme, by type:
Social security contributions

* Employers’ social security contributions

Actual contributions
Imputed contributions’

* Social contributions by protected persons

Employees
Self-employed
Pensioners and others

* Rerouted social contributions

General government financing

* Earmarked taxes
* General revenue

Transfers from other schemes
Other receipts

* Property income
* QOther

These institutional accounts can be used as a basis for establishing
national social accounts in the form of functional expenditure and income
tables as shown above, or social accounting systems (SAS), which can be
regarded as satellites in the system of national accounts.

It should be noted that if the accounts of all national social protection
institutions in a country are aggregated into national social income and
expenditure matrices, the position “transfers from or to other schemes”
disappears. Moreover, a complete overview of the size and financial
operations of an NSPS can be obtained only if a national SAS is
established. The social accounts compile all social protection income and
expenditure. They provide the basis for comprehensive budgeting or
expenditure and financial planning in the NSPS, and are therefore crucial
elements in national social protection resource management.

The key instruments for social protection resource management are
social budgets. Social budgets are projection and simulation tools that
are constructed from national social accounts essentially by linking
expenditure and income items to demographic and economic develop-
ments. Social budgeting thus permits macro-financial planning in
the social sector. The whole process of establishing social accounts
and building social budgets is pivotal in national social governance.
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Box 1.2 (cont'd)

The techniques and raison d‘étre of social budgeting are explained in full
detail in Scholz et al. (2000).

Note

" Imputed contributions are fictitious contributions that are “deemed” to finance a certain
benefit. If the provision of sickness cash benefits for the first few days or weeks of illness is
an employer liability, then in national accounts or fictitious institutional accounts these
expenditures must be offset by fictitious contributions of equal amounts. Failing to do this
would lead to wnaccounted-for balances in the aggregate national social protection
accounting.

income of individuals. If the total number of the population and the total
income of the population are both normalized to 1, then the curve is a concave
curve that increases in a two-dimensional graph from point (0/0) to (1/1). In a
country with perfect income equality the curve would take the special linear
case of fix)= x. Figure 1.5 shows two unequal income distributions and
compares them to the case of perfect income equality.

It 1s obvious that the lower concave curve describes a greater extent of
inequality. The degree of inequality i1s commonly measured by the Gini
coefficient, which represents the area between the concave curves and the
straight line expressed as a percentage of the triangle under the straight line. It
is obvious that the Gini coefficient takes values between 0 and 1, and that the
smaller the Gini coefficient the more equal is the income distribution.’

If we assume that the cumulative income function w(x) is a continuous
function, then the coefficient can be mathematically represented in the
following way:

].
Gini= | 1/2 = |w(x)dx (1/2) (1.1)
0

However, in real life income functions are discrete functions allocating a
cumulative income value wi(k) to each individual k. The above continuous case
can thus be turned into a formula in which the integral sign is replaced by a sum
sign. Assuming that all inhabitants of a country could be enumerated, the
coefficient could be calculated as follows:

"

Gini= [ etky=wk) | /D etk)=> k=w—wk) / | Y _k=w| (1.2)
k=1 k=1 k=1 k=1
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Figure 1.5 Three typical Lorenz curves
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where w is the average income of all individuals k = 1,...,n with income

w(k), and e(k) represents the cumulative income of the k poorest income earners
in the equal distribution case. This is equal to:

Gini=1- EZ wik)/We=n=(n+1) (1.3}
k=1

In reality it would hardly ever be possible to enumerate all individuals, so the
Gini coefficient i1s usually calculated on the basis of sample data. Another
common simplification is to divide all individuals into 10 groups of equal size
with increasing average income and then calculate the Gini coefficient on the
basis of the average income of these groups. Again, if incomes and total
population are normalized to 1, this formula is:

10 10
Gini=")_ 0.1 (& — .rﬂ.)/z 0.1+ & (1.4)
k=1 k=1
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where ¢, is the average value of the cumulative equal distribution function
for class k, and wk is the average value of the cumulative income function
w(k) for class k.

It is obvious that as the number of classes increases from 10 towards n, the
results for formula 1.4 would approximate the results obtained from using
formula 1.2. Likewise, as n moves toward infinity the results of formula 1.2
would approximate those of formula 1.1. For practical purposes, using formula
1.4 is vsually sufficient. In the above example, income distributions 1 and 2
were given by the distribution functions f{x) = x* and g(x) = x° respectively.
The Gini coefficients for the two distribution functions would be, respectively,
1/3 and 1/2. Using formula 1.4 results in values of 0.3300 and 0.4950,
respectively.

