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Preface

Most countries in the developing world do not have effective mechanisms in place
for softening the impact of adverse shocks on the poor. The contributions presented
in Shielding the Poor: Social Protection in the Developing World explain why the poor
are particularly vulnerable to adverse shocks and discuss appropriate policy
responses for minimizing the impact of shocks on poverty and how to exploit the
growth-enhancing elements of safety nets and social protection more generally.
The volume covers a broad range of issues in the social protection agenda, including
an analysis of the empirical evidence of the impact of shocks on poverty and
inequality in Latin America, unemployment insurance and employment programs,
the safety net role of microfinance, the role of social investment funds in helping
the poor manage risk, old age security for the poor, the impact of health shocks on
the poor, and lessons learned from social protection programs in the developed
world.

The articles included in this book were presented at the conference, "Social
Protection and Poverty," held at the Inter-American Development Bank (IDB) in
February 1999 in Washington, D.C. The authors benefited greatly from comments
by the discussants who participated in the conference, including Marguerite Berger,
Gary Burtless, Gaurav Datt, Ruthanne Deutsch, Christiaan Grootaert, Carmen Pages,
Inder Ruprah, William Savedoff, Miguel Szekely, and Andras Uthoff, as well as
from anonymous reviewers.

Many people collaborated in the preparation of this volume. In particular,
Alexander Kazan coordinated the logistics of the editorial process with the support
of Gustavo Yamada and Daniel Myers. Celine Charveriat—with the collaboration
of Ellen Connors and Heather McPhail—was the logistics coordinator of the
conference and was supported by Miguel Almeyda, Soledad Bustos, Cesar Cantu,
Laura Sotomayor, and Luis Tejerina. We would like to thank Sandra Gain from the
Publications Section of the IDB for her editorial input. We extend our warm
appreciation to the Brookings Institution Press, especially Christopher Kelaher,
acquisitions editor, and Janet Walker, managing editor. Theresa Walker edited the
manuscript, Tanjam Jacobson proofread it, and Shirley Kessel prepared the index.
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CHAPTER ONE

Introduction

Nora Lustig

Social protection consists of the set of public initiatives that can lessen the impact of
adverse shocks on the income of the population. In more technical terms, social
protection is the set of public interventions designed to assist individuals and house-
holds in better managing economic risks. These interventions typically include la-
bor market interventions, social safety nets, and pensions. They also include public
actions aimed at reducing risk such as prudent fiscal policy to prevent macroeco-
nomic crises, large-scale reforestation to prevent natural disasters, or public health
campaigns to reduce the incidence of illness. Measures designed to better equip
the population to protect itself such as building a more solid asset base (through
land distribution and titling, for example) and access to credit and insurance mar-
kets belong to the social protection agenda as well.

The primary focus of this book is not social protection in general but social
protection for the poor in the context of a developing country. That is, we are con-
cerned with providing social protection to the segment of the population that has little
or no access to state-sponsored social insurance schemes (because it does not partici-
pate in a contributory system because of legal or de facto restrictions) or private market
insurance or credit mechanisms (because of "cream skimming" practices and moral
hazard issues); cannot save in adequate amounts precisely because it is poor; and has
little or no voice to demand the protection of pro-poor programs and the implementa-
tion of safety nets in times of fiscal retrenchment. The mechanisms considered are those
that serve to smooth downward risks, that is, adverse shocks.

The key objectives of social protection for the poor can be summarized as
follows:

• To lessen the vulnerability of the poor through ex ante measures that re-
duce the occurrence of adverse shocks or mitigate their impact, and through ex
post measures that help the poor to maintain adequate consumption and access to
basic services once the shock occurs.
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2 SHIELDING THE POOR

• To allow for better consumption smoothing over the life cycle of poor fami-
lies through market and nonmarket mechanisms.

• To enhance equity by ensuring that the poor are not disproportionately
exposed or hurt by adverse shocks.1

Why may social protection for the poor be an important concern for
policymakers? One obvious reason is because policy interventions can improve
the well-being of the poor simply by preventing sharp downfalls in income or con-
sumption. Poor people in the developing world give high priority to economic
security.2 Empirical studies show that large fluctuations in income are common for
the poor and that a large proportion of people fall into poverty at one point or
another in their lives.3 Large aggregate shocks such as economywide crises result
in sharp increases in poverty (table 1-1). As seen in table 1-2, panel data indicate
that the share of households that are "sometimes poor" is considerable and almost
always exceeds the proportion of households that are "always poor." Because the
poor are less equipped to smooth consumption, income downfalls will translate
into large consumption downfalls.4

However, an equally compelling reason is that social protection can be growth
enhancing as well. If the poor have access to mechanisms that protect them from
sharp downfalls in income, they will be more likely to undertake riskier initiatives
in the production and labor market spheres, and these initiatives could result in a
higher return for the poor and for the economy overall. Similarly, if social protec-
tion helps prevent or at least mitigates irreversible damage to the accumulation of
human capital (such as a rise in abusive child labor, malnutrition, or school drop-
outs), it will also be beneficial for overall growth and contribute to poverty reduc-
tion on a more permanent basis and not just during the period of the shock. In table
1-3 we present examples of the impact of economic crises on education and health
and nutrition indicators.5 Christiaan Grootaert finds that in Cote d'lvoire, in re-

1 See World Bank (1999a, p. 14).
2 World Bank (1999b, 2000a).
3 World Bank (2000b, chap. 8). At the more microeconomic level, Townsend (1994) finds that the coeffi-
cients of variation of income from the main crops in two Indian villages are between .37 and 1.01.
4 Jalan and Ravallion (1997), for example, show that 40 percent of an income shock is passed on as
lower consumption for the poorest 10 percent of households in China, while for the richest third only 10
percent is passed on.
5 See also Lustig (1995,1999).
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INTRODUCTION

Table 1-1. Poverty Headcount Ratio Before, During, and After Crisis

Poverty headcount ratio

Change in GDP
per capita

relative to year

Year of Before crisis During crisis After crisis
Country

Of Before
crisis Ratio Year Ratio Change Ratio Year Change crisis crisis

Argentina
(Greater Buenos Aires)

Argentina
(Greater Buenos Aires)

Argentina
(Greater Buenos Aires)

Brazil
(all metropolitan areas)

Chile
(metropolitan areas) §

Costa Rica *
Dominican Republic *
Dominican Republic *
Guatemala §
Indonesia *
Jordan *
Korea (urban) *
Mexico
Mexico §
Panama *
Panama *
Peru§
Peru (urban) *
Russia **
Thailand
Uruguay §
Venezuela §
Venezuela §
Venezuela §

1985

1989

1995

1990

1982
1982
1985
1990
1982
1998
1989
1998
1986
1995
1983
1988
1983
1988
1998
1998
1982
1983
1989
1994

10.1

25.2

16.8

27.9

40.3
29.6
37.3
35.7
65.0
11.3
3.0
8.6

28.5
36.0
40.6
44.0
46.0
32.2
21.9
11.4
11.0
25.7
40.0
41.4

1980

1987

1993

1989

1980
1981
1984
1989
1980
1996
1987
1997
1984
1994
1980
1986
1979
1985
1996
1996
1981
1982
1988
1993

20.6 +

47.3 +

24.8 +

28.9 +

32.3 +

18.9
16.7 +

19.2 +

32.7 +
12.9 +

32.7 +
44.4 +
53.6 +

25.2

33.7

26.0

48.6
29.7
38.2
39.5
68.0
11.7
14.9

32.6
43.0
44.0
50.0
52.0
50.0

15.0
34.8
41.5
48.2

1987

1990

1997

1987
1983
1986
1992
1986
1999
1992

1989
1996
1986
1989
1986
1991

1986
1985
1990
1996

+ +

+ +

+ +

+ +
+ +
+ +
+ +
+

+ +

+ +
+ +
+ -
+ -
+ +
+ -

+
+ -
_i_

+ +
+ -

-

-

+

-
-
+
-
-

+

+
-
-
-
-
-

-
-
-
-

+ Increase.
- Decrease.
§ Based on household income.
* Based on per capita expenditure.
** Based on household expenditure.
Note: Headcount based on individual per capita household income and national poverty lines unless otherwise noted.
For Argentina, Brazil, Chile, Korea, and Peru there was no information at the national level.
Source: World Bank (2000a); real GDP per capita data from World Bank (2000b); for Argentina, Ministerio de Economia de
Argentina (1998) and Morley and Alvarez (1992); for Brazil, Barros, Mendonc.a, and Rocha (1995); for Chile, Lustig (1995,
table 1-1); for Costa Rica, the Dominican Republic, and Panama, Londono and Szekely (1997); for Guatemala, Peru
(1983), and Uruguay, ECLAC (1996); for Indonesia, Korea, and Thailand, World Bank (1999a); for Jordan, World Bank
(1994); for Mexico (1986), Lustig and Szekely (1998); for Mexico (1995), ECLAC (1999); for Peru (1988), Escobal, Saavedra,
and Torero (1998); for Russia, Lokshin and Ravallion (2000); and for Venezuela, Ruprah and Marcano (1998).
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SHIELDING THE POOR

Table 1-2. Households by Poverty Status in Selected Developing Countries,
Various Years
Percent

Country

China
Cote d'lvoire
Ethiopia
Pakistan
Russian Federation
South Africa
Zimbabwe

Period

1985-90
1987-88
1994-97
1986-91
1992-93
1993-98

1992/93-1995/96

Always
poor

6.2
25.0
24.8
3.0

12.6
22.7
10.6

Sometimes
poor

47.8
22.0
30.1
55.3
30.2
31.5
59.6

Never
poor

46.0
53.0
45.1
41.7
57.2
45.8
29.8

Source: Baulch and Hoddinott (forthcoming).

sponse to a severe economic recession, the poorest households increased the labor
force participation of children the most. Hanan Jacoby and Emmanuel Skoufias
find that in rural India households used child labor as a way to respond to seasonal
income fluctuations. In Zimbabwe, John Hoddinott and Bill Kinsey find that the
1994-95 droughts reduced annual growth rates of the height of small children.6

These responses show how transient shocks can affect the ability of the children of
poor families to grow out of poverty when they reach adulthood.

Finally, if the poor are protected from the income variability associated with
openness and flexible labor markets, they are more likely to support stabilization
programs and growth-enhancing reforms. Recent work has shown that the combi-
nation of weak institutions—including among them the lack of adequate social
safety nets—and divided societies lies at the bottom of the growth collapses expe-
rienced in the past twenty-five years.7

A TYPOLOGY OF ADVERSE SHOCKS

Although adverse shocks are accompanied by a downturn in income or consump-
tion, they are not all economic in origin. Economic shocks are those resulting from
macroeconomic mismanagement, terms-of-trade shocks, volatility in capital flows,

Grootaert (1998); Jacoby and Skoufias (1997); Hoddinott and Kinsey (1998).
Rodrik (1997).
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INTRODUCTION

Table 1-3. Health and Educational Impact of Economic Crisis

Argentina, 1995 Mexico, 1995 Indonesia, 1998

Main
crisis
indicators

Per capita GDP fell
4.1 percent.

Per capita private
consumption fell
5.6 percent.

Per capita GDP fell
7.8 percent.

Per capita private
consumption fell
11.1 percent.

Per capita GDP fell
14.6 percent.

Per capita private
consumption fell
5.1 percent.

Health Per capita daily
protein intake fell
3.8 percent in 1995
but increased
1.9 percent in 1996.

Among children under
age 1, mortality from
anemia increased from
6,3 deaths per 100,000
live births in 1993 to 7.9
in 1995. Among children
age 1-4, the rate rose from
1.7 to 2.2.

The share of women whose
body mass index is below
the level at which morbidity
and mortality risks increase
was 25 percent.
Most indicators of child
nutritional status remained
constant. The exception
maybe the weight (conditional
on height) of children under age
3, suggesting that families
may be investing in some
members at the expense of
others.

Education Growth in gross
primary enrollment
declined from
2.2 percent in 1993
to 0.8 percent in 1996.

Gross primary school
enrollment increased
0.44 percent in 1994
but fell 0.09 percent in
1995.

The dropout rates for
children age 7-12 in the
poorest quartile rose from
1.3 percent in 1997 to 7.5
percent in 1998. For children
age 13-19, the rate
rose from 14.2 percent to
25.5 percent. In both
cohorts, the poorest quartile
experienced the largest
increase in dropout rates.
The share of children age
7-12 in the poorest quartile
not enrolled in school rose
from 4.9 percent in 1997 to
10.7 percent in 1998. For
children age 13-19, the rate
rose from 42.5 to 58.4 percent.
In both cohorts, the poorest
quartile experienced the
largest increase.

Source: World Bank (2000b).
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6 SHIELDING THE POOR

and so on. Physical shocks include ill health, disability, and death in the family as
well as large-scale epidemics. Natural shocks include droughts, pests, hurricanes,
floods, and earthquakes. Social or political shocks include wars, conflicts, massive
strikes, upheavals, and violence in various forms (domestic or otherwise). Envi-
ronmental shocks include pollution, deforestation, and nuclear disasters. Table 1-4
summarizes the types of shocks that people may face.

Depending on the number of individuals or households that are simulta-
neously affected, shocks are either idiosyncratic or covariate (aggregate) (table
1-4). Idiosyncratic shocks are those that occur when only one or a few individuals
or households in a community suffer losses. Typical idiosyncratic shocks are
noncommunicative illness or frictional unemployment. Covariate shocks occur
when large numbers of households are hit at the same time. Covariate shocks can
affect entire villages, communities, or regions within a country as occurs, for ex-
ample, with climatic events, downsizing of the public sector, and sharp capital out-
flows or terms-of-trade shocks. Entire countries are affected by economywide cri-
ses such as financial meltdowns and large-scale natural disasters such as El Nino;
and groups of countries experienced the debt crisis of the 1980s. The global economy
felt the impact of the Great Depression and the two world wars.

Some types of shocks are few and far between, such as the death of the bread-
winner of a household, and others occur with frequency, such as a bad crop
because of weather conditions. Some shocks are serially correlated. For example,
natural disasters can be followed by sickness and death, compounding the initial
impact of the environmental event.

Some shocks, even if they are infrequent, have a long-lasting effect, such as
death or disability of the breadwinner or technological redundancy of skills. Such
catastrophic adverse shocks may require permanent transfers to the affected house-
holds. There are other shocks that might be of high frequency but whose effects are
not very severe, such as transient illness or temporary unemployment. In such cases
the required relief is temporary.

STRATEGIES FOR MANAGING ADVERSE SHOCKS

The strategies for managing adverse shocks can be classified into three categories:
nonmarket, market-based, and publicly mandated or provided (table 1-5).
Nonmarket arrangements include the safety nets provided by social networks such
as marriage, the extended family, and mutual community support, as well as the
self-insurance mechanisms used by individuals and households, such as saving in
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INTRODUCTION

Table 1-4. Main Sources of Risk

At the household At the community At the nationwide
or individual level level level

Type of risk (idiosyncratic) (covariate) (covariate)

Natural

Health

Social

Economic

Rainfall

Illness
Injury
Disability
Old age
Death

Crime
Domestic violence

Frictional
unemployment

Earthquakes
Landslides
Volcanic eruption

Epidemic

Terrorism
Gangs

Resettlement
Harvest failure

Floods
Drought
High winds

Civil strife
War
Social upheaval

Growth collapse
Balance-of -payments,
financial, or currency
crisis

Technology- or trade-
induced terms-of-trade
shocks

Political Riots Political default on social
programs

Coup d'etat

Environmental Pollution Pollution
Deforestation
Nuclear disaster

Source: Adapted from World Bank (2000); Holzmann and J0rgensen (2000); Sinha and Lipton (1999).

the form of goods and real assets (food, farm animals, land), crop and field diver-
sification, the use of safer technology, labor market decisions (migration, occupa-
tional choice, labor force participation), schooling decisions, and so on. Market-based
arrangements include financial intermediaries and insurance companies. Publicly
mandated or provided arrangements include the rules and regulations that man-
date or provide insurance for unemployment, old age, disability, survivorship, ac-
cident and sickness. They also include the array of safety nets and social assistance

7
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8 SHIELDING THE POOR

programs designed to ameliorate the impact of adverse shocks on the poor regard-
less of their origin.

By their very nature the poor in developing countries are more likely to rely
on nonmarket and self-insurance arrangements. Because of market failures arising
from asymmetric information, moral hazard, and "cream skimming" practices, the
poor are less likely to have access to formal credit and insurance markets. But while
some informal and self-insurance arrangements might be effective for coping with
idiosyncratic shocks, their effectiveness against covariate shocks is limited. Infor-
mal or self-insurance arrangements may be suboptimal even in the case of idiosyn-
cratic shocks because they could result in lower potential incomes such as would
be the case with safer but less productive technologies, inefficient crop and field
diversification, or the decision to discontinue school attendance. In all such cases
public intervention is warranted to improve the access of the poor to market-based
arrangements and to reduce the use of self-destructive informal and self-insurance
schemes to cope with adverse shocks.8

Government action is also fundamental in the prevention of adverse shocks.
Reducing the likelihood of adverse shocks includes, for example, measures in the
international financial architecture and economic policy realm for preventing
economywide crises; environmental and population measures to reduce the likeli-
hood that an environmental-climatic event results in a calamity; and public health
policy to reduce the occurrence of preventable health shocks.

The purpose of this book is to discuss alternative interventions that can
reduce and mitigate the impact of adverse shocks on the poor as well as allow for
better consumption smoothing over the life cycle of poor families in the most
efficient way. The latter implies paying particular attention in designing the inter-
ventions so as to exploit the growth-enhancing elements of safety nets, minimize
leakage of the benefits to the nonpoor (targeting issues), and avoid perverse
incentives. Essentially, the book will concentrate on the italicized concepts in table
1-5, that is, publicly provided risk-coping measures, such as employment programs
and social assistance for health shocks and old age; and risk reduction and mitiga-
tion instruments, such as microfinance and social investment funds. It will also
include a discussion of social protection programs in the developed world and the

8 Extreme cases of self-destructive behavior in coping with shocks exist throughout the world. In India,
for instance, it was discovered that poor women were forfeiting a kidney to pay back money they had
borrowed to feed their families (University of California, 1999).
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INTRODUCTION

Table 1-5. Mechanisms for Managing Risk

Informal mechanisms

Risk reduction

Risk mitigation
Portfolio
diversification

Insurance

Risk coping

Individual and
household

Preventive
health
practices

Migration
Less risky income
sources

Crop and plot
diversification

Income source
diversification

Investment in
physical and
human capital

Marriage and
extended family

Sharecrop
tenancy
Buffer stocks

Sale of assets
Loans from
moneylenders

Child labor
Reduced food
consumption

Group based

Collective action
for infrastructure,
dikes, terraces

Common property
resource
management

Occupational
associations

Rotating savings
and credit
associations

Investment in
social capital
(networks,
associations,
rituals,
reciprocal gift
giving)

Transfers from
networks of
mutual support

Formal mechanisms

Market-based

Savings accounts
in financial
institutions

Microfinance

Old age annuities
Accident and
disability
insurance

Sale of
financial assets

Loans from
financial
institutions

Publicly
provided

Sound macro-
economic policy

Environmental
policy

Education and
training policy

Public health policy
Infrastructure
(dams, roads)

Labor market
policies

Agricultural
extension

Open up trade
opportunities

Protection of
property rights

Pension systems
Unemployment

insurance
Health and
disability
insurance

Social assistance
Work/are
Subsidies
Social funds
Cash transfers

Source: World Bank (2000a, chap. 8); adapted from Holzmann and J0rgensen (2000).
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10 SHIELDING THE POOR

role of informal safety nets. Although the topics covered are by no means exhaus-
tive, the chapters provide lessons from experience and a good overview of the
issues that policymakers will have to face in designing appropriate ways of shield-
ing the poor from adverse shocks.9 While a few of the chapters are very technical in
nature, others are primarily descriptive and accessible to a wide audience. The more
technical chapters show the elements that have to be considered when attempting
to strike a balance between social protection and efficiency.

Because of its focus on the uninsured poor, this book has great relevance for
developing countries and a very limited one, if any, for the industrial world. As
development proceeds in the less developed world, one would expect to see a tran-
sition away from self-insurance and social assistance to market-based risk man-
agement strategies and publicly provided social risk management instruments such
as sick pay, health care, disability and old-age insurance, and unemployment
insurance. One key question is what set of policies can accelerate the process of
formalizing the informal labor market. A common view is that many of the labor
market regulations designed to protect the labor force from abuse are major im-
pediments to the latter because their costs and design make it rational to evade and
avoid those regulations. Although of utmost importance, this discussion has been
dealt with elsewhere and will not be a topic of this book.10 Two other areas are not
addressed: weak institutions and weak public finances. Although the latter are
usually cited as a reason for not implementing more aggressive publicly funded
consumption smoothing mechanisms, evidence shows that this factor has been
exaggerated.

A ROAD MAP

The chapters in this book address various topics: the impact of economic crises on
poverty and inequality and the importance of a safety net to shield poor people
from their impact; mechanisms to address unemployment; health shocks and old
age among the poor; the role of social funds as safety nets; microfinance to smooth
consumption; and lessons from the developed world.