Other frequently used measures of income inequality are based on the
concept of the statistical variance of incomes around the mean. The resulting
values often have little explanatory power for the general reader. Accordingly,
an indicator which tries to capture the notion of the variance is often used,
namely the P10/P1 ratio, defined as

PIOIJI'P“T”!-{J = 'I.I‘mflh'[ (15]

that is, the ratio of the average income in the highest income class to the
average income in the lowest income class. Another similar measure that is
often used is the P9/P1 ratio, using the highest incomes in the respective
classes.

1.4.1.2 Maeasuring poverty

For a long time, poverty was viewed in economics as a mono-dimensional
income phenomenon. Now it is increasingly seen as a multi-dimensional
phenomenon, including such dimensions as cash income, health, education and
asset protection, among others. A family with a per capita income just above the
official poverty level and without access to free health care is at permanent risk
of slipping into poverty. If one person falls ill, the resulting financial needs will
overburden the family income even though, under normal circumstances, in
terms of income neither the family nor the ill person would actually qualify as
poor. However, the most frequently used poverty measures are still measures of
income. Two of them are of particular importance: the poverty headcount index
and the poverty gap.

Any indicator for income poverty requires a comparative benchmark — that
is, a poverty line. The poverty line is the per capita income level (generally for an
adult) that constitutes the border between those who are poor and those who are
not considered poor. When it comes to defining that line, there are two schools of
thought: those who believe that poverty is absolute and those who believe that
poverty is a relative ]:rhelmrrui-m:-n.1'g The proponents of the absolute-poverty

32




Basic concepts: Social protection and social transfers

approach see the poverty line as a priced basket of essential food items, often
augmented by other factors to take into account essential non-food needs such as
clothing and shelter. The other school of thought defines the poverty line as a
fixed proportion of a general income indicator — for example, per capita income
or the average wage.

The poverty headcount index is simply the proportion of persons in the total
population whose income is below the poverty line. When this index is
calculated, children, adolescents and the elderly are given less than full weight
(that is, adults are taken as the standard, whereas a child or an elderly person
may be counted as only 0.75 of an adult). It is obvious that the relative concept
has its advantages in times of rising general incomes. Since the poverty line
shifts in tandem with the chosen anchor-index (such as wages per capita), if the
country in question provides any anti-poverty benefits then benefit levels will
automatically increase if the anchor index increases. However, in times of
economic downturn — as experienced by many Central and Eastern European
countries after the political turnarounds of the early 1990s — the relative concept
may lead to an underestimation of poverty. If prices increase or remain constant
while the nominal income anchor index simultaneously drops or stagnates, then
more and more people will fall below the absolute poverty line — provided that
income distribution as a whole moves downwards. In this case a relative
poverty measure might not change at all.

The headcount index does not give any indication as to how “deep™ poverty
might be in a given society. This aspect can be measured by the average
distance between individual income and the poverty line, which i1s generally
called the “poverty gap™. However, this index does not measure the number of
the poor. The aggregate poverty gap combines the concept of numbers of poor
people with the concept of the depth of poverty. It is the sum total of all
differences between the poverty line (whether it is defined in relative or
absolute terms) and the per capita income of people whose income falls below
the poverty line. Figure 1.6 shows the poverty gap in the case of the second
unequal income distribution used above. The poverty gap is the area between
the straight line to the left of the graph and the original average income function
(for the ten income categories). It is assumed here that the poverty line is equal
to 37 per cent of the average income. The aggregate poverty gap can be
expressed as an absolute amount in national currency units or, alternatively, as a
fraction of the overall GDP. The second option is generally preferable, since it
permits an assessment of the extent of poverty in a country in relation to the
overall size of the economy. This relative indicator also allows international
comparisons. The poverty gap is thus defined as:

m

pg= Y (pl—iwk)/GDP (1.6)
r'u'ﬁji'-.pf
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Figure 1.6 The poverty gap’
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where pl is the poverty line, pg stands for the poverty gap and iw(k) represents
the individual wage, which is congruent with the cumulative distribution
function w(k).

Again, there are more sophisticated poverty indexes, like Sen’s,” which
combines individual poverty gaps, the headcount index and income inequality
as measured by the Gin coefhicient.