9 For a broader discussion of risks and social protection, see Inter-American Development Bank (2000)
and World Bank (2000a, chaps. 8,9).
10 See, for example, Edwards and Lustig (1997).
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INTRODUCTION 11

The Costs of Economic Crises

Chapter two, by Alain de Janvry and Elisabeth Sadoulet, shows how economywide
crises in Latin America can result not only in sharp increases in poverty but also in
inequality, making it harder to reduce poverty in the future even if growth at previ-
ous levels is resumed.11 Using data for 48 growth and recession spells for 12 coun-
tries in Latin America between 1970 and 1994, the authors find that "there are strong
asymmetries in the relation between income and poverty/inequality according to
growth episode: recession is systematically devastating on poverty and inequal-
ity." They find that a 1-percent decline in per capita gross domestic product during
the 1980s eliminated the gains in urban (rural) poverty reduction achieved by 3.7
(2) percent growth in the 1970s. Recession episodes in the 1980s were found to have
a strong ratchet effect on inequality, since the higher level of inequality is not re-
versed with subsequent growth.

These results, together with those shown in table 1-1, should suffice to dem-
onstrate how important it is for countries to reduce the likelihood of economic
crises. They also indicate the importance of countering with the appropriate
countercyclical safety nets to help the poor cope with the impact of economic cri-
ses. Pro-poor programs must be protected from budget cuts when a nation is intro-
ducing fiscal austerity measures to restore macroeconomic balance.12

Unemployment Insurance and Employment Programs

In chapter three Gustavo Marquez succinctly describes existing programs and their
limitations in the region. During the 1990s Latin America experienced very high
unemployment rates in general. According to data from the Economic Commis-
sion for Latin America and the Caribbean, the open unemployment rate in Latin
America (excluding the Caribbean) reached 8.4 percent in 1998, up from 5.8 per-
cent in 1992.13 Furthermore, 12 out of 22 countries in the region with regular data

11 That crises result in increases in inequality is not always the case. Economic downturns in the recent
East Asian crises, for example, have not been accompanied by a rise in inequality. Sometimes inequality
falls during a crisis.
12 For more on this subject, see Lustig (1995, 2000); Inter-American Development Bank (2000, chaps. 1,
5); World Bank (2000a, chap. 9).
13 ECLAC (1999).
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12 SHIELDING THE POOR

had an unemployment rate close to or above 10 percent in 1997.14 What is striking
from this overview is how limited is the protection awarded for unemployment
hazards in a region that has been facing major structural changes resulting from
the introduction of market-oriented reforms and recurrent economic downturns.
Although part of the unemployment problem would be solved if hiring and firing
become less restrictive and costly, some of the available evidence does not indicate
that the gains from reforming the labor market regulations would be large.15

In chapter four Hugo A. Hopenhayn and Juan Pablo Nicolini use modern
optimal contract theory to discuss what the effects of heterogeneity are on the de-
sign of an optimal unemployment insurance scheme. Heterogeneity is understood
in two senses: systematic differences in workers' reemployment rates and cyclical
variations in reemployment probabilities. The authors find that for workers whose
reemployment rates differ because of age and skill differences—but not in search
effort—unemployment benefits should have a steeper profile: that is, they should
be reduced more quickly. Overall, higher-risk workers—that is, those with lower
reemployment probabilities—should have more lifetime coverage than low-risk
workers. The authors also find that it is optimal to fully insure all aggregate risk
and that the reemployment tax should be lowered during recessions. When reces-
sions mostly affect baseline reemployment probabilities, the benefits should be
decreased more slowly.

Hopenhayn and Nicolini's analysis allows us to interpret the advantages of
workfare and training programs in a new light. It is very hard to monitor the em-
ployment status of workers in the informal sector. A very strong incentive problem
occurs because an unemployed worker receiving benefits would not have
incentives to report having found a job. One way to cope with this problem is to
require that beneficiaries of the program follow a schedule, for instance, do public
works. Examples are workfare programs such as the Maharashtra employment
program in India, Trabajar in Argentina, and the minimum employment program
in Chile in the past.16 Furthermore, if the nonlabor costs are decentralized to the
operating unit of the program, the monitoring of the employment status of the
beneficiary is done in an incentive-compatible way. The operating unit finds it in
its best interest to enforce the participation of the worker. In other words, workfare

14 The countries are Argentina, Barbados, Colombia, Dominican Republic, Ecuador, Jamaica, Nicaragua,
Panama, Peru, Trinidad and Tobago, Uruguay, and Venezuela.
15 See Kugler (1999).
16 See Lipton (1996); Ravallion (1998); Subbarao and others (1997).
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INTRODUCTION 13

programs can be interpreted as an unemployment insurance contract with a tech-
nology to monitor the employment status of the beneficiary. An alternative way of
monitoring would be to require workers to attend training programs. The main
objective of such programs may not be the productivity-enhancing effects but the
monitoring services they supply.

Social Investment Funds

Chapter five by Steen Lau Jorgensen and Julie Van Domelen shows how to help the
poor better manage risks by building up their social capital and physical infra-
structure. Social funds are agencies that finance demand-driven projects in several
sectors targeted to benefit a country's poor and vulnerable; these projects must
meet a set of eligibility criteria. The first fund was established in Bolivia in 1987. At
present there are social funds in almost all countries in Latin America and the Car-
ibbean, Africa, the Middle East, Eastern Europe, Central Asia, and a few in Asia.
Most of the funds have focused on building or refurbishing social infrastructure,
particularly health posts, schools, and water supply and sanitation. Originally, the
social funds were set up to provide temporary employment and relief from a crisis
situation through labor-based income transfers and subsidization of social services
and infrastructure. Although social funds continue to respond to emergency situa-
tions, such as Hurricane Mitch in Central America, fall-out from the wars in
Cambodia and Angola, an earthquake in Armenia, or a drought in Zambia, they
are evolving into permanent structures with multiple objectives. Nevertheless, for
social funds to fulfill their emergency and nonemergency roles a number of institu-
tional changes will have to be introduced. Systematic impact evaluation studies
are also needed to identify what works best in the implementation of social funds.

The authors argue in favor of rethinking the use of social funds in the broader
context of a social risk management framework. Community development funds,
decentralization funds, and infrastructure funds can be used to reduce and miti-
gate risks by, for example, building earthquake proof buildings and dams, intro-
ducing reforestation programs, helping households relocate to safer areas, and so
on to reduce the risk of natural disasters. Social funds can strengthen the informal
networks and support risk-mitigating strategies of informal insurance. Employ-
ment generation and social assistance funds can provide sources of livelihood to
communities hit by an adverse situation and protect the human capital (nutrition,
health, and education) of the children of communities hit by a shock. C
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14 SHIELDING THE POOR

Coping with Health Shocks

In chapter six Paul Gertler compares the welfare gains from providing social insur-
ance for major illness versus small health shocks.

Major or catastrophic illness has two important economic costs for house-
holds: the cost of medical care used to diagnose and treat the illness and the loss in
income associated with reduced labor supply and productivity. Given the high cost
and unpredictability of major illness, poor families in developing countries may
not be able to smooth their consumption. Drawing on panel data for China and
Indonesia, Gertler shows that while households are able to insure (through the
mechanisms mentioned above) the economic costs of small health shocks, they are
not able to insure against the costs of major or catastrophic illness. The results of
the empirical exercise show that reducing the variation in income associated with
major illness can have large welfare gains. Since poor families in developing coun-
tries do not have access to formal insurance owing to market failures (or, even if
they could have access, they may not be able to afford it), there is a role for social
insurance for income loss because of disability and medical care expenses. How-
ever, the fact that households are able to insure against the costs of small health
shocks suggests that relying on user fees to expand publicly delivered health care
services will have little impact on welfare.

Averting an Old-Age Crisis for the Poor

Estelle James points out in chapter seven that the majority of workers and old people
in developing countries are not covered by formal social security programs. Cover-
age rates range from less that 10 percent in Sub-Saharan Africa and South Asia and
less than 30 percent in most of East Asia, to 50 to 60 percent in middle-income
countries in South America, and 70 to 80 percent in Eastern European transition
economies. The uninsured fall into two categories: workers who have jobs that are
not covered by contributory programs (self-employed rural workers and workers
in small firms, for example); and women who have worked in the household rather
than in the labor market for most of their lives.

As development proceeds, coverage will rise, but to achieve near full cover-
age will take quite some time. Until that happens, a large portion of the population
will remain uninsured or partially so. While recent pension reforms tying benefits
more closely to contributions are desirable from the point of view of incentives and
fiscal soundness of the contributory systems, they may reduce coverage among the
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INTRODUCTION 15

poor. In particular, benefits are reduced substantially for those who contribute for
only part of their working lives, hence they may not be eligible for the redistribu-
tive pillar of the new pension systems. Because the minimum amount of years that
workers must have contributed is rather large, workers who do not anticipate such
a long participation in a contributory system or in the labor market will have an
incentive to stay out of the system.

James proposes the implementation of the requirement to purchase survi-
vors' benefits and joint annuities to cover the spouses who worked in the home as
part of the household division of labor. For workers who participated in noncovered
jobs and were too poor to save for old age, social assistance is essential. To reduce
moral hazard problems, social assistance should be financed out of general rev-
enues and should offer less than the redistribution given to the low-income groups
who participate in contributory systems.

In chapter eight Carmelo Mesa-Lago provides an overview of the characteris-
tics of social protection programs for health and old age. While some countries
have very developed national health systems, a recurrent problem is that coverage
in the rural areas is lower and poorer in quality than in urban areas (the incidence
of poverty is higher in rural areas and most of the poor live in rural areas in the
poorest countries of the region). The author advocates establishing national health
care systems that cover all the population and argues in favor of using government
resources in the prevention of health hazards by such means as vaccination cam-
paigns, health education, potable water, and sewerage systems. The latter would
bring expenses required in curative care down and free up resources for the inevi-
table cases. Mesa-Lago suggests establishing mandatory programs for the incorpo-
ration of low-income groups such as the self-employed, domestic servants, and
employees of microenterprises, and creating schemes with lower financing bur-
dens and benefits.

Improving the Poor's Ability to Mitigate Risks:
The Role of Microf inance Programs

In chapter nine Manfred Zeller explores the role of microfinance in reducing the
downward risk of falling below some minimum threshold levels of consumption
for poor households. The author argues that the role of microfinance to smooth
income is limited. However, "access to financial services can have a far greater role
for smoothing consumption, and thereby increasing the risk-bearing capacity of
households for increasing future income." In particular, the largest potential for
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16 SHIELDING THE POOR

microfinance is seen for helping the poor address idiosyncratic risks such as ill
health, disability, old age, and divorce. Viewed this way microfinance goes beyond
the traditional role of assisting the poor in earning income from microenterprises
to a safety net role.

The author discusses several of the innovative microfinance institutions that
offer financial products to respond to the above-mentioned idiosyncratic risks. The
most common ones are precautionary savings services. Some microfinance institu-
tions offer explicit lines of consumption credit. This is true of many village banks in
Latin America and Sub-Saharan Africa. In addition, some microfinance institutions
have developed insurance products such as life insurance. Broadening the out-
reach of financial services will carry higher risks. That is why microfinance institu-
tions should circumscribe themselves—at least at first—to offer the new services to
areas with low covariate risks such as illness, death, divorce, or disability.

Microfinance used for consumption smoothing purposes is likely to crowd
out informal schemes. Given that microfinance services are likely to be indirectly
subsidized by the government, for example, by grants for product innovation, staff
training, and institutional expansion, formal financial services can have social costs
that exceed their benefits. But Zeller argues, "evidence from recent research sug-
gests that the informal responses are far from adequate, and that publicly sup-
ported institutional innovations in microfinance can offer in many circumstances a
viable policy instrument that generates net social benefits."

How to Avoid Crowding Out Informal Insurance

Orazio Attanasio and Jose-Victor Rios-Rull develop an analytical model in chapter
ten to explore the impact of the provision of a safety net on informal insurance
arrangements. They find that the provision of a safety net from some external agency
such as an international organization or the central government could, under cer-
tain assumptions, reduce the amount of idiosyncratic insurance achieved by a pri-
vate contract such as that provided by what the authors call the "extended family."
In other words, "the simple provision of aggregate insurance that just shrinks the
variance of aggregate shocks without considering the possible crowding out of pri-
vate insurance is not necessarily optimum." Moreover, such crowding out could,
in certain circumstances, lead to an overall welfare decrease.

Regardless of whether the introduction of aggregate insurance leads to a wel-
fare decrease, the authors stress that their results imply that it is worth thinking of
insurance schemes that avoid these problems, though designing aggregate insur-
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INTRODUCTION 17

ance schemes that do not crowd out private insurance arrangements is difficult.
Attanasio and Rios-Rull propose some possible mechanisms to avoid the crowd-
ing-out effect. For example, when the government can identify the "extended fami-
lies" in the village, they can make the payment of aggregate insurance to each of
the two members conditional on the agreement of the other partner. Therefore, a
reversion to autarky would imply not only losing the benefit of the informal insur-
ance agreement but also the access to the aggregate safety net. This would give
members of the extended family a powerful mechanism to punish the individuals
who renege on the informal insurance agreement. As the crowding out is gener-
ated by increasing the value of autarky, this kind of scheme would avoid it.

Whether an aggregate insurance scheme crowds out private informal arrange-
ments depends on the specific functioning of these arrangements as well as the
characteristics of the shocks that households face. As a result, the authors end their
chapter by making a series of recommendations on how the relevant information
could be collected by longitudinal household surveys.

Lessons from the Developed World

The first lesson one can learn from reading chapter eleven by Timothy M. Smeeding
and Katherin Ross Phillips is that spending on social protection in the developed
world makes a difference in terms of poverty reduction. A second lesson is that the
developed world makes an effort to measure the impact of its social insurance and
social assistance programs on household income. In contrast, most surveys in de-
veloping countries do not collect reliable information on these components of in-
come.

In terms of specific programs, the authors argue that social insurance has the
greatest impact on poverty reduction for working age adults (including the unem-
ployed and those who do not participate in the labor market) and for the elderly.
Social assistance plays a significant role in some countries (for example, Australia
and the United Kingdom) and for some specific groups such as single parents and
the elderly. All in all, while most of the countries have responded well to the more
traditional risks such as extended unemployment, old age, and disability, not all
have done so. Furthermore, only Sweden and to a lesser extent France, Spain, and
the Netherlands appear to have dealt well with the new risk of single parenthood.

While social insurance schemes have a strong impact on reducing poverty
without stigma, they have two problems: their large cost and their disincentive
effects on the labor market. In addition, social insurance schemes for the aged in
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18 SHIELDING THE POOR

the current pay-as-you-go pension systems are not financially sustainable under
current demographic trends. The authors conclude that tax-transfer systems in the
style of a developed country are not likely to be fiscally affordable for developing
countries, and they are liable to generate large economic costs because of their im-
pact on work effort. The developing world will have to rely more heavily on tar-
geted and self-targeted social assistance programs for the poor and on less expen-
sive social insurance schemes.
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CHAPTER TWO

Has Aggregate Income Growth Been
Effective in Reducing Poverty

and Inequality in Latin America?

Alain de Janvry and Elisabeth Sadoulet

Compared with other regions of the world, Latin America is characterized by high
levels of poverty and inequality given the prevailing levels of per capita income.
This has been referred to as "excess" poverty and inequality.1 Latin American popu-
lations have also been subjected to unusually high income variations, most par-
ticularly during the past 30 years with rapid debt-led growth, the debt crisis,
implementation of stabilization and adjustment policies, economic recoveries, and
more recently the peso crisis and repercussions of shocks in Asia and Russia. Again,
compared with other regions of the world, there has been "excess" instability. Pov-
erty, inequality, and instability are thus issues of concern as they have high social
costs. They reduce long-term economic growth (as demonstrated by sustained
growth and lower levels of poverty, inequality, and instability in Asia for more
than three decades), and they can create political backlashes on economic reforms.2

They are sources of social breakdown with symptoms like crime, violence, and
deterioration of social norms.

It is common knowledge that aggregate income growth, as measured by GDP
per capita (GDPpc), is the main source of poverty reduction and potentially of in-
equality reduction.3 Yet Latin America has not been short of successful growth over
the long run. This suggests some features of Latin American growth and its context

We are indebted to Miguel Szekely for useful suggestions.
1 Londono and Szekely (1997).
2 See Aghion and Howitt (1998) and The Economist (1996).
3 World Bank (1990).
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22 SHIELDING THE POOR

may be limiting the capacity of growth to make a dent in poverty and inequality.
These features are clearly unequally present across countries. Indeed, while there
are general features of Latin America as a region, poverty and inequality vary widely
across countries, implying that, over the long run, growth has been differentially
successful in affecting poverty and inequality.4 If there is a concern with poverty
and inequality, it is important to identify these features, so they can be modified
through policy interventions that may render aggregate income growth more ef-
fective for reduction of poverty and inequality.

Based on these considerations, we address three questions in this chapter:

• How effective has aggregate income growth been in reducing poverty and
inequality, and under what conditions has it been more or less effective?

• Given the continuing history of economic instability, what are the relative
gains and costs in poverty and inequality of growth versus recession? Are they
symmetrical in the sense that the elasticity of poverty and inequality with respect
to income is the same whether income rises or falls?

• Latin America has gone through different "styles" of growth, shifting from
import substitution industrialization before the debt crisis ("early" growth) to more
open economy growth after structural adjustment ("late" growth). Is aggregate in-
come growth under these two models differentially effective in reducing poverty
and inequality?

We address these issues using econometric analysis to isolate the relation-
ships among income and poverty and inequality from other determining factors.
Surprisingly, virtually no econometric analysis of this relationship has been made.
The growth-welfare relation has typically instead been analyzed by simple correla-
tion or by constructing two-way tables with income growth/income recession
crossed with increases/decreases in poverty and inequality.5 This leaves uncon-
trolled a host of spurious correlations, which we attempt to control for in this chap-
ter. It also does not allow us to identify how the context in which growth occurred
affected poverty and inequality outcomes, a conditional analysis needed for the
design of policy reforms.

IDE (1998).
Morley (1995); Psacharopoulos and others (1995).

4
5
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AGGREGATE INCOME GROWTH 23

DATA AND METHODOLOGY

It is clearly difficult to develop a consistent database on poverty and inequality
across a sufficient number of countries and for a sufficient number of years to al-
low econometric identification of the determinants of poverty/inequality. Yet, a
sustained effort at developing such data has been done, principally by Oscar Altimir
at CEPAL, offering information from 1970 to 1994 for 12 countries for the years
when household income and expenditure surveys were conducted.6

The timing of episodes of early growth, recession, and late growth varies
sharply across countries. For this reason, distinguishing episodes of early growth,
recession, and late growth by fixed dates—for instance, by decades, associating the
1970s with early growth, the 1980s with recession, and the 1990s with late growth,
as is commonly done—is inadequate to capture "styles" of growth.7 In addition,
the way these episodes are captured by the available data varies across countries
owing to the timing of the household surveys in relation to these episodes. Some
countries do not have observed episodes of recession (Chile, Colombia, Costa Rica),
others do not have data for early growth (Venezuela), some do not escape from
recession (Brazil), and yet others fall back into recession after experiencing recover-
ies from recession (Honduras and Venezuela). As shown in table 2-1, we have or-
ganized the data in 53 spells of early growth (spells with positive GDPpc growth
starting in 1970 and extending up to the debt crisis), recession (negative GDPpc),
and late growth (spells with positive GDPpc growth originating after the 1970s),
with dates that are idiosyncratic to each country. There is of course some arbitrari-
ness in classifying spells by episodes of early growth, recession, and late growth,
since the spells observed between data points may hide subperiods of growth or
recession.8 The data characterize urban poverty, rural poverty, and national-level
inequality.

The variables to be explained are the rate of growth in the number of urban
poor over a spell, the rate of growth in the number of rural poor, and the rate of
growth in the Gini coefficient as a measure of inequality. We use a specification of a

6 Altimir (1995). Most of these data are reported by CEPAL in Social Panorama for Latin America (1994,
1995,1996). Details on data construction are given in de Janvry and Sadoulet (1998).
7 See, for example, Londono and Szekely (1997).
8 This correct observation was made by Miguel Szekely. There is, however, no way out of this dilemma
since we do not have annual survey data. By chance, there is a relatively good correspondence between
the years of the surveys and the economic turning points in most countries.
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24 SHIELDING THE POOR

Table 2-1. Growth Spells and GDP Per Capita Annual Growth Rates,
Latin America, 1970-94
Average annual growth rates in percent

Early growth

Country

Argentina

Brazil

Chile

Colombia

Costa Rica

Guatemala
Honduras

Mexico

Panama

Peru

Uruguay

Venezuela

Number of spells

Period

1970-80

1970-79
1979-87
1970-80

1970-80

1970-81

1970-86

1970-84

1970-79
1979-86
1970-79

1970-81

12

Rate

0.84

5.85
0.61
0.19

2.89

2.38

0.76

2.96

1.25
1.52
0.85

2.80

Recession

Period

1980-86
1986-90
1987-90
1990-93

1980-86
1992-94

1984-89

1986-89

1979-86
1986-91
1981-86

1970-81
1981-86
1986-90
1992-94

15

Rate

-1.99
-3.29
-1.92
-0.53

-3.86
-0.72

-1.47

-7.93

-1.85
-5.88
-3.28

-0.33
-2.55
-1.48
-3.44

Late growth

Period

1990-92
1992-94

1980-87
1987-90
1990-92
1992-94
1980-86
1986-90
1990-92
1992-94
1981-88
1988-90
1990-92
1992-94
1986-90
1986-90
1990-92
1989-92
1992-94
1989-91
1991-94
1991-94

1986-90
1990-92
1992-94
1990-92

26

Rate

7.31
5.44

0.43
5.34
7.37
3.73
0.80
2.29
1.18
3.59
0.33
1.87
2.87
3.14
0.73
0.72
1.30
1.65
0.21
4.96
4.56
3.33

1.53
4.80
3.92
5.40

Source: World Bank (1997).
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AGGREGATE INCOME GROWTH 25

poverty equation where the rate of change in poverty is explained by aggregate
income growth, characteristics of the macroeconomic performance during the
growth spell, and characteristics of the structural context in which growth occurred,
measured at the beginning of the corresponding spell. This specification is similar
to those used by Martin Ravallion and Gaurav Datt.9 The equation explaining
inequality is similarly specified. Hence, we are assuming that aggregate income
growth is a determinant of household income poverty and inequality as opposed
to jointness. In making this assumption, we note that GDPpc contains many elements
beyond household income, and that there is consequently no simple relation that
relates income growth to poverty and inequality indicators. However, the qualitative
nature of growth (early, recession, and late) and the macroeconomic and structural
contexts in which growth occurs are determinants of poverty and inequality
outcomes. We also give importance to analyzing how a given growth rate affects
poverty and inequality differentially according to the macroeconomic and the struc-
tural conditions where growth occurs. This is done by specifying selected interac-
tions between GDPpc growth and macro and structural characteristics. Most im-
portant among these are the initial levels of poverty and inequality, the initial level
of education, and the length of the episodes of growth or recession.

By specifying the regression equations in rates of change, we control for
country-idiosyncratic characteristics that would explain levels of poverty. To con-
trol for residual country fixed effects, we ran regressions with country dummies,
but these were globally not significant and are consequently not reported here.

The explanatory variables used in the poverty and inequality equations are:

• the rate of growth in GDPpc over the corresponding spell classified in three
episodes

• GDPpc growth during early growth episodes
• GDPpc growth during recession episodes
• GDPpc growth during late growth episodes.

The following are characteristics of macroeconomic performance:

• the rate of growth in the real exchange rate over the spell
• the incidence of hyperinflation, defined as a rate of growth in the CPI that

exceeds 100 percent a year

Ravallion and Datt (1996,1999).9

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



26 SHIELDING THE POOR

• instability of growth during the spell measured by the coefficient of
variation of GDPpc around its trend

• length of the regime of growth or recession, defined as the total number of
successive years of growth or recession during and before the spell

• sectoral composition of growth measured by the growth differential
between agriculture and nonagriculture, and growth of the services sector.

The following are characteristics of the structural context in which growth
occurred:

• the level of GDPpc at the beginning of the spell
• the share of agriculture in GDP at the beginning of the spell
• the natural growth rate of population during the spell
• the share of urban population at the beginning of the spell
• the predicted level of rural-urban migration during the spell
• the level of secondary education at the beginning of the spell
• the level of inequality at the beginning of the spell
• the incidence of poverty at the beginning of the spell.

URBAN POVERTY

Analysis of the determinants of growth on urban poverty in table 2-2 shows that
no significant decline in poverty took place owing to aggregate income growth
under early growth. The elasticity of urban poverty with respect to GDPpc is
-0.32, and it is not significantly different from zero. Recession, however, severely
increased urban poverty, with an elasticity of -1.11, meaning that for every 1 per-
cent decline in GDPpc there was an increase in the number of urban poor of 1.11
percent. There consequently was a strong asymmetry between the role of growth
under import substitution industrialization and the role of recession: the 1 percent
decline in GDPpc under recession eliminated the gain in urban poverty reduction
achieved by as much as a 3.7 percent increase in GDPpc under early growth.

Contrast in the roles of early growth and recession in urban poverty illus-
trates the fallacy of analyzing the relationship between income and poverty with-
out separating periods: pooling together years of early growth and recession would
have yielded a negative relation between aggregate income growth and poverty,
an encouraging result. However, this relation comes from recession, not from growth.
Hence, while existence of a negative relation is correct, the policy implication that
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Table 2-2. Determinants of Change in Urban Poverty

Variable Coefficient Student t

Aggregate GDP per capita growth
Early growth episode
Recession episode
Late growth episode

Macroeconomic performance
Real exchange rate growth
Hyperinflation dummy

Structural context
GDP per capita (thousands of 1987 dollars)
Share of agriculture in GDP
Population growth
Urban population share
Rural-urban migration (predicted rate)
Secondary education
Initial inequality
Initial incidence of urban poverty

Intercept
Number of observations
R2

-0.32
-1.11
-1.25

0.31
3.94

-1.96
0.09
1.75

0.0004
1.10

0.001
-4.45
-0.10

4.18
48

0.73

-0.5
-2.2
-2.1

2.5
2.4

-1.0
0.6
0.4
0.0
0.3
0.0

-0.5
-0.9

0.2

Note: The endogenous variable is the annual growth rate in the number of urban poor by spell.
Source: Authors' calculations.

growth reduces poverty is totally misleading, a mistake that permeates much of
the quantitative analysis on poverty.

While early growth was not effective for urban poverty reduction, this is
not the case for late growth. Results show that the income elasticity of poverty for
late growth is -1.25. This is not unexpected if we believe that removal of distor-
tions on the price of capital allowed for a more labor-intensive growth path, re-
sulting in greater ability for growth to reduce poverty than under import substi-
tution. This is indeed an encouraging result that deserves further attention. Among
other determinants of change in urban poverty, structural variables have no role,
while what matters is the macroeconomic performance. Both real exchange rate
depreciation (associated with stabilization policies) and the occurrence of bouts
of hyperinflation have strong nefarious contemporaneous effects on urban pov-
erty.
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FIGURE 2-1.

Determinants of Urban Poverty in Argentina

The ratchet effect of instability in GDPpc on urban poverty is illustrated for
Argentina in figure 2-1 using the estimated equation in table 2-2. The solid line
represents the observed relation between GDPpc growth and urban poverty growth.
The data for Argentina cover one period of early growth, two periods of recession,
and two periods of late growth. The dotted line is the predicted role of income
using the equation estimated in table 2-2. The vertical line from each point is the
change in poverty explained by exogenous variables other than GDPpc and by the
error term in the equation. These vertical shifts show that factors other than GDPpc,
both explained and unexplained, are important in predicting changes in poverty.
The graph also clearly shows that recession was devastating for the rural poor,
with declining aggregate income leading to a sharp increase in poverty.

The context in which growth occurs is a determinant of the effect that income
growth can have on poverty reduction. We analyze the role of these contextual
variables on growth by introducing interaction terms between context and GDPpc
growth. In table 2-3, we report only the coefficients of the direct and interaction
terms and only of the episodes when significant, not the full corresponding regres-
sion. There are four important results.

Role of initial level of inequality. When GDPpc is interacted with the initial level
of inequality in the corresponding spell, the poverty reduction effect of aggregate
income growth is diminished by high inequality. Ravallion observes that "the higher
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Table 2-3. Effect of Initial Level in Determinants of Change in Urban Poverty

Overall effect of growth

Variable

Effect of initial level of inequality on
GDPpc growth: early growth episode
GDPpc growth
GDPpc growth*initial inequality

Effect of initial level of inequality on
GDPpc growth: late growth episode
GDPpc growth
GDPpc growth*initial inequality

Effect of initial level of poverty on
GDPpc growth: late growth episode
GDPpc growth
GDPpc growth*initial level of poverty

Effect of initial level of education (percent
secondary enrollment) on GDPpc
growth: late growth episode
GDPpc growth
GDPpc growth*initial level of education

Effect of sectoral composition of growth and
initial inequality on GDPpc growth:
late growth episode
Services growth
Services growth*initial inequality

Coefficient

^.44*
7.39*

-9.26"
18.02"

-2.66"
0.053°

2.60°
-0.06"

-5.64"
11.15*

Lowest

(Costa Rica)
-2.29*

(Uruguay)
-3.84"

(Uruguay)
-2.23**

(Honduras)
-0.63

(Uruguay)
-2.28"

Highest

(Colombia)
0.48

(Guatemala)
0.29

(Honduras)
0.82

(Uruguay)
-2.50"

(Guatemala)
0.27

0 Significant at the 85 percent level.
* Significant at the 90 percent level.
** Significant at the 95 percent level.
Note: The endogenous variable is the annual growth rate in the number of urban poor by spell.
Source: Authors' calculations.

the initial level of inequality, the less effective aggregate income growth is in reduc-
ing poverty."10 With high inequality, the tails of the distribution of income are thick,
and a change in the mean income level has little effect on frequency in the tails.
Recall that, across all countries, the elasticity of urban poverty with respect to GDPpc
is -0.3 in early growth. We can illustrate how this overall effect changes by using

1 Ravallion (1997).1 0
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30 SHIELDING THE POOR

the level of inequality prevailing in countries at the extremes of the distribution of
inequality. If we use the level of inequality prevailing in Costa Rica (0.29, the low-
est in the region for early growth observations), growth was effective in reducing
poverty, with a significant elasticity of -2.3. By contrast, in Colombia with the higher
Gini among early growth observations (0.67 in 1970), the elasticity is an insignifi-
cant 0.48. For late growth, the elasticity across all countries is -1.3. For Uruguay, with
the lowest observed level of inequality among late growth observations (0.30), this
elasticity is a large -3.84, while in Guatemala, which has the highest level of inequal-
ity (0.53), the poverty reduction effect is completely erased, resulting in an elasticity
of 0.29. The results hence support Ravallion's contention that inequality can erase the
beneficial poverty-reducing effects of growth, even under late growth. High-inequality
countries cannot consequently rely on growth to reduce inequality.

Role of initial level of poverty. Growth is similarly found to be effective for pov-
erty reduction if the initial level of poverty is not too high. Under late growth, the
income elasticity of poverty is a significant -2.2 at the poverty incidence level pre-
vailing in Uruguay (0.08, lowest in the sample), while it is an insignificant 0.8 at the
poverty incidence level prevailing in Honduras (0.66, highest in the sample). This
suggests that scale is significant in poverty reduction, at least within the range ob-
served in Latin America: it is easier to reduce urban poverty if there is less urban
poverty to start with.

Role of secondary education. Results show that late growth is only effective in
reducing poverty if the initial levels of secondary school enrollment are sufficiently
high. Thus, in Uruguay, with the highest level of secondary school enrollment, the
income elasticity of poverty is -2.5 with a secondary school enrollment of 81 per-
cent, while it falls to -0.6 with the enrollment levels prevailing in Honduras (32
percent). Education is thus key if growth is to serve as an effective instrument for
poverty reduction.

Sectoral composition of growth. Interacting growth in services and initial level
of inequality shows that, in late growth episodes, service sector growth combined
with low initial levels of inequality is effective for urban poverty reduction. In-
deed, PREALC observes that the informal sector (with a large service component)
has been the most effective at employment creation since the debt crisis.11

We thus conclude that growth is only effective as an instrument for poverty
reduction if the initial levels of inequality and poverty are not too high, if second-
ary education is sufficiently prevalent, and if it is accompanied by high service

11 PREALC (1992).
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Table 2-4. Determinants of Change in Rural Poverty

Twelve countries Nine countries3

Variable Coefficient Student t Coefficient Student t

Aggregate GDP per capita growth
Early growth episode
Recession episode
Late growth episode

Macroeconomic performance
Real exchange rate growth
Hyperinflation dummy

Structural context
GDP per capita (thousands of 1987 dollars)
Share of agriculture in GDP
Rural population natural growth
Rural-urban migration (predicted rate)
Secondary education
Initial inequality
Initial incidence of rural poverty

Intercept
Number of observations
R2

-0.27
-0.60
-0.99

0.07
0.30

-2.11
-0.15

1.13
-0.75
-0.003
-1.67
-0.06

8.39
40

0.61

-0.8
-2.0
-2.9

1.1
0.3

-2.3
-1.4

1.0
-1.4
-0.1
-0.3
-1.8

1.6

-0.23
-0.60
-0.97

0.08
0.51

-1.67
-0.09

0.57
-0.57
-0.02
^.00
-0.05

9.00
35

0.61

-0.6
-1.9
-2.4

1.0
0.3

-0.9
-0.6

0.3
-0.9
-0.3
-0.5
-1.1

1.4

a. Data for Argentina, Colombia, and Uruguay are omitted.
Note: The endogenous variable is the annual growth rate in the number of rural poor by spell.
Source: Authors' calculations.

sector growth in a context of low inequality. These are all contextual characteristic
that can be molded by policy interventions to make growth more effective for pov-
erty reduction.

RURAL POVERTY

Data for rural poverty are not as solid as for urban poverty, and the explanatory
power of a poverty equation is consequently lower. Some observations are dubious
(Argentina, Colombia, and Uruguay) and the analysis is consequently repeated
deleting them, reducing the number of countries to nine.12 Results in table

12 Personal communication from Nora Lustig.
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32 SHIELDING THE POOR

FIGURE 2-2.

Determinants of Rural Poverty in Panama

2-4: show similar patterns to those for urban poverty, although muted, as agricul-
tural incomes do not respond to the economic cycle as strongly as urban incomes, in
part because the migration buffer exists unilaterally from rural to urban sectors, and
in part because production for home consumption reduces the impact of price shocks.
Early growth is not effective at reducing poverty. Recession has a strongly significant
negative elasticity of-0.6 (meaning an increase in poverty as income is falling). There
is consequently again a strong asymmetry between early growth and recession. A1-
percent decline in income erases the poverty reduction effect of 2 percent of early
growth. Late growth is, however, quite effective at poverty reduction, with an elastic-
ity of -0.99, although lower than the effect of growth in the urban sector.

The other determinants of change in rural poverty are structural, as
opposed to derived from macroeconomic performance in the case of urban
poverty. The initial level of GDPpc lowers the growth rate in poverty reduction,
indicating that there is convergence as GDPpc rises. The initial incidence of rural
poverty also lowers the growth rate of rural poverty, showing again that scale is
relevant in poverty reduction.

When suspicious data for Argentina, Colombia, and Uruguay are removed,
the sample is reduced to nine countries and 35 observations. The results are re-
ported in table 2-4. We see that eliminating these data makes no difference in the
results, stressing the robustness of the findings.

The asymmetrical effects of growth and recession are illustrated with data for
Panama in figure 2-2. The data for Panama cover two spells of early growth, one
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Table 2-5. Effect of Length of Regime in Determinants of Change
in Rural Poverty

Overall effect of growth

Variable

Estimation with 12 countries
GDP per capita growth
Length of regime*GDP per capita growth

Estimation with 9 countries
GDP per capita growth
Length of regime*GDP per capita growth

Elasticity

-1.35"
0.21*

-1.43"
0.24*

Lowest

(1 year)
-1.13"

(1 year)
-1.18"

Highest

(4 years)
-0.50*

(4 years)
-0.45

* Significant at the 90 percent level.
** Significant at the 95 percent level.
Note: Values show the effect of length of regime on GDPpc growth. The endogenous variable is the annual growth rate
in the number of rural poor by spell.
Source: Authors' calculations.

spell of recession, and two spells of late growth. The large vertical segments show
that GDPpc is not a strong predictor of observed changes in rural poverty, except
during recession and the first period of economic recovery, where GDPpc growth
explains most of the observed changes in poverty. Recession has a strong ratchet
effect on poverty. Yet, the encouraging observation is the strong poverty reduction
effect of late growth that outperforms (in a positive direction) the impact of reces-
sion per percentage point of change in income.

The length of the recession period affects the income elasticity of rural
poverty. As shown in table 2-5, a 1-percent decline in GDPpc in the context of a one
year recession is more devastating than a 1-percent decline in a longer recession.
Thus, the elasticity is -1.18 with a one-year recession, while it is -0.45 with a four-
year recession. These results stay the same when countries with suspicious
rural poverty data are removed. Longer recessions allow the poor to engage in risk
management. This shows that the poor lack access to risk-coping instruments and
can reduce the costs of declining income through risk management over the longer
run. Giving access to risk-coping instruments such as social funds should thus be
important in helping the poor reduce the cost of short-term income fluctuations.

INEQUALITY

Inequality, as measured by the Gini coefficient, is even harder to explain than rural
poverty. The results in table 2-6 are quite disturbing for the potential of growth to
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Table 2-6. Determinants of Change in Inequality

Variable Coefficient Student t

Aggregate GDP per capita growth
Early growth episode
Recession episode
Late growth episode

Qualitative features of growth
Differential growth agriculture-nonagriculture

Early growth episode
Recession episode
Late growth episode

Coefficient of variation of GDP per capita

Macroeconomic performance
Real exchange rate growth
Hyperinflation dummy

Structural context
GDP per capita (thousands of 1987 dollars)
Share of agriculture in GDP
Population growth
Urban population share
Rural-urban migration (predicted rate)
Secondary education
Initial inequality

Intercept
Number of observations
R2

0.32
-0.44
-0.05

-0.26
0.04

-0.24
-0.43

0.06
1.16

-0.69
-0.12
-0.72
-0.08
0.45

0.002
-10.12

13.71
49

0.50

0.9
-2.2
-0.2

-0.6
0.1

-1.0
-1.8

1.0
1.4

-1.1
-1.6
-0.5
-0.7

0.4
0.1

-2.0

1.2

Note: The endogenous variable is the annual growth rate of the Gini coefficient by spell.
Source: Authors' calculations.

reduce inequality: neither early nor late growth has significant effects on inequal-
ity. Recession, by contrast, has a powerful effect, but evidently in the unfortunate
direction: every 1-percentage point of decline in GDPpc increases inequality by
0.44 percent. Structural factors affect inequality, particularly the share of agricul-
ture in GDP and the initial level of inequality, which both help reduce the growth
in inequality.

Using Panama again as an illustration, figure 2-3 shows the devastating ef-
fect of recession on inequality, with a 1-percent decline in income eliminating the
gains from 9 percent in late income growth. The figure again illustrates how wrong
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FIGURE 2-3.

Determinants of Inequality in Panama

an analysis of the relationship between income growth and inequality could be if it
did not decompose the relation by periods. In this case, with nonsignificant effects
of early and late growth, the negative relation between income and inequality would
wholly come from recession. The policy implication that growth reduces inequal-
ity would thus be totally unfounded.

The length of the regime of growth under early growth shows that growth
was neutral on inequality only if the number of years of sustained growth was
large enough. Thus, with the shortest period of early growth observed in Panama

Table 2-7. Effect of Length of Regime on Determinants of Change
in Inequality

Overall effect of growth

Variable Coefficient Lowest Highest

(Panama, 4 years) (Panama, 21 years)
GDP per capita growth 2.11" 1.59" -0.60
Length of regime*GDP per capita growth -0.13*

* Significant at the 90 percent level.
** Significant at the 95 percent level.
Note: Values show the effect of length of regime on GDPpc growth for early growth episodes. The endogenous variable
is the annual growth rate of the Gini coefficient by spell.
Source: Authors' calculations.
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(four years), growth increased inequality with an elasticity of 1.59 (table 2-7). B
contrast, sustained growth over 21 years, the longest sequence of years of sustained
growth, also observed in Panama, eliminates the recessive effect of growth, with a
nonsignificant elasticity of -0.6 (table 2-7). Short bouts of growth are thus particu-
larly destabilizing on the distribution of income, concentrating opportunities in
the hands of a few. The sustainability of growth is important to mitigate negative
inequality effects.

CONCLUSION

This study used a data set on poverty and inequality across 12 Latin American
countries over 25 years that is far from perfect. While the authors of the data made
remarkable efforts in seeking to achieve consistency across space and time, the data
are not as solid as desired, particularly for the rural sector. It should be remem-
bered that the results presented13 are consequently conditional on the quality of
this data set. As better data become available, the estimations we have presented
will need to be run again, possibly with different results. Yet, it is remarkable tha
the data yield strong regularities, confirming many of the theoretical expectations
on the relation between growth and poverty and inequality, and qualifying these
results by models of Latin American economic development and by contexts in
which growth and recession occurred. If the data had simply been white noise,
these regularities would not have emerged as systematically and significantly as
they did. Removing suspicious data for rural poverty leaves these results unal-
tered, vouching for the robustness of the findings.

The following table summarizes the income elasticities of poverty and in-
equality that were obtained in this study.

Income elasticity Urban poverty Rural poverty Inequality

Early growth
Recession
Late growth

-0.32
-1.11"
-1.25"

-0.27
-0.60"
-0.99"

0.32
-0.44"
-0.05

** Significant at the 95 percent level.

See Lustig (1994).13
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There are strong asymmetries in the relations among income and poverty
and inequality according to growth episode: recession is systematically devastat-
ing on poverty and inequality. A 1-percent decline in GDPpc in a recession episode
eliminates the gains in urban poverty reduction achieved by 3.7 percent growth in
GDPpc under early growth, the gains in rural poverty reduction achieved by 2
percent growth under early growth, and the gains in inequality reduction achieved
by 9 percent growth under late growth. Recession has a particularly strong ratchet
effect on inequality since subsequent growth is unable to compensate for the higher
level of inequality thus achieved. Reducing aggregate income shocks, in particular
by lessening external vulnerability, should thus be an important policy goal, even
if the opportunity cost is somewhat lower growth.14 Economies can indeed be made
more resilient to external shocks, and this is all the more important when poverty
is high. The dilemma of this trade-off can be lessened by providing the poor with
access to risk-coping instruments in order to protect them from the poverty and
inequality effects of downturns. This includes building permanent programs of
social protection for food security, guaranteeing employment in public works pro-
grams, keeping children in school, and maintaining health services whatever the
phase of the economic cycle, and minimizing budget cuts in social services during
recessions.15

The style of growth matters for welfare. Early growth (import substitution
industrialization) was not effective for poverty and inequality reduction. Late growth
(open economy) is encouragingly very effective for poverty reduction. The precise
mechanisms by which this happens need to be analyzed. But late growth is disap-
pointingly ineffective for inequality reduction.

Econometric estimates of income elasticities of poverty and inequality
obtained without distinguishing growth episodes are misleading: a negative
elasticity may come from recession instead of growth, especially for inequality in
general and for poverty under early growth and recession, leading to fallacious
policy implications regarding the potential of growth to reduce poverty and
inequality under these circumstances.