1.4.1.3 Measuring transfer efficiency

The above example is also interesting from the perspective of social protection
financing. If the incomes of all impoverished individuals were to be brought up
to the poverty line by means of a social assistfihce benefit, the government
would require an additional number of transfers in the order of 12 per cent of
total income. We are assuming here that income distribution would not be
otherwise affected (i.e. that the transfers would be net additional income added
to the country’s total income). This may not be realistic if the group of income
earners were equal to all income earners in the society. The redistribution of
income to the poor would then normally have to be financed by additional
taxation of the non-poor. This, in turn, would change the latter’s disposable
income and hence the distribution of income in the country. To simplify matters,
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we will assume that the additional resources required for social assistance
transfers would be financed through a reduction of non-transfer government
expenditure — in other words, from sources “outside™ the total amount of
disposable income available to the population. Under these assumptions, the
impact on the Gini coefficient would be substantial: the figure would drop from
about 0.5 to 0.4.

If, alternatively, the government were to introduce a general income
supplement of 12 per cent for everyone, then the necessary overall expenditure
would obviously be roughly the same as in the social assistance model, but the
Gini coefficient would not change (that is, the inequality would remain at a
somewhat higher income level) and the poverty gap would still be as high as
8.4 per cent of total income. The two measures, while costing the same, do not
seem to be equally efficient at closing the poverty gap. This small example
shows that the Gini coefficient and the poverty gap may be used to judge the
redistributive efficiency of an anti-poverty benefit.

Figure 1.7 shows the impact on income inequality of the social assistance
benefit that brings everybody up to the poverty line (as shown in figure 1.6),
using Lorenz curves to reflect income distribution before and after the social
assistance transfer. Total income after the social assistance transfer has again
been normalized to 1. The normalized Lorenz curve of a general income
supplement would be equal to the original, more unequal, Lorenz curve. This
does not necessarily mean that total disposable income in the country remains
constant after the new transfer has been introduced. The normalized Lorenz
curve merely measures relative inequality, which may occur at a level of
average income.

On the basis of these assumptions, two indices of the efficiency of the two
alternative redistributive measures (namely, the social assistance scheme versus
the general income supplement scheme) can be developed here. The first is the
“poverty target efficiency rate”, which indicates what percentage of the total
income transferred actually helps to close the poverty gap. The second is the
“inequality target efficiency rate”, that is, the degree to which a redistributive
measure reduces the inequality gap (the gap between the straight equality line in
figure 1.7 and the “inequality lines™). The reduction of inequality by means of
the above-simulated social assistance scheme is shown in figure 1.7.

The area between the upper inequality curve (which describes the income
distribution after social assistance transfers and normalization to 1) and the
lower inequality curve (which describes the original unequal income distri-
bution) 1s the absolute inequality reduction. The ratio between the amount of
income represented by that area and the total income transferred by means of
the redistributive measure is called here the “inequality target efficiency rate”.

It should be noted in this context that social assistance schemes should
normally have a high level of poverty target efficiency and a substantial impact
on income inequality. After all, they are designed to combat poverty and
income inequality. Other social transfer schemes, such as pension schemes, can
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Figure 1.7 Reducing the inequality gap by closing the poverty gap
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be expected to have much lower poverty reduction and redistributive efficiency
ratios. Naturally they redistribute a substantial part of their transfers among
higher income groups, since they are designed to replace income for all groups
rather then aiming to close poverty gaps or reduce income inequality. Their
effectiveness and efficiency may be measured by a variety of other indicators,
which are described in Chapter 7.

Poverty target efficiency is defined as:

PTE = GDP(pg, — pg>)/ TTE (1.7)

where pg, stands for the aggregate poverty gap before or in the absence of the

social transfer scheme to be analysed, and pg, and TTE represent the total

transfer (expenditure) volume of the scheme. Both poverty gaps have to be

calculated on the basis of a poverty line that remains the same before and after

the new transfers — hence, on the basis of an absolute poverty concept.
Inequality target efficiency 1s defined as:

ITE = (Giniy — Giniy) = TI, [ TTE (1.8)

where 77 stands for total income in the group or society before any transfers
have been made.
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Table 1.5 Measuring the efficiency of two alternative transfers

Measure FTE ITE
(Poverty target efficiency) {Inequality target efficiency)
Social assistance scheme that pays income 1.00 0.80

supplements to all persons
whose income is below the poverty line

General income supplement 0.7 0.0
of 12% of income for all

Source: ILO calculations,

The indicator values for the above two alternative redistributive measures
would be as shown in table 1.5.