Aggregate income growth is only effective for poverty and inequality reduc-
tion if a set of contextual conditions holds. For urban poverty, aggregate income
growth is only effective if the levels of inequality and poverty are not too high, if

u Altimir (1998).
15 Nelson (1999).
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38 SHIELDING THE POOR

the levels of secondary education are sufficiently high, and if growth is reinforced
by growth in the service sector in a context of sufficiently high equality. For rural
poverty, the cost of a recession per percentage point of decline in GDPpc is higher
if the income shock is short. And for inequality, short episodes of growth are more
destabilizing of the distribution of income.

The overarching conclusion is that inequality needs to be attacked directly by
asset redistribution measures in order for growth to be effective for poverty reduc-
tion. Latin America remains the region of the world where income is most unequally
distributed, and inequality robs growth from creating the expected welfare gains.16

Education, in particular, has a powerful role to play in reconciling aggregate in-
come growth and poverty reduction.

IDB (1998).16
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CHAPTER THREE

Social Protection for the Unemployed:
Programs in Latin America

Gustavo Marquez

Macroeconomic volatility seems to be a recurrent feature of the Latin American
economies. There is some evidence that unemployment is more sensitive to down-
swings than it was in the past. Furthermore, openness exposes workers to more
unemployment risks. Traditional legally mandated severance payment mecha-
nisms have failed to provide the income support needed by unemployed and
displaced workers primarily because of the narrow scope of its coverage. This
has led governments in Latin America, faced with sharp economic instability since
1995, to develop a series of attempts at setting up mechanisms to support the
incomes of groups of the population hurt by unemployment and declining in-
comes. This chapter presents an overview of these programs, pointing out their
limitations and potentials.

UNEMPLOYMENT INSURANCE

Table 3-1 presents a summary description of unemployment insurance systems in
the region. As can be seen, very few countries in the region have legally or admin-
istratively enacted unemployment insurance systems, and even fewer have work-
ing unemployment insurance schemes. This is a consequence of the very weak
incentives that exist for the development of unemployment insurance and other
more socialized forms of income protection, given that severance payments work
as privately provided income insurance for workers in full-benefit employment
contracts who are laid off.

The author thanks Carola Alvarez (IDE), Gaurav Datt (IFPRI), and three anonymous reviewers for in-
sightful comments and suggestions.

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



T
ab

le
 3

-1
. 

U
n

e
m

p
lo

y
m

e
n

t 
In

su
ra

n
ce

 in
 t
h

e
 R

eg
io

n

C
ou

nt
ry

A
rg

en
tin

a

B
ar

ba
do

s

B
ra

zi
l

C
hi

le

E
cu

ad
or

M
ex

ic
o

U
ru

gu
ay

V
en

ez
ue

la

L
aw

19
91 re
fo

rm
19

95

19
82

19
86

19
90

19
81

19
58

19
88

19
81

19
89 re
fo

rm
19

98

R
ep

la
ce

m
en

t
F

un
di

ng
 

ra
te

3

W
or

ke
r:

 1
 p

er
ce

nt
 w

ag
es

 
60

 p
er

ce
nt

E
m

pl
oy

er
: 1

.5
 p

er
ce

nt
 p

ay
ro

ll

W
or

ke
r:

 1
.5

 p
er

ce
nt

 w
ag

es
 

60
 p

er
ce

nt
10

 w
ee

ks
E

m
pl

oy
er

: 1
.5

 p
er

ce
nt

 p
ay

ro
ll

 4
0 

pe
rc

en
t

16
 w

ee
ks

FA
T

 (
.6

5 
pe

rc
en

t 
ta

x 
1-

3 
m

.w
.

on
 to

ta
l 

sa
le

s)

G
ov

er
nm

en
t 

$3
7 

m
on

th
ly

 fo
r

th
e 

fir
st

 6
 m

on
th

s,
$1

8 
la

st
 6

 m
on

th
s

W
or

ke
r:

 2
 p

er
ce

nt
 s

al
ar

y 
O

ne
-t

im
e 

su
bs

id
y,

E
m

pl
oy

er
: 

1 
pe

rc
en

t 
am

ou
nt

s 
de

ci
de

d
pa

yr
ol

l 
ea

ch
 y

ea
r

So
ci

al
 s

ec
ur

ity
 p

en
si

on
 

95
 p

er
ce

nt

C
on

tr
ib

ut
io

ns
 t

o 
U

p 
to

 5
0 

pe
rc

en
t

so
ci

al
 s

ec
ur

it
y

W
or

ke
r:

 .7
 p

er
ce

nt
 w

ag
es

 
U

p 
to

 6
0 

pe
rc

en
t

E
m

pl
oy

er
: 1

.5
 p

er
ce

nt
 p

ay
ro

ll

B
en

ef
it 

B
en

ef
its

du
ra

ti
on

 
m

in
/m

ax

4-
12

 m
on

th
s 

M
in

: 1
 m

.w
.

M
ax

: 4
 m

.w
.

26
 w

ee
ks

 i
n 

a
52

-w
ee

k 
pe

ri
od

4 
m

on
th

s 
M

in
: 

1 
m

.w
.

M
ax

. 1
 y

ea
rb

5 
ye

ar
s 

m
ax

6 
m

on
th

s 
M

in
: 0

.5
 m

.w
.

M
ax

: 4
 m

.w
.

13
-2

6 
w

ee
ks

 
M

ax
: $

44

C
ov

er
ag

e
re

qu
ir

em
en

ts
0

E
m

pl
oy

ee
s 

1 
(1

2)
, 2

, 3

E
m

pl
oy

ee
s 

1 
(6

)
16

-6
4

 y
ea

rs
 o

ld

E
m

pl
oy

ee
s 

4 
(3

6,
 4

),
5,

6

E
m

pl
oy

ee
s 

2,
 4

 (1
2,

 2
),

 5

E
m

pl
oy

ee
s 

1 
(2

4)
, 7

 (3
0)

E
m

pl
oy

ee
s 

be
tw

ee
n 

60
-6

5
ye

ar
s 

ol
d

E
m

pl
oy

ee
s 

1 
(6

),
 5

, 3
, 8

in
 c

om
m

er
ce

 a
nd

 i
nd

us
tr

y

E
m

pl
oy

ee
s 

1 
(1

2)
, 2

m
.w

. M
in

im
um

 w
ag

e.
a.

 P
er

ce
nt

ag
e 

of
 la

st
 w

ag
e.

b.
 B

en
ef

ic
ia

rie
s 

re
ce

iv
e 

al
so

 fa
m

ily
 s

up
po

rt
, m

ed
ic

al
, a

nd
 m

at
er

ni
ty

 b
en

ef
its

.
c.

 R
eq

ui
re

m
en

ts
: 1

 (s
) b

e 
em

pl
oy

ed
 s 

m
on

th
s 

be
fo

re
 re

ce
iv

in
g 

su
bs

id
y,

 2
 av

ai
la

bi
lit

y 
to

 w
or

k,
 3

 d
oe

s n
ot

 r
ec

ei
ve

 o
th

er
 so

ci
al

 s
ec

ur
ity

 b
en

ef
its

, 4
 (s

,;'
) n

ot
 h

av
in

g
re

ce
iv

ed
 m

or
e 

th
an

 s 
m

on
th

s o
f b

en
ef

its
 i

n 
th

e 
la

st
; y

ea
rs

, 5
 u

ne
m

pl
oy

ed
 f

or
 re

as
on

s o
ut

si
de

 th
e 

co
nd

uc
t a

nd
 w

ill
in

gn
es

s o
f w

or
ke

r,
 6

 su
bj

ec
t 

to
 e

co
no

m
ic

ne
ed

, 7
 (x

) w
ai

ti
ng

 p
er

io
d 

of
 x

 d
ay

s,
 8

 a
t l

ea
st

 1
2 

m
on

th
s b

et
w

ee
n 

pe
ri

od
s o

f r
ec

ei
vi

ng
 s

ub
si

dy
.

So
ur

ce
: 

L
or

a 
an

d 
Pa

ge
s (

19
99

); 
U

.S
. D

ep
t. 

of
 H

ea
lt

h 
an

d 
H

um
an

 S
er

vi
ce

s 
(1

99
5)

.

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



SOCIAL PROTECTION FOR THE UNEMPLOYED 43

In those countries that do have unemployment insurance systems, coverage
is limited to workers that have contributed, while they were employed, to the fi-
nancing of the system. In other words, only workers in full-benefit employment
contracts and working in payroll tax-paying firms enjoy the benefits of the unem-
ployment insurance system. This excludes from the protection a sizable fraction of
the workforce that works in the unregulated segment of the labor market, presum-
ably those who because of their human and social capital deficits are the neediest
in terms of income protection. The level and duration of benefits provided are low
relative to unemployment insurance systems in more developed countries. Replace-
ment rates are normally on the order of 50 to 60 percent of last wage, with caps
linked to the minimum wage for higher salaries. Benefits are granted for periods
typically not longer than four months.

The unemployment insurance system in Argentina is quite limited in the num-
ber of beneficiaries and has remained so in spite of strong increases in the number
of unemployed workers. Jacqueline Mazza reports that the number of beneficiaries
has remained stable, around 100 thousand to 125 thousand workers, of whom mor
than 70 percent are prime age males, and more than 50 percent are not household
heads.1 She also reports that an analysis of beneficiaries in their personal and pre-
vious job characteristics shows that there is a definite trend toward serving younger
and middle-class displaced workers. This suggests that unemployment insurance
is not fulfilling a safety net role for the poor in the case of Argentina.

Brazil has the biggest unemployment insurance system in the region, with
around 300,000 to 400,000 beneficiaries. Mazza reports that unemployment insur-
ance in Brazil is also serving younger (more than 50 percent of beneficiaries are
younger than 30) and more educated (45 percent of beneficiaries have completed
eighth grade or higher) workers. As Mazza assesses, the unemployment insurance
system reflects wage inequality, in the sense that benefits accrue to the middle deciles
in the distribution of income.2

In Venezuela, the unemployment insurance system was enacted in 1989, but
it was never implemented. The system was reformed in 1998. The new system will
protect beneficiaries through a mix of individual and collective insurance operated
by competitive insurance providers, but implementation has not yet begun as of
this date. Given that only workers with regulated, tax-paying contracts are entitled

1 Mazza (1999).
2 Mazza (1999).
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44 SHIELDING THE POOR

to benefits, it is likely that the pattern of distribution of beneficiaries will be very
similar to that of Argentina and Brazil.

Mexico and Uruguay have unemployment insurance programs operated by
the social security system. In both cases coverage is quite limited, and in the former
it is just an advance payment of old age pensions for a maximum of five years. In
the case of Barbados, the unemployment insurance system is very small in cover-
age, though quite well adapted to the needs of an island economy with frequent
but short episodes of unemployment concentrated in workers in the tourism in-
dustry.3

In general, unemployment insurance systems lack connection with other la-
bor market intermediation and placement services. Even when the unemployment
insurance system is operated through the Labor Ministry (as in Brazil), workers are
not required to register in the intermediation service, and payment of the benefit is
not contingent on verification of search effort. On the one hand, this lack of connec-
tion generates opportunity for fraud. Even if it is illegal to have a job and receive
unemployment insurance payments simultaneously, most operators complain of
their lack of capacity to control what is perceived to be widespread fraud and col-
lusion between firms and workers.4 On the other hand, this lack of connection with
labor market intermediation services makes the system a pure income transfer that
does not ease the transition of the unemployed into a new job.

Most unemployment insurance systems are financed through payroll taxes,
which are already quite high in the region. This partly explains why coverage is
limited, replacement rates are low, and periods of coverage short. Any expansion
of the system to cover hitherto unprotected segments of the population is likely to
face substantial opposition by its own present beneficiaries and by firms operating
in the regulated sector of the economy. Only in Brazil has some expansion to new
groups been made (to traditional fishermen and to workers affected by the drought
in the Northeast), but the expansion has been temporary and financed through the
use of excess funds. If unemployment insurance is to work as part of the safety net
in a crisis, the expansion of coverage would have to be produced just when the
flow of benefits to already protected workers was highest, creating financial strains

3 Mazza (1999).
4 Mazza (1999) reports that some efforts have been made in Argentina to detect if workers receiving
unemployment insurance were working, by using a common taxpayer identification number. It was
found that a sizable number of workers were not only working but also contributing to the social secu-
rity plan in a new job while they continued to receive the unemployment insurance payment.
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SOCIAL PROTECTION FOR THE UNEMPLOYED 45

on the system and the need for additional funding. The question is whether to
attempt this through the unemployment insurance system or by creating an alter-
native mechanism for income transfer better suited to the needs of workers with
different labor market participation.

It has also been argued that the implementation of unemployment insurance
requires considerable institutional resources in terms of accounting and
recordkeeping. However, mandatory savings-based schemes in place in Brazil,
Colombia, Ecuador, and Peru also require considerable institutional resources of
the same type. Furthermore, pension system reforms in several countries in the
region have created a network of institutions that hold individual workers' accounts
and that can be used for recordkeeping in the unemployment insurance system
with few additional costs.5

In conclusion, the design and target population of unemployment insurance
make it suited to protect workers who have full-benefit employment contracts and
who acquire rights to it through their contributions while employed. In terms of
labor market distortions, the low level of benefits and their short duration appar-
ently do not create incentives against the search for employment. In fact, the re-
ports on fraud in Argentina and Brazil rather suggest that workers use unemploy-
ment insurance as a means to obtain additional income while in a new job. As
Hugo Hopenhayn and Juan Pablo Nicolini (in this volume) show, it is possible to
design optimal unemployment insurance schedules that do not induce reduction
in search efforts. Furthermore, unemployment insurance schemes based on nomi-
native contributions to individual accounts that can be rolled over into retirement
funds can minimize negative impacts on search effort.6

In terms of ability to expand and contract countercyclically, unemployment
insurance expenditure is an ideal mechanism. By definition, outlays increase when
unemployment is rising and contract with the recuperation of employment.

The most problematic aspect of unemployment insurance, however, is related
to its coverage. Workers must bear at least part of the cost of insurance to prevent
moral hazard problems. For high-productivity workers, wages are high enough to
make the benefit of paying for unemployment insurance (the expected value of ben-
efits when unemployed) higher than the cost of the current income forgone by pay-

5 Most notably Chile but also Argentina, Uruguay, Peru, and Venezuela.
6 For a proposal of an unemployment insurance system along these lines, see Cortazar and others (1995)
and the Venezuelan social security law of 1997.
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46 SHIELDING THE POOR

ing the contribution. However, for low-productivity workers, the utility gain from an
increase in current income will be big enough to generate incentives to negotiate
with employers a contract without benefits in exchange for a higher current income.

EMPLOYMENT GENERATION PROGRAMS

Employment generation programs are a natural reaction of governments to increas-
ing unemployment. Politically they show the concern of the government with the
workers' plight and, by providing jobs, they directly attack unemployment. For
analytical purposes it is convenient to separate labor-intensive public works from
wage subsidies to the private sector.

Labor-intensive Public Works

Labor-intensive public works have been the tools of choice to deal with economywide
shocks. The number and variety of programs in place in the region show that gov-
ernments choose to spend greater additional resources on employment generation
than on other mechanisms to provide income support to unemployed workers.
One of the main advantages of these programs is that they are self-targeted and,
therefore, can be implemented without the delays necessary to implement a target-
ing mechanism.7

Three characteristics of labor-intensive public works are crucial in their suc-
cess as income support mechanisms. In the first place, these programs are financed
by the central government and executed by local organizations—be it local govern-
ments or nongovernmental organizations (NGOs)—who normally are in charge of
selecting the works to be performed and the selection of beneficiaries. Thus, labor-
intensive public works require an extensive and solid network of institutions at the
local level, with the technical and operational capacity to choose the works to be
done, organize the production process, and channel resources to the needy poor. A
large part of the success of these programs hinges on how well structured the rela-
tionship is between the central government and the executing agencies. There is not
a unique way of designing this relationship. To mention just two examples, Argen-
tina chooses to finance works that are approved by a central government agency and
executed mostly by local governments, while Brazil chooses to allocate resources

7 Grosh (1994); Ravallion (1998).
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SOCIAL PROTECTION FOR THE UNEMPLOYED 47

semiautomatically on a regional needs base and have works selected by the
subnational governments. In any case, what is important is that the design of the
relationship between financing and work execution be adequate to the institutional
and political structure of the country. Federalist countries should respect local au-
tonomy in work selection and allocate budgets on objective criteria, while more cen-
tralized countries will be more able to select works and distribute resources at the
central level while keeping responsibility for execution at the local level.

In the second place, the wage level and the criteria for selection of beneficiaries
are set at the central level, while local organizations are in charge of the selection of
beneficiaries. Thus, a certain tension prevails between the criteria set at the central
level and the local political and social reality within which the selection of beneficia-
ries takes place. There are multiple ways to solve or at least mitigate the consequences
of this tension. Community oversight is useful to ensure that resources are not di-
verted through political favoritism or other forms of corruption, but there is no guar-
antee that the needed level of community participation will exist. A useful comple-
ment to community oversight is a system of random sampling of projects and ben-
eficiaries by the central government agency in charge of overseeing the program to
check whether resources are being diverted. This step implies a nontrivial invest-
ment of resources in sampling and supervision, but these resources will pay for them-
selves in greater transparency and better targeting of beneficiaries.

In the third place, to target resources on needy groups and to avoid inducing
distortions in local labor markets, wages in labor-intensive public works are frequently
set below the market wage of the relevant labor market. The literature on workfare in
the developed world suggests that this targeting mechanism is not without costs in
terms of stigmatizing workers who participate in the program, and in terms of politi-
cal and social discrimination among workers by program administrators.8 There is
no solution to this problem short of raising wages to market levels, which in most
cases will be impossible given resource constraints.

In summary, labor-intensive public works do not generate important labor
market distortions to the extent that they offer wages below the relevant market
and can provide a source of income to workers temporarily unemployed. Their
coverage depends on the resources allocated to the program, but there is no intrin-
sic reason why coverage of low-skill workers could not be as ample as needed to
reduce unemployment to the target level. This same property, however, brings us

Lightman (1995); Rose (1994).8
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48 SHIELDING THE POOR

to the problem of their countercyclical nature. Because the amount of resources
dedicated to the program is a political decision, there is no way of guaranteeing
that the program will move in sync with the economic cycle, expanding in down-
turns and shrinking in upturns. In fact, the experience in the region shows that
once the programs are in place, it is very difficult to reduce their size. In the well-
known cases of programs that were phased out during the 1980s (PEM and POJ in
Chile and PAIT in Peru), the closing seems to have been mostly a reaction to wide-
spread problems of design and political manipulation.9

Wage Subsidies

Subsidized private sector jobs are much less prevalent than labor-intensive public
works programs. Argentina is the only case where wage subsidies were widely used,
and their scope has shrunk recently, owing to criticisms from the union movement.

Wage subsidies work through reducing the payroll tax or severance payments
in employment contracts for particular groups of workers (youth, women,
ex-combatants, and so on). This characteristic makes them suitable for the intro-
duction of more flexible (or precarious) employment contracts in a process of labor
market regulation reform. In fact, this was the role these programs fulfilled in Ar-
gentina in 1995. But at the same time, this feature makes them the center of a politi-
cal debate on labor market "flexibility," which in large measure explains why these
programs were phased out in the face of union opposition in 1998.

However, because wage subsidies are targeted on particular groups, they
change the relative prices of different types of workers in favor of the target group
and induce large labor market distortions, not the least of which is the substitution
of nonsubsidized for subsidized workers.10 To mitigate this problem, there is nor-
mally an "additionality" requirement, by which subsidies are granted only for net
new hires that expand the payroll. In turn, this rule requires the determination of a
baseline number of employees and a control on new hires. Theoretically, the Minis-
tries of Labor fulfill this task in the normal course of their business. In practice, the
ministries are extremely weak and have a very low enforcement capability. This

9 Graham (1994).
10 More formally, deadweight effects appear when the subsidized jobs would have been created any-
way, without the subsidy, while substitution effects appear when subsidized workers replace
nonsubsidized ones. See Calmfors (1994). The additionality requirement addresses the deadweight ef-
fect, while substitution effects are only prevented at the margin.
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SOCIAL PROTECTION FOR THE UNEMPLOYED 49

weakness makes it impossible to determine base lines and control hires of subsi-
dized workers, therefore making worker substitution a widespread problem. As a
consequence, it is not clear whether these programs really create more jobs than
would have been created without the subsidy.

In summary, these programs generate large and important labor market
distortions by attempting to change the relative salaries of different types of workers.
Because they have to be explicitly targeted by design, they require a comprehen-
sive and often nonexistent enforcement apparatus, making the problem of target-
ing the program an intractable one. In terms of their countercyclical nature,
expanding and shrinking the program requires an administrative decision. To
the extent that these programs are often perceived as a mechanism to introduce
more flexible (or more precarious) employment contracts, they can become the
center of an often ardent political debate and make decisions about program imple-
mentation politically very costly. This has been the experience of Argentina, where
these programs were phased out jointly with the rejection of more far-reaching
labor regulation reforms during 1998.

Table 3-2 summarizes the employment generation programs in seven coun-
tries in the region at the end of 1995. The list was extracted from a joint ILO-IDB
volume on active labor market policies in Argentina, Brazil, Chile, Costa Rica, Ja-
maica, Mexico, and Peru. These countries represent a wide spectrum of variation in
policy development, operational capabilities, and exposure to volatility in interna-
tional capital markets. Program descriptions and characteristics are summarized
by Francisco Verdera in that volume, and a more thorough discussion of programs
is presented in the accompanying national reports.11 An itemized description of the
programs is presented in table 3A-1 in the appendix to this chapter.

Argentina is the country with the most varied set of employment generation
programs, comprising a combination of public works and subsidies to private em-
ployment. Public subsidies to private sector employment, in the form of subsidies to
firms that increase the number of employees, were widely used under various mecha-
nisms. Workers displaced from the public sector and unemployed workers receiving
unemployment insurance were given vouchers that employers could use to pay tax
liabilities. Firms could opt for tax rebates if they were hiring particular groups of
workers (youth, women, ex-combatants, and so on) under promotional contractual
forms. Firms in particular activities (like reforestation) were subsidized if they hired

11 Verdera (1998).
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Table 3-2. Employment Generation Programs in Seven Countries
in the Region

Beneficiaries

Country

Argentina

Brazil

Chile

Costa Rica

Jamaica

Mexico

Peru

Thousands

892.2

221.8

4.3

8.1

6.0

1,024.0

27.8

Percent of total
labor force

9.31

0.49

0.10

0.71

0.61

4.42

0.93

Expenditure

Millions
of U.S.
dollars

249.2

1,188.8

1.4

3.3

21.2

1,802.0

100.0

Percent
of GDP

0.09

0.21

0.00

0.04

0.50

0.51

0.19

Source: Data from Verdera (1998), modified by author. For a complete listing, see appendix tables in this chapter.

new workers. But the most visible mechanism of subsidization was the use of "pro-
motional employment contracts" established in a series of decrees in 1995. These
promoted contracts were more precarious than regular full-benefit contracts, did not
originate rights to severance payments, and had lower payroll tax liabilities.

Argentina's federal government also financed labor-intensive public works
as an employment generation device. The Trabajar and similar programs were fi-
nanced and supervised by the federal government using the Fondo National de Empleo
(a fund financed through payroll taxes). The resources were used to build small-
scale and labor-intensive public works (in many cases social infrastructure, but
also roads and small sanitation works), with the works being executed by a wide
variety of agencies, from local and state governments to NGOs.

The PROGER program in Brazil is a contrasting mechanism for employment
generation. The program operates through the establishment of credit lines offered
through the national development banking system to small enterprises, coopera-
tives, NGOs, and other civil society associations. This mechanism circumvents the
subnational governments for execution of works in order to avoid the creation of C
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SOCIAL PROTECTION FOR THE UNEMPLOYED 51

budgetary entitlements. Partial and incomplete evaluations of PROGER, however,
are not too optimistic about the results for employment generation.12

Chile does not have any employment generation program as such, though it
has a number of very small and narrowly targeted programs to address living con-
ditions that may hinder the labor market participation of particular groups.

Costa Rica uses public works, wage subsidies, and credit to small enterprises
as mechanisms to promote employment generation. Credit to promote employ-
ment generation in small firms is also widely used in Jamaica in a battery of pro-
grams, some of which also include a form of short-term training. Jamaica has a
training and temporary employment program for unemployed youth, aimed at
easing their labor market insertion.

Mexico uses public works (rural roads and other social infrastructure) as
employment generation devices. The programs are financed by allocations from
general revenues (not from payroll taxes) in the federal government budget, and
states and local governments execute the works.

Finally, Peru uses legal incentives, a social investment fund, and a micro- and
small-enterprise credit program as tools for employment promotion. The labor law
reform of 1991 introduced several more precarious forms of employment contracts,
allowing firms to hire workers without generating rights to severance payments
under fixed-term contracts. FONCODES, a social investment fund, is also used as
an employment generation device that can be quickly adjusted to the situation of
local labor markets. However, it is not clear how much capacity or interest
FONCODES management has in employment generation as opposed to the physi-
cal execution of civil works.13

SHORT-TERM TRAINING PROGRAMS

Short-term training programs work as an income support device through the pro-
vision of scholarships to trainees during the classroom training and apprenticeship
periods, which are normally between four and six months. The scholarships are
below the relevant market wage, and the apprenticeships are developed in private
firms with which the training providers sign an agreement. The short duration of
the classroom training makes these programs more suited to young new entrants

 Government of Brazil (1998).
3 Verdera(1998).
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52 SHIELDING THE POOR

in the labor market with job search skills than to workers who need skill updating
or upgrading and are being displaced from declining sectors.

The main challenge in the design of these training programs arises from the
existence of a national training institution, normally a monopolistic public pro-
vider of training financed through a payroll tax, with no incentive whatsoever to
adapt the nature of its activities and clientele to the challenges of high unemploy-
ment. To circumvent this obstacle the programs are organized through the setting
up of a separate pool of resources managed by a specialized agent at the central
government level. This agent in turn bids out resources to private providers that
execute the training programs in a decentralized fashion. As already mentioned,
these decentralized providers must enter into agreements with private sector firms
to ensure that trainees will have an apprenticeship stage, making private firms the
effective gatekeepers of the quality and relevance of the training programs. An-
other interesting by-product of this process is the development of stronger con-
nections between firms and training providers, which make the latter effectively
providers of job search assistance services.

Training programs tend to be more expensive on a per beneficiary basis than
labor-intensive public works, given that a larger part of the resources goes to pay
the training provider. However, calculations of benefits should include the long-
term change in the structure of the training system and the development of job
search assistance services, which are very large positive externalities of these pro-
grams.14

The organization of the programs makes it easy for the program organizer to
administratively target groups of the population, and the programs have been quite
successful in attracting unemployed youth. However, the programs can be "too
effective" in attracting the target group: in Mexico in 1996 youth participation rates
increased so much that even if the employment rate of the group rose, so did its
unemployment rate. Although there is no formal proof that this was the result of
the expansion of training programs (particularly PROBECAT) in that year, a sug-
gestive association exists among expansion of these programs, decline in school

14 These emergency training programs have created the opportunity to introduce institutional innova-
tion into a training system characterized by the monopolistic power of payroll-tax-financed institu-
tions. Disseminating these innovations to the mainstream vocational training system will make it much
more successful in addressing the needs of workers caught in the normal process of job churning, who
need to upgrade skills.
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Table 3-3. Training Programs in Seven Countries in the Region

Beneficiaries

Country

Argentina

Brazil

Chile

Costa Rica

Jamaica

Mexico

Peru

Thousands

133.0

740.5

36.6

13.1

43.5

410.3

1.5

Percent of total
labor force

1.4

1.6

0.8

1.2

4.4

1.8

0.1

Expenditure

Millions
of U.S.
dollars

95.6

310.2

18.3

60.6

18.6

135

5.0

Percent
of GDP

0.04

0.06

0.03

0.73

0.44

0.04

0.01

Source: Data from Verdera (1998), modified by author. For a complete listing, see appendix tables in this chapter.

enrollment rates, and increase in labor force participation and employment of the
target groups.

In summary, these programs tend to generate positive labor market externali-
ties beyond the training process itself, by easing the entry of young workers and
creating experience in the operation of labor market intermediation mechanisms
(job search assistance). The nature of the training makes the programs suitable for
unemployed youth and, as with any training program, one should not expect them
to create new jobs but rather to provide new entrants with some labor market expe-
rience. Because youth unemployment is a permanent problem in the labor market,
one should not think about these programs as countercyclical devices, but rather as
permanent features of a well-functioning labor market intermediation system, which
could be expanded and contracted following demand in a countercyclical way.

Table 3-3 presents a summary description of the training programs that were
being used as income transfer devices in seven countries in the region by the end of
1995.15 An itemized description of these programs is presented in table 3A-2 in the
appendix to this chapter. Training programs were widely used as a mechanism to

15 Verdera (1998).
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54 SHIELDING THE POOR

transfer income, particularly to unemployed youth, through scholarships during
the classroom training period (normally three to six months) and sometimes through
job search assistance or apprenticeship in private firms. Most of the time these train-
ing programs were financed by the government and delivered by private and NGO
training providers, with little or no intervention by the traditional national training
institutions.

The basic operational technology of these training programs was based on
Chile Joven, a pioneering youth training program that combined a scholarship for
classroom training with a three-month paid apprenticeship in a private firm. In-
stead of direct purchasing of training services, resources were used to create a fund
that was managed by a central government agency. The managing agency requested
proposals for training projects, and funds were granted through open bidding. The
proposals had to describe the content of the courses to be taught and include a
commitment from private sector firms to accept the trainees as apprentices for a
period of time (normally three months). The provision of scholarships served as an
income transfer to beneficiaries, took them out of the unemployment queue, and
gave them some labor market experience during the apprenticeship. These three
beneficial effects of the Joven program were quite adequately suited to situations
characterized by high youth unemployment rates.16 However, other countries in
the region emulated the contracting methodology of the Joven program to cater to
the needs of other population groups.

Among the countries in the study reported here, Argentina, Chile, and Peru
have programs inspired by the Chile Joven design, targeting low-income unemployed
youth. Argentina has also used the contracting mechanisms of the Joven program
to develop training programs for other groups of the population and has granted
subsidies to private employers who hire apprentices under promotional employ-
ment contracts.

Brazil also uses competitive bidding for training provision, but the program
operates in a highly decentralized way. The PLANFOR program is financed through
the FAT, a payroll-tax-financed fund, and funds are allocated to states and local

16 The contracting mechanism of Chile Joven was a way to create incentives for training providers to
deliver courses of good quality and with content relevant to the labor market. This created pressures for
an institutional and content revamping of the training system, as firms accepting apprentices acted as
controllers and gatekeepers of the relevance and adequacy of the training provided. The program was
therefore rightly perceived as a tool to modernizing and connecting the training system with productive
activities.
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SOCIAL PROTECTION FOR THE UNEMPLOYED 55

governments, who in turn hire different providers (private and public) through
competitive bidding. States must present annual training plans to the PLANFOR
administration, and funds are allocated in proportion to each state's share of the
total workforce. This method of allocation is presently being changed to reflect the
state level of poverty and education and past experience with the execution of an-
nual training programs. Interestingly, the national training institutions (in Brazil
the SENAI-SENAC system) participate in the bidding process as another provider
of training services, thus creating a financial and institutional dynamic in the over-
all training system.

Costa Rica used instead the national training institution (INA) as a channel
for delivery of training services to semiskilled and skilled unemployed workers.
Thus, INA schedules and provides training programs for low-income workers in
marginal urban areas, for displaced public sector workers, and for handicapped
workers using its own facilities and instructors. A special line of action was estab-
lished to enable INA to contract out other training institutions, but no special tar-
geting mechanism has been used.

Jamaica uses several programs to provide training for unskilled and young
unemployed workers, but the mechanism for income transfer is temporary jobs
rather than scholarships during training.

Mexico has the biggest training with income transfer program in the region,
and it has been effectively used as a protective device for unemployed and dis-
placed workers and expanded and contracted according to the economic cycle. The
PROBECAT program provides a scholarship for the beneficiaries, and the state of-
fices of the Labor Ministry organize various training programs that are delivered
locally. Different program evaluations have found that the program has been some-
what successful as a training program, increasing incomes and likelihood of em-
ployment for beneficiaries, even though positive effects tend to increase with higher
levels of education of the beneficiaries.17

7Government of Mexico (1995).
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Table 3A-1. Description of Employment Generation Programs in Seven
Countries in the Region

Beneficiaries Expenditure

Country, program

Percent
of total

Thousands labor force

Millions
of U.S. Percent
dollars of GDP

(continued)

Argentina 9.31 0.09
Public works financed with public resources

Solidarity Assistance Program (PROAS)
Unemployed household heads in public
works; joint program by Ministry of
Social Development and state governments 260.0 2.7 54.5 0.020

Occupational Training Program (PRENO) 94.0 1.0 20.0 0.007
Community Service Program (ASISTIR)

Female household heads in community
development activities 25.0 0.3 2.6 0.001

Trabajar Program
Unemployed household heads in public works;
program by local governments and NGOs 233.0 2.4 44.9 0.017

Private sector employment promotion
Private Employment Program for Small- and
Medium-Sized Enterprises

Subsidy for new jobs for unemployed workers
in firms with less than 100 employees 254.0 2.7 42.4 0.016

National Forestation Program (FORESTAR)
Subsidy for new jobs for unemployed workers
in new agricultural/forestry firms 21.0 0.2 4.4 0.002

Labor Reintegration Program
Subsidy to workers who find a job while
receiving unemployment insurance

Geographic Mobility Program
Subsidy to workers who have to move from
place of residence to keep job

Private Employment Creation Voucher Program
(BOCEP)

Fiscal credit for workers displaced from state's
payroll; new employer can use as collateral for
credit from public banks 5.2 0.1 73.4 0.027

Brazil3 221.8 0.49 1,188.8 0.21
Income and Employment Generation Program
(PROGER)

Special credit lines to MSMEs, cooperatives
and informal sector 221.8 0.5 1,188.8 0.21
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Table 3A-1 . (continued)

Beneficiaries Expenditure
Percent Million
of total of U.S. Percent

Country, program Thousands labor force dollars of GDP

Chile 4.3 0.10 1.4 0.00
Temporary Work Program

Child-care and educational services for children
of agricultural temporary workers 4.3 0.1 1.2 0.002

Indigenous Microentrepreneur Development
Program

Strengthening of economic networks of
indigenous groups through ME creation and
support - 0.2

Costa Rica 8.1 0.71 3.3 0.04
National Employment Generation Program

Transfer of a minimum wage to unemployed
workers who participate in construction of social
services infrastructure and service delivery 2.1 0.2 0.1 0.001

Pro Trabajo Work Training Program
Incentives for labor reintegration and
temporary work-subsidy of 50 percent
of minimum wage for on-the-job training
for unemployed /vulnerable workers 3.4 0.3 2.1 0.026
Productive ideas-support to ME creation 2.6 0.2 1.1 0.013

Jamaica 6.0 0.61 21.2 0.50
Micro Investment Development Agency (MIDA)

Credit for ME development 6.0 0.6 7.6 0.181
The Government of Jamaica /Government of the
Netherlands Micro Enterprise Project (GoJ/GoN MEP)

Credit for ME development - 0.000
The Government of Jamaica /European Union
Programme

Credit for ME development - 1.4 0.034
Mel Nathan Institute for Development and Social
Research (MMI)

Community development services - 1.6 0.038
Enterprise Development Trust (EDT)

Credit for ME development 0.0 0.0 0.2 0.004
The Women's Construction Collective (WCC)

Training and credit for female construction
workers - - C
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Table 3A-1. Employment Generation Programs (continued)

Beneficiaries Expenditure

Country, program

Percent
of total

Thousands labor force

Millions
of U.S. Percent
dollars of GDP

Jamaica (continued)
ASSIST Ltd.

Credit for ME development
Bee Keeping and Honey Bee Project

Training and employment for youth in
bee-keeping activities

SESP
Training and temporary employment for
unemployed workers

Mexico
Rural Roads Conservation Program

Rural public works for unemployed youth,
federal government-financed works organized
by state and local governments

Physical Infrastructure and Productive
Employment Works Program

Social infrastructure public works for
unemployed youth, federal government-
financed works organized by state and local
governments

Lions Club and Rotary International Private Social
Programs

0.1 0.002

0.3 0.007

10.0 0.237

1,024.0

712.0

4.42 1,802.0

3.1 350.0

0.51

0.099

312.0

Peru0 27.8
Microenterprise and Self-employment Program
(PRODAME)

Training and credit for ME creation and support 4.2
FONCODES

Social investment fund builds small public works
using local workforce 23.6

1.3 1,452.0

0.93 0.1

0.1 0.1

0.8 100.0

0.410

0.19

0.000

0.002

- Not available
a. PROEMPREGO is excluded from the Brazilian list of employment generation programs as it is an investment pro-
gram. It obviously has employment consequences, but its primary objective is improvements in sanitation, environ-
mental infrastructure, urban transport, and so on through BNDES lines of credit.
b. Peru has also implemented a number of its employment generation programs as labor-intensive investment sub-
projects complementary to the normal investment activities of institutions such as the National Development Institute
(INADE), National Program of Nutrition Assistance (PRONAA), National Construction Company (ENACE), National
Housing Fund (FONAVI), National Institute of Health and Educational Infrastructure (INFES), SEDAPAL,
CORDECALLAO, CORDELIMA, INABIF, Municipal Compensation Fund, PROMANACHCS (Agriculture Ministry),
and the Transportation Ministry.
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Table 3A-2. Description of Training Programs in Seven Countries
in the Region

Beneficiaries Expenditure

Country, program

Percent
of total

Thousands labor force

Millions
of U.S. Percent

dollars of GDP

Argentina 133.0 1.4 95.6 0.04
Project Youth

Scholarships and stage in temporary job for
low-income, nonskilled, unemployed youth 53.0 0.6 71.7 0.027

Microentrepreneurship Project
Entrepreneurship training for experienced,
unskilled workers 5.4 0.1 6.5 0.002

Imagen Program (Employment Guidance)
Job-search assistance 27.0 0.3 1.2 0.000

Occupational Workshops Program (PTO)
Support to NGOs on setting up training
institutions 18.0 0.2 4.2 0.002

Occupational Training Program
Training of unemployed and SME personnel 24.0 0.3 7.3 0.003

Employment Training Program
Scholarships and stage in temporary job for
low-income, nonskilled, unemployed, and
displaced workers 1.7 0.0 2.3 0.001

Learning Program
Financing of health and accident insurance for
young workers hired under Contratos de
Aprendizaje 1.9 0.0 -

Starting Program
Financing of training cost for workers in 2.0 0.0 2.4 0.001
new firms

Fiscal Credit Program
Tax exception for training firms

Brazil 740.5 1.6 310.2 0.06
PLANFOR

FAT-financed training program executed at the
federal and state levels by independent training
institutions
State and Federal Programs

Federal and state programs for vulnerable
groups 340.8 0.7 149.8 0.03

Emergency Programs
Emergencies from drought and
declining/restructuring sectors 399.7 0.9 159.4 0.03

(continued)

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



60 SHIELDING THE POOR

Table 3A-2. Training Programs (continued)

Beneficiaries Expenditure

Country, program

Percent
of total

Thousands labor force

Millions
of U.S. Percent
dollars of GDP

Chile 36.6 0.8 18.3 0.03
Chile Joven Youth Employment Program

Stipend and stage in temporary job for
low-income, nonskilled, unemployed youth 17.9 0.4 10.4 0.019

Support Program for Women Heads of
Low-Income Households

Training, daycare, health, and other services to
improve labor market insertion of poor women 15.0 0.3 4.9 0.009

Women and Microenterprise Program
Entrepreneurship training for female household
heads with some education 0.1 0.0 0.3 0.001

Labor Reintegration Program
Job search and relocation assistance to
displaced carbon and textile workers 0.2 0.0 0.8 0.002

Regular Scholarships Programs
Scholarships for training at official institutions
for vulnerable groups (temporary workers in
agriculture, ports, and fishing) 1.3 0.0 0.3 0.001

Support Project for Labor Reintegration for
Handicapped People

Policy formulation and pilot program for labor
market insertion of handicapped workers 0.1 0.0 0.1 0.000

Labor Training and Insertion for Handicapped
People 0.6 0.0 0.9 0.002
Rehabilitation, Training, and Labor Insertion
Program for Handicapped People 0.2 0.0 0.1 0.000
Labor Training and Formation Program

Adult training program privately operated 1.2 0.0 0.4 0.001

Costa Rica 13.1 1.2 60.6 0.73
Llave en Mano Training Program

Contracting out training activities by the
public training institution (INA)

Training and Restructuring for the Mobilized
Training for displaced public sector workers 1.5 0.1

Public Workshops
Training low-income workers in marginal
urban areas 6.2 0.6

Professional Training for the Handicapped
Training handicapped workers 1.0 0.1

(continued)
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Table 3A-2. (continued)

Beneficiaries Expenditure

Country, program

Percent
of total

Thousands labor force

Millions
of U.S. Percent
dollars of GDP

Costa Rica (continued)
Labor and Social Security Ministry's Program for

Employment Training Scholarships
Scholarships for training workers with
secondary education 4.4

43.5Jamaica
Skills 2000

Training for out-of-school and unskilled
unemployed workers 40.0

Special Training Empowerment Programme (STEP)
Youth training 0.6

Strategies to Rehabilitate Inner Cities through
Viable Enterprises (VIABLE)

Urban youth training -
National Youth Service (NYS)

Training for temporary employment for
unemployed youth 2.9

Mexico 410.3
Unemployed Training Scholarship Program
(PROBECAT)

Training and scholarships for unemployed
workers 410.3

Peru 1.5
Youth Labor Training Program (PROJOVEN)

Scholarships and training for unemployed youth 1.5

0.4

4.4

4.1

0.1

0.3

1.8

1.8

0.1

0.1

0.1

18.6

11.4

4.6

2.6

135

135

5.0

5.0

0.44

0.3

0.1

0.06

0.04

0.038

0.01

0.01

- Not available.
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CHAPTER FOUR

Heterogeneity and Optimal
Unemployment Insurance

Hugo A. Hopenhayn and Juan Pablo Nicolini

The purpose of this chapter is to explore the effects of heterogeneity on the design
of optimal unemployment insurance (UI). The problem is by all means important
to policymakers. Most existing UI programs offer the same contract to all workers,
while optimal contract theory suggests that optimal contracts depend on the risk
exposure of agents. The evidence on private insurance markets suggests heterogene-
ity is important, too: the older one becomes, the more expensive life insurance is; the
faster one drives—and therefore the more accidents one has in a given year—the
more expensive auto insurance is next year; the closer to California your house is, the
more expensive earthquake insurance is. If private firms find it optimal to offer dif-
ferent contracts to customers that have different observable characteristics, why would
it be optimal to offer the same unemployment insurance to different workers?