1.4.2 Factual evidence on the redistributive effects
of social transfers

Figure 1.8 shows the net effect of public transfers and taxes on poverty rates
(1.e. the poverty headcount index, which 1s perhaps the most significant
indicator of income inequality) in OECD countries — that is, countries with
fairly extensive social transfer systems and well-developed tax systems. The
effects are nothing less than dramatic. The reduction of pre-tax and pre-transfer
poverty rates ranges from between some 30 percentage points in Sweden to
about 10 percentage points in the United States. In this context it is worth
mentioning that the tax system itself can be used to make certain transfers. Tax
breaks for low-income or large families or tax subsidies for contributions to
social or private imsurance schemes, for example, can all be considered as
formal — albeit implicit — transfers. Many of these tax-based benefits are
instruments of income equalization and thus explain a part of the redistribution
described in figure 1.8.

However, the above effects must be interpreted with some caution.
Generally, pre-transfer income distribution and poverty rates are calculated
simply by deducting the sum of the transfers from observed household incomes.
This provides only an approximation of the effects of transfers on income
distribution. What we do not know is the extent to which informal transfers
could be expected to replace formal ones if the latter were indeed abolished. In
short, when analysing post-transfer poverty rates and income distribution, the
counterfactual pre-transfer income distribution is only a theoretical construct. It
is difficult to believe, for example, that in the absence of a formal basic anti-
poverty benefit, a society, families, neighbours or communities would simply
let the poor die. However, it should be clear that these informal transfers would
not be able to achieve the same equality of treatment and benefit security as
formal systems. Without entering into an ideological debate, it appears clear
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Figure 1.8 Pre-tax and pre-transfer versus post-tax and post-transfer poverty
rates, selected OECD countries, mid-1990s (total populations)
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that all transfers involve some efficiency loss as a result of moral hazard and
replacement effects caused by people receiving transfers even though they
might have access to alternative income from work or informal transfers. There
is no perfectly efficient transfer system. There are always hidden transaction
costs, even if our theoretical efficiency measures indicate a high level of
efficiency. This is the price to pay for living in a society that enjoys a high
degree of income security.

In general, the effect of social transfers on overall inequality is much less
pronounced. As can be seen from the example in section 1.4.1.1, social transfer
systems may be “churning” substantial amounts of resources without
impacting significantly on the level of inequality — as measured, for example,
by the Gini coefficient. They may even completely abolish absolute poverty by
simply shifting all incomes upward by an absolute amount, without affecting
the level of inequality. Theoretically, this could be achieved, for example, by
simply granting all members of a society a universal minimum income
equivalent to the level of the absolute poverty line. Everyone’s income would
increase by the same amount, but the income disparities between individuals
would remain constant — provided that this universal payment could be financed
without regressing disposable incomes (for example, by using external sources
of finance). It is therefore not surprising that the impact of transfers on
inequality is less spectacular than their impact on poverty.

Table 1.6 shows the effect of transfers and taxes in selected OECD
countries. Data for other countries are scarce or non-existent. It should also be
noted that almost all industrialized countries experienced some increase in

38




Basic concepts: Social protection and social transfers

Table 1.6 Effect of earnings, capital income, transfers and taxes on
Gini coefficients, selected OECD countries, mid-1990s

Country Original pre-tax Effect of income Transfers Taxes Final post-capital,
and transfer from capital and tax and transfer
Gini coefficient self-emplovment Gini coefficient

of earnings

Australia, 1995 36.5 11.0 =30 =15.5 289
Canada, 1995 29.7 15.4 =13 —15.1 28.7
Denmark, 1994 260.6 9.9 =3.0 —-13.0 20.5
France, 1994 253 9.2 =0.9 -5.9 21.7
Germany, 1994 333 8.0 0.0 =138 281
ltaly, 1993 12.6 34.4 1.2 =14.0 34.2
Sweden, 1995 5.0 5.8 0.4 —16.4 24.7
United Kingdom, 28.4 15.6 =25 -11.2 304
1995

United States, 38.5 10.6 =0.5 -15.2 333
1995

Source: Forster and Pellizzan, 2000, pp. 87 .

wage inequality during the 1980s. Inequality increased most in the United
Kingdom and the United States, and least in the Nordic countries (Gottschalk
and Smeeding, 1997, p. 661). This may indicate that many societies’ attitudes
towards income equality are changing.