Maybe existing contracts are offering too much insurance to some workers
and too little to others. If this is the case, welfare could be increased and distortions
on incentives reduced with the same budget, by optimally designing contracts for
groups of workers. The purpose of this chapter is to contribute to this discussion.

The provision of insurance has a negative impact on incentives in environ-
ments with private information. Thus, UI has effects on average unemployment
duration and therefore on equilibrium unemployment rates. In fact, most features
of the UI programs have been allegedly designed with the aim of reducing these
distortions. For instance, the benefit received is only a fraction of the previous wage
and lasts for a limited time. Also, a certain number of previous working periods are
required to qualify for benefits.

This paper was prepared for the LACE A/IDE/World Bank Network on Inequality and Poverty. We
thank Carmen Pages for useful suggestions.
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In previous work, we used optimal dynamic contract theory under asymmet-
ric information to assess the optimality of the existing restrictions to deal with in-
centive problems and characterized optimal unemployment insurance contracts
when asymmetric information creates a trade-off between insurance and incen-
tives.1 We showed that along the optimal contract, the benefit the unemployed
worker receives is a decreasing function of the length of the unemployment spell.
We also showed that a reemployment tax that increases with the length of the un-
employment spell could substantially improve the efficiency of the contract.

A major drawback of existing models is that all unemployed workers are
assumed to face the same risk in all periods. In this chapter we relax this assumption
in two dimensions. First, we use the model to understand how important systematic
differences are in workers' reemployment hazard rates for the design of unem-
ployment insurance. Second, we want to understand the effect of cyclical variations
in reemployment probabilities.

As we mentioned above, understanding these issues seems critical from a
policy perspective. Current unemployment insurance programs give similar pro-
files to all unemployed workers. However, the unemployment risk is very uneven
across the population. For instance, in Argentina the average unemployment rate
from May 1992 to May 1995 was 3.6 percent, 9.7 percent, and 14.5 percent for pro-
fessionals, white-collar, and blue-collar workers, respectively.2 In addition, there is
not much contingency of the program on aggregate conditions, though in some
cases the governments make discretionary adjustments.3 And aggregate conditions
vary a lot, particularly in Latin American countries. The experience of Chile in the
early 1980s and that of Argentina in 1995, when unemployment rates skyrocketed
to 27 percent and 18 percent, respectively, are eloquent examples.

All we know about optimal contract theory suggests that the particular de-
tails of the contract are sensitive to variations in the risk exposure of agents, so it is
natural to investigate the optimality of unemployment insurance contracts that vary
with observable characteristics of unemployed workers. This issue is particularly
important when there is policy concern regarding the well-being of the less fortu-
nate in society, since unemployment risk is higher in the low-skill and low-educa-
tion portion of the working population.

1 See Hopenhayn and Nicolini (1997 and 1999).
2 See Pessino (1997) for details.
3 Some U.S. states increase the coverage during recessions discretionally; see Meyer (1990).
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OPTIMAL UNEMPLOYMENT INSURANCE 65

The model and approach of this chapter draw heavily on our previous work.4

We extend the analysis to allow for risk heterogeneity across workers and over
time. This chapter proceeds as follows. First, we derive some theoretical results in a
simple two-period model, for the purpose of highlighting the main forces at work
in the problem of designing optimal unemployment insurance contracts in the pres-
ence of risk heterogeneity. A full dynamic treatment of the problem is substantially
more complicated and beyond the scope of this chapter. Next we generalize the
model to an infinite time horizon and solve it numerically to compute the effects on
the optimal contract of variations in the risk exposure of unemployed workers.
There is clear evidence that the reemployment probability depends critically on
observed characteristics of agents, like education or age. Thus, we first fit a logit
equation to unemployment termination rates in Argentina, using data from a
household survey (Encuesta Permanente de Hogares) to quantify the degree of un-
employment risk heterogeneity. We use this evidence to calibrate the model. We
particularly draw attention to the dependence of the optimal effort level on the
risk characteristics of the agents. After that, we provide a nontechnical summary of
the results and discussion of the main policy implications derived from the analy-
sis, together with a discussion of a policy experiment ongoing in Argentina since
1996. Finally, we close the chapter. The reader not interested in the technical discus-
sion should go directly to our closing remarks.

SOME THEORETICAL RESULTS

In this section we characterize the optimal unemployment insurance in a two-period
model with two alternative sources of heterogeneity. First, we consider a setup where
workers are heterogenous in their unemployment risk exposure. Second, we con-
sider variations of risk exposure over time, depending on aggregate conditions.

As we mentioned in the introduction, the theoretical analysis will be done in
a two-period model. This model is straightforward to solve, and the intuition be-
hind the results is very clear. The infinite period version is technically very de-
manding and beyond the scope of this chapter.5

We consider the problem of providing insurance to a worker who is unem-
ployed in the first period. In this same period, the worker chooses the effort de-

Hopenhayn and Nicolini (1997,1998).
For infinite versions of the model without heterogeneity, see Hopenhayn and Nicolini (1997,1999).

4

5
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1 Most existing UI programs spend more than what they collect and must be financed with other taxes.

66 SHIELDING THE POOR

voted to finding a job for the second period. The key feature of the environment is
that the probability of finding a new job depends on the effort devoted by the un-
employed worker, and the government cannot monitor this effort. A contract speci-
fies an unemployment benefit in the first period, a benefit in the second period if
the worker is still unemployed, and a tax in the second period if the worker does
find a job. The optimal contract maximizes the utility of the worker subject to a
budget constraint for the government. This budget constraint is given by the political
will of the government; in particular, it could be zero. This is the case of a self-
financed unemployment insurance.6

Heterogeneity

We will first study how the optimal contract depends on the risk characteristics o
the agents. The preferences of the worker are given by

The question we address in this section is how the features of the optimal
contract vary when p varies. Heterogeneity may arise from differences in the baseline
probability, pj, or in the marginal effect of effort, A. In this section we will consider
variations in both. Note that we allow for the worker to find a job even without

where a e {0,1} is the search effort chosen by the worker in the first period, p is the
probability of finding a job if the search effort is zero, while p + A is the probability
if the effort level is 1, d is consumption in period 2 in state j = e (employment), u
(unemployment), and c is first period consumption. The function U is increasing
and concave and P is the discount factor, assumed to be the same one as that used
by the government.

In the context of our model, different risk exposures amount to heterogeneity
on the probability to get a job when the effort level is high. Thus, let us assume that
there are j = 1,2,3,... J different classes of workers, such that
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OPTIMAL UNEMPLOYMENT INSURANCE 67

searching. The key is that the probability of finding a job is higher if the worker
chooses the high effort level.

We follow the literature and assume that the principal can control the con-
sumption of the agent, so we preclude borrowing and lending contracts. We also
assume that jobs are homogeneous and pay a wage w.7 Even though our emphasis
is in heterogeneity, we will suppress individual superscripts j in the notation that
follows, since they will not be important in the algebra.

As the effort level is not observable, if the government wants to induce the
worker to choose the high effort level, the contract must satisfy the following in-
centive compatibility constraint:

This condition guarantees that the worker will weakly prefer to choose the high
effort level. The value for the government, measured in goods, of the contract is
given by

As is well known, there is a family of optimal contracts that are the solution of a
Pareto problem. To solve for a point in the Pareto frontier, we can maximize the util-
ity of the worker given a budget B for the government. Alternatively, we can solve
the dual, that is, we can minimize the budget given a value for the worker's utility.

Note that the two problems have different interpretations regarding how
different workers are treated. If we fix the budget, we are assuming that the gov-
ernment is allocating the same budget to each worker. Thus, along the optimal
contract, workers who have lower probabilities of finding a job will have lower
utility. However, if the contract fixes the utility of each worker at the same level,
then it has to be the case that a higher budget is allocated to workers with lower

7 In the context of this model, this is a harmless assumption if wage offers are observable, since the
principal will fully insure the agent against wage risk. If wage offers are not observable, there is an
additional moral hazard problem owing to the effect of the insurance on the reservation wage of the
worker. However, in Hopenhayn and Nicolini (1998) we show that this moral hazard problem is equiva-
lent to the one we model, and it can be embodied in the analysis without any change in the theory.
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reemployment probabilities. Thus, in the first problem there is no redistribution
across workers, while in the second one there is. We do not directly address this
redistribution issue here, since it may be the object of a broader social security scheme
that considers other income risk beyond unemployment risk. We will solve the
problem assuming that the government allocates the same budget to each worker.
However, it is worth mentioning that all the theoretical results proved in this chap-
ter also hold if we solve the problem assuming that the contract gives all workers
the same utility level.

The optimal contract problem is therefore to maximize the utility function
4-1 subject to the incentive compatibility constraint 4-2 and to the budget constraint
4-3, where, as we mentioned before, B is the per worker budget that the govern-
ment allocates to the UI program. Note that the objective function is concave and
the restrictions define a convex set, so the first-order conditions fully characterize
the solution.

It is straightforward to verify that the first-order conditions can be combined
to yield

This equation and the two constraints can be used to find solutions for c, cu,
and ce as functions of p and A. Note that the incentive compatibility constraint
implies that consumption tomorrow if employed must be higher than consump-
tion tomorrow if unemployed. But then, equation 4-4 implies that

which means that the unemployment benefit tomorrow must be lower than today's,
while consumption tomorrow if employed must be higher than today's. The intu-
ition for these results is standard in the moral hazard literature. To provide incen-
tives, the contract must punish unlucky workers by lowering the benefit and com-
pensate lucky workers by increasing consumption.8

8 These results generalize to infinite periods with repeated unemployment spells; see Hopenhayn and
Nicolini (1997,1999).
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OPTIMAL UNEMPLOYMENT INSURANCE 69

We are interested in understanding how the values of the benefit (c, cu) and of
the tax (w - ce) depend on the risk characteristics of the agents (p, A). In particular,
we want to know how high-risk workers should be treated, compared with low-
risk workers. A comparative statics exercise provides the answer to the question.

Differentiating totally the three equations that implicitly solve the system, we
obtain

The determinant of the first matrix must be negative, since this is a well-
defined maximum problem. Let D be the value of the determinant. Applying
Cramer's rule, it can be shown that
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Since U is increasing and concave, the second term in square brackets of each of the
two terms on the right-hand side are positive. But as cu is lower than ce, the first
bracket in the first term is negative. Finally, note that w represents a contribution to
the budget for the government when the agent finds a job, while (f - cu is the incre-
mental cost. Since the incentive compatibility constraint holds with equality at an
optimum, workers get the same utility whether they exert search effort or not. A
positive effort will thus be optimal if it contributes positively to the budget, thus
allowing for higher levels of consumption in all states. Hence, if supporting posi-
tive effort is optimal, it must be the case that

so the first term in the second bracket is also negative. As D is negative, we have
established that when the baseline probability of finding a job goes up, the first
period benefit does too. To get the intuition of this result, it is revealing to look at
the first-order condition 4-4 from a different point of view. Recall that

But the inverse of the marginal utility in the first period is the marginal cost of
providing utility in that first period. Thus, the first-order condition can be written as

or

As p goes up, the probability that the worker will be employed next period
is higher, and therefore it is more likely that the government will collect the tax,
(w - (?) instead of paying the benefit cu. Therefore, the present expected value of the
budget is higher, so total expected consumption should be higher. As the marginal
cost is equalized in the two periods, this "income" effect raises the utility of con-
sumption in the two periods.9 However, the increase in p also increases the mar-

' This effect is similar to increases in the total budget, B.
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OPTIMAL UNEMPLOYMENT INSURANCE 71

ginal cost tomorrow, since it increases the weight in the most expensive state.10

Thus, consumption tomorrow becomes more expensive for the principal; this "sub-
stitution" effect reinforces the increase in first-period consumption.

We can also find the effect of changes in the baseline probability on second-
period consumption:

Note that the first term is negative, while the second is positive, so the sign is un-
determined. The intuition should be clear, given the discussion above. The "income"
effect, given by the second term, increases consumption in the second period if un-
employed, but the "substitution" effect reduces it. The final result depends on which
effect dominates. Note that the incentive compatibility constraint implies that when
p changes, both ce and c11 move in the same direction. The intuition is the same.

To summarize, workers with a higher baseline probability should obtain higher
replacement ratios—the ratio of benefit received to the wage—in the first period.
However, owing to the substitution effect, it is not clear whether benefits in the
second period should also be higher. This suggests that workers with higher baseline
probabilities will have a steeper pattern of benefits over time. It is possible, how-
ever, that if the income effect is stronger for c11 than for c, the path could be steeper
for workers with lower baseline probabilities.

Similarly, we can find the effect on the values of consumption of changes in
the parameter A. Note that changes in A not only affect the incentive compatibility
constraint, but also total employment probability. The effect of changes in the prob-
ability have already been discussed, so to isolate the effects of changes in the mar-
ginal impact of effort, we assume that dA = -e, dp = £, so that d(p + A) = 0. The
total effect of changes in A results from the combination of the effects discussed
above and the one that follows. Applying Cramer's rule, we obtain

10 This effect would be absent if there were no incentive constraints, since in that case the marginal
utilities in the second period would be the same.
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72 SHIELDING THE POOR

which is negative. Thus, a worker with a lower A but compensating higher baseline
probability—such that p + A remains constant—has a lower benefit in the follow-
ing period if unemployed. On the other hand,

which, since the second derivatives of the utility function are negative, is indeter-
minate. The intuition is also clear. As it is harder to give incentives, consumption
tomorrow if the worker is unemployed goes down, reducing the marginal cost
tomorrow, but consumption if the worker finds a job is higher, increasing tomorrow's
marginal cost. This may change the marginal cost to provide utility tomorrow, in
which case, to preserve optimality, the marginal cost today must change too. Thus
consumption today could go up or down, depending on whether marginal cost
tomorrow goes up or down.

So far, the analysis assumed that changes in the parameters do not change the
optimal effort level. However, note that both the reduction in the baseline probabil-
ity, p, and the reduction in the marginal effect of effort, A, reduce the value of search.
However, a decrease in p also lowers the worker's utility if it is not optimal to
recommend high effort level, but changes in A do not. Thus, as A falls, the value of
implementing high effort goes down, while the value of implementing low effort
does not. For sufficiently low value of the search effectiveness parameter A, it is
optimal to recommend the low effort, and full insurance is provided.

The results discussed in this subsection can be summarized as follows (these
comparisons assume the same budget is allocated to different worker types):

which is positive, so the tax is lower when A falls, keeping p + A. The intuition is
also simple. As A falls, it is harder to provide incentives, because the probability of
receiving the reward (higher consumption) is lower. Thus, the reward must be in-
creased, and the way to do so is by punishing more in the unemployment state
(reducing cu) and increasing the reward in the employment state (increasing <?).

Finally, we can also compute
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OPTIMAL UNEMPLOYMENT INSURANCE 73

• Workers that have a lower than average baseline reemployment probability
have lower initial benefits, but these benefits decrease at a lower rate.

• Workers that are less effective at searching—holding the total probability
constant—should receive benefits that fall faster over time, provided the optimal
recommended search effort level does not change.

• On the other hand, for those same workers, if a lower search effort is to be
recommended, a flatter scheme of benefits should be provided.

Cyclical Variation

In this section we explore how the optimal contract varies when there are cyclical
variations in the risk exposure of agents. This issue is of particular relevance given
that job creation and destruction do exhibit cyclical movements, so the risk exposures
do too. In particular, we are concerned with changes in the optimal coverage when
particularly large shocks hit the economy, like the recession in Chile in 1982 or the
recessions in Mexico and Argentina in 1995.

To keep things simple, we will assume that labor market conditions are given
by a state variable s e {n, r\, where n indicates normal times and r indicates a reces-
sion. Let n be the probability of entering a recession. A recession is defined as period
where the reemployment probability is lower. We will consider cases where only
the baseline probability is lower and cases where search effectiveness is also lower.
We also allow the wage to be lower during recessions.

A superscript n indicates the value of the variable if there is no recession,
while r indicates the value if there is a recession. The optimal insurance scheme is
the solution to the maximum of

subject to
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74 SHIELDING THE POOR

and

The solution is characterized by the following first-order conditions:

The first condition just shows that the consumption of the worker the first
period should not depend on the aggregate shock. This is natural, since there is no
moral hazard associated with that shock, so full insurance is optimal. The other
two conditions are similar to the one before. The marginal cost condition has to
hold in both states of nature.

Note that the first condition ties down the marginal cost in the first period, so
the marginal cost in the second period has to be the same, independent of the
aggregate shock. Using this fact, it is straightforward to characterize the optimal
unemployment insurance. Note that the following two equations solve for con-
sumption in the second period:

for j - u, e, where k does depend on exogenous variables but is the same for u and e.
The two equations form a system that is depicted in figure 4-1. Equation 4-6 is the
downward sloping curve G, while equation 4-7 is the upward sloping curve R

The natural way to interpret a recession is to assume that either the baseline
probability, or the marginal effect of effort, or both are lower during a recession.
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FIGURE 4-1.

Consumption in the Second Period

Consider first a recession where the marginal effect of search is the same as in
normal times, but the baseline probability is lower. Thus, the G function for the
recession state is above the one for normal times, while the F function is the same in
both states. This means that consumption during the recessions must be higher
than during normal times in both states, u and e. The intuition of the result is re-
lated to the "income" effects discussed above. As the reemployment probability is
lower during a recession, the weight in the marginal cost of providing utility in the
case of employment is lower. As the marginal cost of providing utility in the em-
ployment state is higher, this reduces the expected marginal cost of providing util-
ity tomorrow if there were a recession, and that is why consumption is increased in
that state. This implies that during a recession, benefits should not be lowered that
much, while reemployment taxes should be reduced.

Finally, consider a recession where search effectiveness falls and the baseline
probability increases, so that the total probability of employment remains un-
changed.11 This does not change the G curve, but moves the F curve upward. This
implies that consumption when workers find a job during a recession is higher
than if they find a job in normal times, so the reemployment tax must go down
during recessions. On the other hand, consumption during recessions if unemployed
is lower than during normal times. Thus, the benefit should go down faster during
recessions. Again the intuition is simple. As it is harder to give incentives, the tax
must be lowered and the benefit reduced during recessions.

As before, the effect of a fall in A is the same as the joint effects discussed in this chapter.11
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76 SHIELDING THE POOR

To summarize, during recessions the reemployment tax should be lowered,
while the effect on replacement ratios is not clear. To the extent that the effect of the
fall in the baseline probability is stronger than the one in the marginal effect of
effort, the benefit should be increased, while the opposite is true if the marginal
effect dominates.

Finally, a word of caution should be raised regarding the effect on the opti-
mal effort level.12 Recall that when the marginal effect falls enough, it becomes
optimal to recommend the low effort level. In this case, as we argued above, the
optimal policy is to provide full insurance. This means that

So the benefit must be kept constant during recession, while the tax should be
increased to capture all the gains of working. This last result is due to the assump-
tion that workers do not dislike working, otherwise the wage differential must
compensate for that disutility. To summarize, recessions are likely to change the
optimal effort level. This should decrease the rate at which benefits fall with length
of unemployment.

A final point worth emphasizing is the management of funds of the insurance
program. The budget constraint imposed above implicitly assumes that the gov-
ernment has access to complete markets, meaning that there is not only a credit
market but also a contingent market through which the government can trade goods
in different states. In particular, consider the case of a recession where only the
baseline probability falls. As we discussed above, this is likely to increase consump-
tion and the expected discounted cost of the program. For the sake of argument,
assume that the wage in both states is the same. As the probability of finding a job
(and therefore of collecting taxes) is lower in a recession, the expected value of
revenues is lower during a recession:

12 The conventional wisdom is that in fact during deep recessions like the one in Argentina in 1995, the
probabilities of finding a job are very low regardless of the search intensity, but, to the best of our
knowledge, there is no clear evidence to support that claim.
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OPTIMAL UNEMPLOYMENT INSURANCE 77

On the other hand, expected expenditures in a recession are higher than in
normal times:

Thus, the government must transfer resources from periods of high demand to
periods of recession. The policy recommendation is obvious. The government must
have a contingency fund that provides the required resources to finance the deficit
of the unemployment insurance in times of recession. The results of this subsection
can be summarized as follows:

• During recessions, the wage tax must be lowered.
• During recessions, the behavior of the benefit is not clear. If the recession is

characterized by a fall in the baseline probability, the benefit should be higher than in
normal times. However, if the fall is in the incremental effect of effort, the benefit
should be lower than during normal times, if the optimal effort level does not change
much.

• If the recession is characterized by a reduction in search effectiveness, then
the optimal search effort level may fall. This could have a positive impact on the
level of unemployment benefits.

COMPUTATIONS

In this section we provide some preliminary computations to illustrate the magni-
tude of the effects discussed above. We first describe the method used for assigning
parameters to the model. Then we provide the results of the numerical experiments
performed.

Calibration

We consider an infinite periods version of the model discussed above. Two types of
computations are considered. In the first, we suppress all exogenous shocks and
focus on heterogeneity in reemployment risk. In the second, we consider aggregate
shocks to reemployment risk, while suppressing heterogeneity. We calibrate
reemployment rates using estimated hazard rates from a linked panel obtained
from the household surveys for the greater Buenos Aires area, from 1993 to 1997.
The unit time period is six months, which corresponds to the periodicity of the
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Table 4-1. Analysis of Maximum Likelihood Estimates

Variable

Intercept
Age
Schooling
Level 1
Level 2
Level 3
Level 4
Level 5
Gender
May 1994
May 1995
May 1996
October 1993
October 1994
October 1995
October 1996

DF

1
1

1
1
1
1
1
1
1
1
1
1
1
1
1

Parameter
estimate

1.4591
-0.0296

-0.1657
-0.2983
-0.2945

0.0747
-0.0389

0.2746
-0.4217
-0.9429
-0.0935
-0.7132
-0.9513
-0.9296
-0.7429

Standard
error

0.4076
0.00569

0.2107
0.2289
0.238

0.2715
0.2903

0.129
0.3604
0.3094
0.3161
0.3709
0.3194
0.3063
0.3189

Wald
chi-square

12.8123
26.9904

0.6182
1.6982
1.531

0.0756
0.018

4.5324
1.3694
9.2866
0.0874
3.6986

8.87
9.2098
5.4251

Pr>
chi-square

0.0003
0.0001

0.4317
0.1925
0.216

0.7833
0.8933
0.0333
0.2419
0.0023
0.7675
0.0545
0.0029
0.0024
0.0198

Standardized
estimate

-0.18656

-0.042718
-0.068106
-0.06086
0.012133

-0.005613
0.074175

-0.057417
-0.203122
-0.018323
-0.09219

-0.184257
-0.20825

-0.141352

Odds
ratio

0.971

0.847
0.742
0.745
1.078
0.962
1.316
0.656

0.39
0.911
0.49

0.386
0.395
0.476

Association of predicted probabilities and observed responses
Concordant, 63.7 percent Somers' D, 0.279
Discordant, 35.8 percent Gamma, 0.281
Tied, 0.5 percent Tau-a, 0.136
(331,240 pairs) c, 0.640

Source: Authors' calculations.

survey. The discount factor chosen is 2.5 percent per unit time period, reflecting a 5
percent annual real interest rate.

Reemployment hazard rates were estimated for all those workers that de-
clared being unemployed in a survey and were either unemployed or employed in
the following one. This suppresses those unemployed workers that withdrew from
the labor force, approximately one-third of the pool. This criterion identifies work-
ers committed to searching for a new job. Owing to reporting errors, we discarded
those unemployed workers who reported having been employed for more than
one year in the following survey. This procedure could result in a downward bias
in reemployment rates. The pooled sample obtained consists of a total of 1,166 un-
employed workers, of whom 490 were recorded as holding a job six months later
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OPTIMAL UNEMPLOYMENT INSURANCE 79

with less than one year of seniority. This implies a reemployment rate of 42 percent.
If we had not excluded the workers with duration over one year, the average reem-
ployment rate would have been 54 percent. As a consequence, we set the bench-
mark rate at 50 percent. During this period, owing to the existence of temporary
contracts, it is quite likely that multiple transitions occured within the six-month
interval between surveys. At this stage, we have no good procedure to correct for
this time aggregation problem. Our choice would tend to oversample those work-
ers who obtained a job and were able to keep it.

To estimate the hazard rate we used a logit model, taking as explanatory
variables age, sex, schooling dummies, and temporal dummies for each of the sur-
veys included in our sample. The results are presented in table 4-1. Interestingly,
the schooling variables do not appear to be highly significant.13 Age has a very high
negative effect on reemployment: an additional year reduces the probability of re-
employment by 2.9 percent. Reemployment rates of male workers are 32 percent
higher than for females. On the other hand, the survey time dummies show a large
and significant variation. The benchmark value is for the survey in May 1993. Three
periods can be distinguished: higher reemployment rates from May 1993 to May
1994, followed by low (approximately half as large) from October 1994 to October
1995, and a return to higher reemployment rates starting in May 1996.

These estimates suggest that during booms hazard rates are approximately twice
as high as in recessions and that the average duration of high and low reemployment
periods is three semesters. Based on these numbers, we calibrate the probability of
staying in the same state to be two-thirds. We take the baseline hazard rate in high
reemployment periods to be 50 percent, and in low reemployment periods 25 per-
cent. For the computations based on heterogeneity only, we take these two hazard
rates for groups with high and low reemployment rates, respectively.

In our model, reemployment probabilities are given by p - pQ + A, where p0

corresponds to an exogenous arrival of job offers, and A to the incremental prob-
ability due to search. We interpret the data as if all the agents in our sample are
effectively searching. Our data do not allow us to identify the role of these two
components in explaining the observed differences in hazard rates. For illustration
purposes, we take the following—arbitrary—combination of parameters:

13 It is worth noting, however, that according to some previous estimates of one of the authors, schooling
significantly increases the chances of getting a permanent vis-a-vis temporary contract.
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80 SHIELDING THE POOR

Case 1 Case 2 Case 3

Results

We first consider the results for the case of heterogeneity. Table 4-2 gives consump-
tion levels while unemployed and employed. In all cases, we normalize the salary
of an employed worker to 100. Hence the consumption values given in the table
reflect percentage values of a period salary. The first two columns correspond to a
worker with a high reemployment rate. The second two columns correspond to a
worker with a low reemployment rate, when the UI gives the worker the same initial
replacement ratio (100 percent). The third column gives the consumption pair for the
same group of workers, when the initial replacement ratio is chosen so that the total
expected budget matches that of a high reemployment worker. This total budget
turns out to be approximately the equivalent of one year of salary. The budget corre-
sponding to the middle pair is almost twice as large in all cases, in correspondence to
the difference in hazard rates. The following observations can be made:

• As p0 increases, the profile of subsidies becomes steeper and the difference
in consumption in the two states (employed/unemployed) becomes larger.

• When the two groups do not differ in search effectiveness but in the baseline
probability (case 2) and they start with the same replacement ratio, the low reem-
ployment group gets a higher consumption profile. Notice that this does not imply
that this group is necessarily better off, since it also exhibits higher unemployment
duration.

• When search is necessary for reemployment for both groups (case 3), and
the low hazard group is less effective at searching, the unemployment benefits fol-
low a similar pattern, but the reemployment tax (subsidy) is higher (lower) for the
high hazard group.
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Table 4-2. Consumption Levels for High and Low Hazard Groups

Low reemployment rate
High reemployment Low reemployment gf°uP with same budget

rate group rate group as high rate group

month

Case I
0
6
12
18
24
30
36

Unemployed

100.3
98.6
96.7
94.9
93.1
91.2
89.5

Employed

101.8
100.0
98.1
96.3
94.5
92.8

Unemployed

100.3
97.2
94.0
90.8
87.7
84.7
81.7

Employed

109.8
106.5
103.2
100.0
96.8
93.7

Unemployed

95.7
92.5
89.4
86.3
83.3
80.3
77.4

Employed

104.9
101.7
98.5
95.3
92.2
89.1

Case 2
0 100.3 ••• 100.3 ••• 95.9
6 97.8 102.6 99.1 103.9 94.6 99.4
12 95.3 100.0 97.8 102.6 93.4 98.1
18 92.7 97.4 96.5 101.3 92.1 96.8
24 90.2 94.9 95.2 100.0 90.8 95.5
30 87.7 92.4 93.9 98.7 89.6 94.3
36 85.3 90.0 92.6 97.4 88.3 93.0

Case 3
0
6
12
18
24
30
36

100.3
99.1
97.8
96.5
95.2
93.9
92.7

101.3
100.0
98.7
97.4
96.1
94.9

100.3
99.1
97.8
96.5
95.2
93.9
92.6

103.9
102.6
101.3
100.0
98.7
97.4

95.9
94.6
93.3
92.0
90.8
89.6
88.3

99.4
98.1
96.8
95.5
94.3
93.0

Note: In all cases, the salary of an employed worker is normalized to 100.
Source: Authors' calculations.

• In the intermediate case, where both groups have a positive and equal
baseline probability, the profile is much steeper for the low hazard group and the
spread is also higher. This reflects the fact that providing search incentives becomes
much harder for this low hazard group.

• The patterns obtained by looking at the profile for the low group at the
same budget level are similar, except that the starting point is much lower. This
starting point implies a permanent income approximately 4 percent lower for this
group.

case
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Table 4-3. Consumption Levels during Expansion and Recession

Case,
month

Case 1
0
6
12
18
24
30
36

Case 2
0
6
12
18
24
30
36

Case 3
0
6
12
18
24
30
36

Expansion

Unemployed

100.3
98.6
96.7
94.9
93.1
91.2
89.5

100.3
97.8
95.3
92.7
90.2
87.7
85.3

100.3
99.1
97.8
96.5
95.1
93.8
92.5

Employed

101.8
100.0
98.1
96.3
94.5
92.8

102.6
100.0
97.4
94.9
92.4
90.0

101.3
100.0
98.7
97.4
96.1
94.8

Recession

Unemployed

100.3
97.2
94.0
90.8
87.7
84.7
81.7

100.3
99.1
97.7
96.4
95.0
93.7
92.4

100.3
99.1
97.7
96.4
95.0
93.7
92.4

Employed

109.8
106.5
103.2
100.0
96.8
93.7

104.0
102.7
101.3
100.0
98.6
97.3

104.0
102.7
101.3
100.0
98.6
97.3

Note: In all cases, the salary of an employed worker is normalized to 100.
Source: Authors' calculations.

• Though there are differences between the UI program for low and high
hazard groups, these differences do not appear to be very large. This suggests that,
except for some special groups, the payoffs to designing "tailor made" UI pro-
grams for different groups may not be that large.

Table 4-3 provides the results for the optimal unemployment insurance
program with exogenous fluctuations in reemployment hazard rates. Each pair of
columns has the following interpretation. The first pair traces the path for the un-
employment benefits and reemployment consumption throughout an expansion.
The second pair traces the corresponding path for a recession. Both benefit paths
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OPTIMAL UNEMPLOYMENT INSURANCE 83

start with equal replacement ratios, as corresponds to the optimal insurance across
the two initial states. Thereafter, the paths look identical to the ones obtained in the
first four columns of table 4-2. Hence, the above remarks apply.

DISCUSSION

Our focus in this chapter was to study the effect of heterogeneity on the features an
optimal insurance contract ought to have in the presence of incentive problems. In
particular, we focused on the cases in which the existence of unemployment insur-
ance reduces the incentives unemployed workers have to look for a job, therefore
increasing equilibrium unemployment rates. In this section we provide a nontech-
nical discussion of the results. We also briefly review other incentive problems that
are related to the ones discussed in this chapter.

We first addressed the issue of unemployment insurance design when work-
ers differed in their risk exposure. The logit estimation we performed shows that
variations in experience or age can generate wide ranges of reemployment prob-
abilities. Aggregate conditions are important too. In all cases, the degree of hetero-
geneity is large and we can account for workers with half the risk of remaining
unemployed than others, while this risk can double for every worker during reces-
sions. The insurance contract consists of a benefit the worker receives while unem-
ployed and a reemployment wage tax, both of which are potentially contingent on
the length of the unemployment spell. We analyze how this contract should vary
for different worker types.

Our theoretical analysis indicates that the source of heterogeneity is impor-
tant. If the cause of the heterogeneity is that some workers are more likely to find
jobs because of differences in human capital, experience, and the like, but there is
no significant difference in the additional chances they obtain by searching, then
workers with higher probability of reemployment should have steeper profiles of
unemployment benefits. The effect this has on reemployment wage taxes is un-
clear, depending, among other things, on the level of risk aversion and on how it
changes with wealth. However, if the main difference is that high reemployment
probability workers are more effective at searching, the effect on starting benefits is
not obvious, but the profile would be steeper for low probability workers. On the
other hand, it may be optimal for those with lower search effectiveness to search
less, which would tend to flatten the level of benefits given to this group. Finally,
there is an additional effect that arises when the heterogeneity is in the additional
probability unemployed workers obtain by search effort. In this case, it is possible
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that for some workers it is efficient for them to choose lower effort levels. In this
case, much more insurance can be provided, reinforcing the concept that the ben-
efit profile for high-risk workers should be less steep than for low-risk workers. All
these results suggest that high-risk workers should have more lifetime coverage
than low-risk workers.

The second problem we analyzed is the effect of aggregate fluctuations on the
optimal contract. We showed first that initial benefits should not depend on the
aggregate reemployment state, a natural result since there is no moral hazard asso-
ciated with this shock. This means that it is optimal to fully insure all aggregate
risk. On the other hand, the reemployment tax should be lowered during reces-
sions, while the effect on benefits is not clear. When recessions mostly affect baseline
probabilities, our results suggest that benefits should decrease more slowly. In con-
trast, when recessions affect mostly search effectiveness, the optimal profile could
be steeper.

Finally, we have also indicated that proper management of the insurance
should provide for these contingencies, recognizing that the expected cost of the
program will increase in recessions. Active participation in world insurance markets
is required to provide for the financing of the program in times of recessions.
Interestingly, a similar scheme is currently being managed by the Argentinian
government to provide liquidity to the banking sector in case of a crunch. Our
analysis suggests a similar scheme should be managed to provide funds for unem-
ployment insurance in case of a deep recession.14

It is worth emphasizing that the results obtained are very general, in the sense
that they hold both when the budget allocated to every individual is the same and
when the total utility of each agent is the same. The two cases amount to different
preferences over individuals. Take the case in which the total budget is the same
for both individuals. As some workers have higher unemployment risk, those work-
ers will have lower utility in the optimal contract. Thus, in the case that the contract
offers the same utility, it is clear that the expected budget for the high unemploy-
ment probability workers will be higher. Thus, our results hold even if one is will-
ing to allocate higher budgets to high-risk groups.

14 The current scheme in Argentina is not fully comparable with the one this analysis suggests, since it
only provides liquidity. It is not an insurance contract in the principal, only in the interest payments.
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OPTIMAL UNEMPLOYMENT INSURANCE 85

State Verifiability

Our focus in discussing optimal unemployment insurance has been the group of
workers whose unemployment risk is higher, namely, the less educated and less
experienced workers. Often, the members of this group find job opportunities mostly
in the informal sector of the economy. Therefore, it may be very hard to monitor the
employment status of the worker. Our investigation assumed that while search
effort is not observable, employment status is. A strong incentive problem arises
when the latter does not hold, since an unemployed worker receiving benefits would
not have incentives to disclose having found a job.

One way to cope with this problem is to design programs that require those
receiving benefits to appear at the insurance office, perhaps at random times. An
extreme version of this is to force the beneficiary to hold a schedule. This can be
done through government-sponsored working programs, like the Plan de Empleo
Minima in Chile in the early 1980s or the Programa Trabajar currently functioning in
Argentina. This last program has been in operation for three years, and its budget
is used to fully subsidize labor in social projects managed by nonprofit organiza-
tions. These organizations are responsible for other costs of the project, that is,
materials and capital. Wages paid are below the minimum wage, which reflects the
fact that this program is geared to low-income groups. Furthermore, the regional
allocation of the program's budget is affected by regional unemployment rates.
The duration of the projects ranges from three to six months. Each worker must
dedicate a minimum of six hours a day to working in the project.

Given the discussion above, a program like this one is attractive in that it
decentralizes the monitoring of the employment status of the beneficiary in an in-
centive compatible way. The nonprofit organizations finance the other inputs of
the program, so it is in their best interest to enforce the presence of the worker.

In terms of the analysis of this chapter, this program can be understood as an
unemployment insurance contract plus a technology to monitor the working sta-
tus of the worker. To the extent that the problem of monitoring employment status
is more problematic for low-income groups, it is reasonable that these programs
should be focused on these groups.

An alternative way in which this monitoring takes place is by requiring un-
employed workers who collect benefits to attend educational and retraining pro-
grams. Note that the main objective may not be the instruction per se (although the
more it increases the marginal productivity of the worker, the better), but the moni-
toring services it supplies. It is not clear, though, how the monitoring in these
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86 SHIELDING THE POOR

programs is performed, since it is not obvious that it is in the best interest of the
school to monitor participants' attendance.

It should be emphasized that these monitoring schemes may come at a cost.
In the analysis performed in this chapter, the key variable that increases the prob-
ability of reemployment is the effort of the worker. Although it is not obvious that
effort is just measured as total daily time allocated to search activities, this is in-
deed a natural interpretation. Under this interpretation, then, by forcing the worker
to allocate a significant fraction of the time endowment to the monitoring technol-
ogy, the time left to allocate to search activities is very low. Thus, while the pro-
grams do ensure that the worker is not taking advantage of the insurance while
working, they also reduce the available time for search activities and eventually
reduce the reemployment probability. This is only a problem if the recommended
action is the high effort level. On the contrary, if the optimal effort level is zero,
which, as we suggested in this chapter, may be the case, these mechanisms can be a
reasonable way to solve the monitoring problem.

In the case that the time interpretation of effort is appropriate, a possible way
out of the trade-off between monitoring the employment state and letting the un-
employed worker allocate a sizable amount of time to search activities is a part-
time job. The idea is to force the worker to allocate the minimum possible amount of
time to the monitoring technology and minimize the probability that the worker is in
fact employed. Examples of strategies that could be used with that purpose are part-
time jobs whose time requirements each week are stochastic. Thus, the worker has
half a day to allocate to search activities but does not know, ex ante, when. Under the
assumption that working requires a stronger commitment to a time schedule than
searching, this may improve upon the efficiency of the program.

It should also be mentioned, however, that the time interpretation of effort
that we considered in the previous paragraph is not the only way to interpret the
moral hazard problem. And this is important to assess the potential cost in terms of
a reduction of the reemployment probability of the program. An alternative inter-
pretation, which is formally equivalent, is that job offers exogenously come to the
unemployed worker with a certain probability.15 The wage of each offer is drawn
from a given probability distribution, so with certain probability the worker re-
ceives low wage offers, and with other probability high wage offers. As is standard
in job search models, the worker will accept the high wage offers and reject the low

15 See Hopenhayn and Nicolini (1999) for details.
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OPTIMAL UNEMPLOYMENT INSURANCE 87

wage ones. In fact, the optimal behavior of the worker is characterized by a reser-
vation wage, such that all offers above that wage will be accepted and all offers
below that wage will be rejected.

In such an environment, an unemployed worker receiving benefits will be
more demanding than a worker without coverage, so the probability of accepting a
job will be lower. This incentive problem can be cast along the lines of the model
analyzed in this chapter and exactly the same theoretical results follow. In fact, if
we observe time series of the working status of the agents and of which of the
unemployed workers is receiving benefits, it is impossible to tell from the data if
the moral hazard problem is due to a reduction in the time devoted to search or an
increase in the reservation wage.

From a theoretical standpoint, this equivalence does not present any compli-
cations, since, as we have mentioned already, the results do not depend on the
source of the moral hazard problem. However, it is key to assess the effect that
forcing the unemployed workers to allocate time to monitoring activities has on
their reemployment probability. In the case that the moral hazard problem is due to
reduced time devoted to search, taking the worker's time reduces the chances of
reemployment, while if it is due to increases in the reservation wage, it does not.16

A final word regarding the monitoring problem. Note that the insurance
scheme discussed above contemplates levying a tax on the workers once they get a
job. Thus, if it is too costly to monitor the worker's employment status, incentives
for self-reporting must be given. As in any problem with private information, the
fact that one of the parties can reveal information can be used in the optimal design
problem. Contributed funds have been suggested as a way of curtailing this prob-
lem. The idea of the contributed funds is that each worker has a personal account,
very similar to a pension plan, to which the worker contributes in the working
state and withdraws from in the unemployment state. Thus, the incentives to con-
tribute arise from the effect present contributions have on future benefits. This pro-
gram shows how the future benefits can be used to provide incentives to the work-
ers to reveal their state. However, if these funds simply replicate outside saving
opportunities, workers would have very little incentives to report. Hence, addi-
tional benefits should be provided to induce self-selection. This could be done by

16 Note that in the shorter search scenario, it is perfectly reasonable for unemployed workers to refuse to
enter into this program, particularly those who have a marginal effect of effort that is high. This creates
an adverse selection problem because the ones that more willingly participate in this program are the
ones who get a small increase in their employment probability by choosing the high effort level.
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88 SHIELDING THE POOR

subsidizing the return or providing an option value by conditioning future unem-
ployment benefits to specific employment durations.

In most cases these funds, as is the case in pension plans, are fully funded by
each individual. That is, total contributions and total withdrawals satisfy a present
value condition for each individual account. As such, there is no insurance pro-
vided. Full insurance only imposes ex ante present value conditions, using fair
prices to value alternative states of nature. Thus, while the contributions can
definitely have informational content that is valuable in the design of the optimal
mechanism, imposing ex post present value conditions amounts to providing no
insurance. When informational constraints are relevant, full insurance is not opti-
mal, but in the trade-off between incentives and insurance, there is no presumption
that the solution is the corner with no insurance.
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CHAPTER FIVi

Helping the Poor Manage Risk Better:
The Role of Social Funds

Steen Lau Jorgensen and Julie Van Domelen

In a world of increasing opportunities and risks because of globalization and tech-
nological and political change, there is a need to reassess what role social funds
should play. Social funds have established themselves as important instruments
for social protection in many parts of the developing world. This chapter will
show the important role that social funds can fulfill in an approach to social pro-
tection, which moves us away from simply looking at social protection as a re-
sponse to adverse shocks toward a more holistic, institution-oriented definition
that puts social protection squarely at the center of the fight against poverty and
social exclusion.

Initial steps have been made, with fairly comprehensive qualitative informa-
tion available on most social funds through beneficiary assessments. Improvements
in quantitative information, particularly about benefits to poor households and
sustainability of social fund investments, are under way in several countries with
support from the World Bank-financed Social Funds 2000 Impact Evaluation Study

WHAT IS A SOCIAL FUND?

There is no universally agreed definition of a social fund. We propose to define
social funds as follows: agencies that finance projects in several sectors targeted to
benefit a country's poor and vulnerable groups based on a participatory manner of
demand generated by local groups and screened against a set of eligibility criteria.
There are agencies that would meet these criteria but are not called social funds,
and there are agencies called social funds that do not meet these criteria.