However, a relatively minor effect on inequality does not necessarily mean
that formal and informal transfers are not achieving their objectives. In most
countries, taxes are clearly designed to reduce inequality. Not all transfers have
the same objective. The impetus for social transfers is not exclusively need,
perceived need or inequality.

Social protection transfers also redistribute income in cash and in kind (such
as health services) to people who are not poor and who could afford to
live without a public pension, or who could afford — up to a certain limit — to
pay out of pocket for their health services. The fact that the measurable income
equalization effect of social transfers is smaller than what might be expected in
view of the overall levels of expenditure — can in part be explained by a more
extensive use of some social protection benefits (such as *“free” health care or
education) by higher income groups. This does not necessarily mean that such
transfers are inefficient or ineffective.

They are ineffective only if they fall short of achieving their objective. And
they are inefficient only when they are achieving that objective with an
excessive use of resources. Many transfers are designed to transfer or replace
income regardless of need but based on a set of explicit (in formal systems) or
implicit (in informal systems) entitlements. A rich person may receive a basic
universal pension simply because he or she has paid contributions or taxes for a
specific, stipulated period. The pension is what is due to him or her in exchange
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for the payment of contributions or taxes on the basis of an explicitly written
contractual arrangement between the payer and his or her social protection
istitution. In an informal context, a daughter’s dowry, for example, may not be
strictly necessary, since the groom may be wealthy enough to provide a decent
standard of living for the new couple; yet there are implicit rules or contracts in
society that dictate such transfers.

It might seem reasonable, then, to abolish benefits for people who have no
real need for them. Surely it would be more efficient economically to focus the
whole transfer system on transfers paid out of general taxation to people in
need. Why not simply adopt a no-fault attitude to poverty and give people what
they actually need without operating huge redistributive insurance mechanisms
that do not seem to make much difference in the distribution of income?

Most transfers are constructed the way they are for good reason — namely,
public acceptance of transfers that go beyond strict effectiveness or efficiency
criteria in risk management. As mentioned, one function of social transfer
systems 1s to prevent poverty. The public perception is that this can and, to
some extent, should be done by forcing individuals to earn entitlements to
certain transfers in cases of defined contingencies. Regardless of whether the
individual is in strict material need or not, these benefits will be paid whenever
the contingency arises. No charity aspect is involved, no stigma, simply
individual rights and entitlements. Having a right, an entitlement, is a value in
itself. People are more likely to contribute to an insurance contract that provides
them with self-earned income security. They are more likely to accept implicit
benefit reductions as a consequence of redistributive transfers from the rich to
the poor, often built into such transfer systems (for example, through the
payment of income-dependent contributions in health insurance schemes, while
benefits are essentially needs-based) than financing the payment of an
exclusively pro-poor benefit out of general taxes. The sum total of taxes plus
contributions collected in a society that establishes inalienable rights-based
benefit entitlements may be higher than in a society that relies exclusively on
needs-based and means-tested benefits (see discussion in Chapter 4).

However, transfers operated by state or parastatal entitlement-based
insurance systems may also be inefficient. Unnecessary benefits may be provided,
triggered merely by the availability of resources (for example, high-cost
“luxury” accommodation in hospitals). If not strictly designed or administered,
transfers may also foster excessive dependency by encouraging individuals to
live on benefits even though they could be economically productive (as in the
case of overly generous student grants or entitlement to premature retirement).

To sum up, all that this means is that actual social expenditure as reflected
by national statistics or surveys does not indicate whether transfers are effective
and efficient. A high level of social transfers overall could conceivably be
combined with extreme inequality within a society. The question here is
whether a certain normal level of transfer efficiency in a society can be
estimated as a benchmark for broad efficiency checks of national social transfer
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systems. Such an estimation should include formal (private and public) and
informal transfers, in order to permit a true comparison between countries with
dominantly formal transfer systems and countries with dominantly informal
systems. A normal level of efficiency would be defined as a level where all
members of society would be guaranteed a certain level of consumption
deemed adequate according to national societal values. Section 1.5 sets out to
establish a first estimate of tot