In general, social funds present the following characteristics. Social funds es-
tablish menus, procedures, and targeting criteria to support investments benefit-
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92 SHIELDING THE POOR

ing the poor. They appraise, finance, and supervise the implementation of small
social projects but do not (in general) identify, implement, and maintain or operate
the projects. Almost all social funds insist on cofinancing from the beneficiaries to
ensure that projects are not just responding to need but to demand. However, while
they respond to demand from local groups (community groups, nongovernmental
organizations [NGOs], local governments, or local representatives of regional or
national governments), most have a set menu of eligible projects or a negative list
of ineligible projects. Even though most are part of the public sector, the funds
often have operational autonomy and enjoy exceptions from public sector rules
such as civil service rules or procurement and disbursement rules. Most tend to be
like private firms in their operational practices, with a small staff employed on the
basis of performance contracts, higher salaries, and higher performance standards.
Management is usually private sector style, that is, driven more by results than by
rules. Because of their operational autonomy, most funds operate under strict ac-
countability and transparency criteria through independent audits and intense
public scrutiny. Although most social funds are heavily dependent on external fi-
nancing, they are run by nationals of the country and do not rely on long-term
expatriate technical assistance.

Since the first internationally known social fund, the Fondo Social de Emergencia
in Bolivia, was established in 1987, the world has seen an explosion in the number of
these institutions and a proliferation of objectives and modes of operation. Today
almost all countries in Latin America and the Caribbean have social funds or devel-
opment projects (such as the one in North-East Brazil) that share the same opera-
tional characteristics as social funds. In Sub-Saharan Africa, at last count social funds
or their sister Public Works and Employment Projects (AGETIPs, by their French
acronym) existed in 24 countries, with at least half a dozen more countries at various
stages of preparing or piloting social funds.1 In the Middle East and North Africa
there are four social funds operating, one of which, the Egypt Social Fund, is the
world's largest, with at least two more under preparation. In Eastern Europe and
Central Asia, about five are currently in operation, with another half dozen at vari-
ous stages of preparation. The region that has the fewest social funds is Asia, with
only three agencies in operation that are called social funds and with five more under
preparation. However, several agencies do exist in countries such as India and Indo-
nesia that share many operational characteristics with social funds.

1 Frigenti and Harth (1998).
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ROLE OF SOCIAL FUNDS 93

Table 5-1. Portfolio Distribution of Social Fund Investments
in the Middle East and North Africa
Percent

Micro-
Program enterprise

West Bank and
Gaza-Community
Development Project

West Bank and
Gaza-NGO Project

Yemen SFD 8
Egypt-SFD Phase I 58
Algeria Safety Net

Program

Other
infras-

Roads tructure

40 24

4
4 20

40 31

Education

20

54
56
6

Health

6

28
11
5

Water and
sanitation

10

20
2

21

Other

17
1
5

7

Source: Van Domelen (1998).

In terms of the level and focus of activity of social funds, they are most widely
known for their investments in social infrastructure, particularly health, educa-
tion, water supply, and sanitation, although this allocation varies greatly by coun-
try. For the regions where summary statistics are available, Latin America and the
Middle East and North Africa, tables 5-1 and 5-2 summarize the distribution of
investments. Investment in health, education, and water supply (infrastructure and
noninfrastructure) is the leading area in all funds except those in Egypt, Chile, the
West Bank, the Gaza Community Development Project, Algeria, and the original
Emergency Social Fund of Bolivia.

Growth in the number and volume of activity of social funds makes them one
of the most successful examples of institutional replicability and adaptability in the
short history of development efforts.2 While international agencies were largely
responsible for the extension of the basic model between regions, the homegrown
demand from countries for this type of program has fueled their adoption and
adaptation to local circumstances. The fact that social funds allow governments to
build on local groups' ability and resources, and thereby leverage scarce fiscal or
aid money, has meant that these funds are now occupying important niches in many
countries.

2 The Inter-American Development Bank and the World Bank alone have invested more than $3.5 bil-
lion in social funds.
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94 SHIELDING THE POOR

Table 5-2. Portfolio Distribution of Selected Social Fund Investments
in Latin America and the Caribbean
Percent

Economic
Program infrastructure

Bolivia

ESF (1986-91) 44

SIF (1991-95)

Chile

FOSIS (1991-95)

Ecuador

FISE (1993-95) 11

El Salvador

FIS (1990-96)

Guatemala

FIS (1993-95) 3

Haiti

FAES (1995-96) 26

Honduras

FHIS (1990-95) 10
Nicaragua

FISE (1991-94) 19

Peru

FONCODES (1991-96) 22

Social
infrastructure

43

85

85

84

62

67

65

63

53

Productive
projects

3

46

4

13

2

7

1

13

Other

9

15

54

3

33

7

18

17

12

Source: Goodman and others (1997).

However, as part of a country's social protection strategy, it is worth point-
ing out that social funds remain a very small part of the social protection activities
in the vast majority of countries. In a recent review of social funds financed by the
Inter-American Development Bank, only one fund in Latin America spent more
than 1 percent of GDP (Nicaragua).3 On average in the Latin American region, less
than U.S.$10 is spent per year per poor person through social funds. In the Middle
East and North Africa, in spite of the presence of one of the world's largest social
funds in Egypt, which has committed roughly U.S.$1 billion since its inception in
1991, social fund spending is a relatively small share of total effort on safety net pro-

Morley in Bigio (1998, p. 46); Goodman and others (1997).3
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grams. In general, social funds remain highly dependent on external resources. Ex-
ceptions to the rule are Chile, with under 10 percent from foreign sources, Colombia
with 20 percent external financing, FONEPAZ in Guatemala at 12 percent, and Peru's
FONCODES, with 58 percent donor support. Only Egypt has moved to shift more of
the share of financing to local sources, from only 6 percent at the outset to 22 percent
at present. Data for Africa, Eastern Europe, and Asia are not available.

Originally, social funds were set up to provide temporary employment and
provide "a bridge over the crisis," through labor-based income transfers and the
subsidization of social services and infrastructure.4 As the institutions have evolved,
most are now seen as more permanent components of a country's social develop-
ment strategy. The social funds still respond to emergencies, such as Hurricane
Mitch in Central America, the fall-out from the wars in Cambodia and Angola, an
earthquake in Armenia, or a drought in Zambia.

Although many social funds were initiated with fairly simple objectives, to-
day most social funds must balance multiple objectives, all of which fall broadly
under the umbrella of efforts to improve the living conditions of the poor. Most
social funds incorporate to a lesser or greater extent objectives in the five categories
listed below. Please note that these objectives are not mutually exclusive, and sev-
eral social funds have changed emphasis over time:

1. The improvement in a country's infrastructure, such as the current Bolivian
Social Investment Fund and the funds in Central America, Peru, Ethiopia, Malawi,
Armenia, Angola, and Cambodia. These funds have tended to focus on addressing
unmet needs of poor communities through basic social and economic infrastructure.

2. The employment funds, typical of the initial stage of funds created in re-
sponse to emergencies, such as in Bolivia and Egypt. In the absence of an emer-
gency, job creation also appears as a prime objective in other funds, such as the
AGETIPS in Africa or the planned Bulgaria fund, whose main objective is the pro-
vision of short-term employment primarily through the repair of infrastructure.

3. Broader-based community development, exemplified in Argentina, Romania,
Malawi, and Zambia, where a major objective of the social funds is to build com-
munity capacity to demand and manage development resources. This is most fre-
quently done through a "learning-by-doing" process where the social funds finance
mainly infrastructure projects that the communities manage and implement.

4 Avila and others (1992).
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96 SHIELDING THE POOR

4. Improvement in the delivery of social services, as typified by the funds in Chile,
Argentina, and Romania, where a major emphasis is put on financing private-public
partnerships in social service provision, including a large emphasis on training.

5. Support for decentralization, promoted by the funds in Chile, Honduras, Bo-
livia, and Ethiopia, where a major objective of the fund is to work closely with local
governments to support the decentralization effort of the country. Some funds pass
on their expertise to governments (Zambia, Honduras), while others (like Chile)
transfer successful pilot interventions to local governments.

There is hardly a uniform trend in where social funds are going, and any
knowledgeable social funds person will be able to come up with a dozen funds that
are not following any of the trends given here. In any case, in a general sense some
of the trends that can be observed are as follows:

• Social funds are generally becoming more permanent, more integrated into
a country's overall social and economic development efforts—this implies more
and better coordination with line agencies, local governments, and civil society.

• There is a relative increase (but from a very small base) in the share of re-
sources from social funds that go to social services.

• Increasingly social funds pay more attention to popular participation, both
to enhance sustainability and to build social capital.

• Social funds are increasingly seen as, and are moving to operate more as,
supporters of decentralization.

• Social funds are faced with increasing demand for income-generating sub-
projects, but the experience so far has been mixed. The funds with better perfor-
mance in the microfinance area have usually done a combination of two things.
First, they have selected appropriate intermediaries, and second, they have adopted
policies that take into consideration best practice in the microfinance area. The Chile
social fund presents an interesting case in terms of its successful support for in-
come generation.

From ten-plus years of experience with social funds, several stylized facts can
be developed about what works and what does not.5 On the positive side, social

5 While these stylized facts are the authors' own, many are supported by the findings of assessments
such as Bigio (1998); Frigenti and Harth (1998); Goodman and others (1997); Pradhan, Rawlings, and
Ridder (1998); and Subbarao and others (1997).
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funds have proved very good at adjusting to changed circumstances, as decentrali-
zation moves forward or as a natural disaster happens.6 Funds tend to be more
participatory than other development projects, but they have the potential to do
even better, and there is wide variety across social funds. Social funds are well
targeted to the poor and have reached the poor in many cases. They have low
overheads and administrative costs and generally manage to provide infrastruc-
ture at much lower costs than traditional public sector agencies. In terms of both
financial and public accountability the funds tend to outperform other develop-
ment interventions, and where they work well, they help generate trust in the pub-
lic sector among communities and build social capital. Funds can work in very
different situations: for example, in Armenia, Argentina, Cambodia, Rwanda, and
Haiti.

Social funds have a mixed record on sustainability. Social funds that started
as emergency operations rarely focused on sustainability as a prime issue. As
funds have evolved and become more focused on medium-term impacts,
sustainability has become a systemic concern, particularly given the poor track
record of the line ministries and local governments often responsible for operat-
ing and maintaining the investments after the social fund intervention. On health
and education investments they tend to do better than traditional ministries ow-
ing to the emphasis on community participation; on economic infrastructure they
do as well or as poorly as other agencies depending on the institutional frame-
work in the country.7

Originally, autonomy from line ministries was seen as fundamental for a so-
cial fund to operate. However, there are several successful counterexamples, in-
cluding social funds in Chile and Zambia under the Ministries of Planning and the
Argentina social fund, which is a program of the Ministry of Social Development.
In terms of operating procedures, some funds work more directly with community
groups (Peru, Argentina, Zambia, Malawi, Romania, and Armenia), while others
work more closely with intermediaries like local government (Honduras, Nicara-
gua, and Bolivia). In terms of the types of investments included in social fund menus,
some funds focus more narrowly on social infrastructure, while others have more

6 Some examples include Honduras, where in response to Hurricane Mitch the FHIS shifted to emer-
gency assistance and reconstruction by changing procedures and quadrupling its capacity; Chile, where
after a strategic planning exercise FOSIS revised its menu of eligible interventions and shifted to a geo-
graphic rather than programmatic focus; and Bolivia, where the FIS now works solely with local gov-
ernments in response to the new decentralization policies.
7 Bigio (1998).
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98 SHIELDING THE POOR

expanded menus to include significant investments in productive activities, train-
ing, and social services. In general, it appears that optimal institutional design is
better determined by country need and circumstance than standard prescription.

Social funds generally have not done well in microcredit activities, and they
are not well integrated with the rest of the public sector. Because of their opera-
tional autonomy, in some cases funds have ended up running as almost parallel
governments, confusing beneficiaries and not contributing to capacity building.
While most social funds were designed as temporary instruments, there has been
little success in training and transferring the positive aspects of social fund experi-
ence to line ministries. Some critics claim that the operational success of the social
funds has distracted attention from the longer-term institutional reforms necessary
in the permanent public agencies.

While social funds have been very successful at reaching underserved areas
and marginal populations, there has also been leakage of benefits to the nonpoor
and gaps in coverage of the poorest of the poor (while social funds do in fact reach
the lowest income deciles, not all people in those deciles benefit from social fund
interventions). These observations are largely due to the demand-driven model,
which relies upon community initiative and capacity; the focus on providing ac-
cess to broad public services (health, education), where exclusion of less-poor com-
munity members is not feasible; and inclusion of certain types of programs that
may be less well targeted by their nature (for example, small and microenterprise
support, urban sewerage).

Social funds have also been less adept at providing massive assistance, espe-
cially in terms of employment generated. Moreover, targeting of employment ben-
efits has tended to exclude women and be less pro-poor than programs that use
wages lower than market-based wages.

Two of the main difficulties in coming to hard and fast conclusions about
social funds are the diversity of experience and the dearth of effective evaluations
of social fund performance and impact. The last point may seem contradictory when
one looks at the lengthy bibliographies and research pieces devoted to social funds.
However, most evaluations have been limited by the lack of data on what is hap-
pening to program participants at the household level and a lack of information
that would allow comparison of social funds to other delivery mechanisms. To
address the second point, the World Bank launched the Social Funds 2000 Impact
Evaluation Study in 1998 to evaluate social fund performance in terms of poverty
targeting, impacts of benefits at the household level, sustainability of these ben-
efits, and cost effectiveness of interventions compared with other delivery mecha-
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nisms in each of six case study countries (Bolivia, Honduras, Zambia, Armenia,
Nicaragua, and Peru). Results are expected for the first quarter of 2000.

For social funds to remain effective contributors to social protection, the in-
stitutional issues raised above will need to be addressed in a sustained fashion.
Where social funds have a narrower sectoral focus, sharing tools and information
and joint evaluations with line ministries and local governments may lead to ei-
ther better rationalization of efforts, mutual strengthening of institutional capac-
ity, and/or eventual phasing out of social fund support in certain areas.8 In other
instances, closer social fund integration with local governments, combined with
greater decentralization, may lead to an absorption of social fund financing within
fiscal transfer schemes. In other circumstances, social funds may take on a more
pre-eminent role in assisting poor communities to organize and express their
demands. By addressing these institutional coherency and effectiveness issues,
social funds may evolve into more permanent actors in a country's social protec-
tion and poverty reduction framework.

SOCIAL FUNDS IN A SOCIAL RISK MANAGEMENT FRAMEWORK

One of the reasons for the relative success of social funds has been their ability to
work with a wide variety of agencies, private contractors, line ministries, local au-
thorities, decentralized agencies, international and local NGOs, community-based
organizations, and the communities themselves. Social risk management is focused
on helping individuals manage risk better, but individuals' risk management strat-
egies employ a variety of institutions or economic agents. The most basic unit is the
family—where a lot of the information asymmetries are minimized. NGOs and
community-based organizations also help through information intermediation be-
tween the families in a community and the outside world. Similarly, market-based
institutions are employed through the labor or financial markets. Finally, social
funds work with various public sector agencies. It is not surprising that the benefi-
ciaries (and sometimes the public at large) often regard social funds as fully re-
sponsive to community and household priorities and, therefore, as an important
agent of public support for their own risk management.9

8 An example of transfer of models back to line ministries is Chile's FOSIS support for forestry initiatives.
9 Van Domelen and Owen (1998). As funds evolve toward becoming more permanent instruments, they
run the risk of losing some of the characteristics that have made them so popular in the first place,
namely, agility and flexibility.
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100 SHIELDING THE POOR

FIGURE 5-1.

Social Funds in the Social Risk Management Framework

Figure 5-1 shows a mapping of the different types of social funds into a ma-
trix of social risk management. The employment funds are set up to help people
cope with the effect of crises. What differentiates social funds from traditional pub-
lic works programs is that active participation from the private sector and civil
society is encouraged through the use of private sector contractors and civic orga-
nizations as sponsors, and thus the social funds are able to move out of the bottom
right corner of the matrix toward the middle of the last row. Some recent social
funds with a public works component, such as the Malawi Social Action Fund,
have managed to include some elements of community participation, spreading
the coverage of these funds into the first column as well.

The community development funds fit within the cells of support to informal
mitigation and reduction mechanisms. They help in mitigation by building social
capital (one more asset for the portfolio of the vulnerable) and in reducing certain
risks such as local conflict through the support for locally generated joint efforts.

The social assistance funds have so far mainly focused on supporting house-
holds' informal coping mechanisms (such as support for AIDS victims, helping the
poor get access to existing transfers) or within mitigation (through support for build-
ing human capital through nutrition, training, and other human development ser-
vices). The support for decentralization funds is working across the market-based
and public sector aspects of risk mitigation and coping. By building the capacity of
local governments to interact better with the private sector and with communities,
the funds are helping lower the information gap, which has in the past caused
government failure in the provision of some social risk management services at
this level.
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The trends in social funds' characteristics toward more permanent impacts
beyond temporary employment, more social services, more participation, more de-
centralization, and more income generation would seem to indicate that social funds
are shifting upward in the matrix toward risk reduction as opposed to risk coping.

Several social fund-type mechanisms have been created with temporary em-
ployment as a prime objective, for instance, in Bolivia after the closure of the tin
mines, in Egypt to deal with the effects of the Gulf War, in the West Bank and Gaza
in response to closures of the border with Israel, and in Ecuador as a response to
the economic contraction during adjustment. To think of a social fund within a
social risk management framework means to assess, first, whether temporary em-
ployment is needed (for example, is open unemployment the issue for the
vulnerable?), and then, whether a social fund instrument is better at delivering
such services than other perhaps more centralized and top-down interventions.

Even though social funds have done well on many scores, employment cre-
ation has not been their strong suit.10 For instance, social funds have not been very
effective in targeting a specific type of worker to benefit from these temporary jobs,
be they ex-miners or redundant public sector workers. Although considered "vul-
nerable," such groups often have coping mechanisms (severance pay, higher skill
and education levels, and so on) which make direct employment generation through
public works less attractive. In general, even the larger social funds with explicit
employment creation objectives have generated temporary jobs equivalent to well
below 1 percent of the labor force. While funds may serve as an important political
tool during difficult periods of transition and shocks, as a social risk minimization
strategy its effects reach a relatively small number of households at risk.

The same holds true for social fund operations as a poverty alleviation or
compensation measure. Although the number of people benefiting from improved
access to and quality of social infrastructure and services is far greater than the
potential employment impacts, the amounts disbursed are minor. One study dis-
cussed above found that the value of goods and services being transferred by a
social fund to the poor typically averages well below 5 percent of the per capita
income of the poor.11 The finding is similar to a recent review of social funds in the
Middle East and North Africa region, which finds that in all cases the annual amount
transferred was less than 4 percent of the poverty line income.12 Therefore, the so-

10 For the results on Bolivia, see Newman, J0rgensen, and Pradhan (1991).
11 Goodman and others (1997).
12 Van Domelen (1999).
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102 SHIELDING THE POOR

cial protection effects of social funds, either in terms of employment creation or in
the provision of basic services to the poor, have been important for the beneficia-
ries but limited in their coverage.13

WHITHER SOCIAL FUNDS?

Social funds can be an effective tool to support risk mitigation at the community
level since there are more assets available for a community to manage in a portfolio
sense after the social fund has financed new or improved infrastructure. To move
the social funds squarely into the risk-reducing area, their investments need to help
prevent shocks. This would mean making sure that the water supply system in-
deed does provide clean water over a period of time to prevent water-borne dis-
eases, and making sure that learning is taking place in the school, so the risk of
future low earnings is reduced. In other words, social funds need to pay more at-
tention to the flow of benefits from the infrastructure they have created, including
more attention to operation and maintenance.

Education investments account for a significant share of current social fund
portfolios. In most cases, grants are given for school rehabilitation or construction
of new classrooms at the primary level. The potential impacts of these investments
vary between projects. These benefits range from extending the useful life of a build-
ing to creating space for increased enrollment, increasing the number of years of-
fered at the school, and improving teacher and community morale and hence the
quality of education. Under a social risk management strategy, the benefits of build-
ing repair are far outstripped by the benefits of increasing enrollment and number
of years completed, as these will have the largest effects on the capacity of poor
households to reduce risks over time.

Taking social risk management as a primary consideration, social funds
would become more discerning in their education investments, placing relatively
more resources in projects that had greater potential to affect either enrollment
(directly, through creating more spaces, or indirectly, through reduced drop-out
rates) or years of schooling completed. By focusing their attention on impacts in
educational attainment, social funds will be better able to steer themselves away
from becoming simply a substitute for national school construction and mainte-
nance programs.

13 Bigio (1998).
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ROLE OF SOCIAL FUNDS 103

To date, social funds have been more focused on outputs than outcomes, un-
derstandable in the context of social crises and the need to prove their operational
capacity. Moving to a greater focus on outcomes will require that social funds
become better "learning organizations" capable not only of action but in-depth
monitoring and evaluation. Mainstreaming impact evaluation methodologies and
ensuring that learning takes place across social funds, local governments, and
sectors is a significant challenge for the future.

Given the limited resources available to social funds compared with the pov-
erty problems of the countries, difficult decisions about whom to reach are un-
avoidable. In general, the targeting strategies of social funds use a broad focus on
poor communities, not distinguishing by vulnerability. To improve their effective-
ness at risk management, social funds should seek to identify communities, house-
holds, and individuals within the broad pool of the poor, which are by their nature
more vulnerable and marginalized. If one of the goals of social risk management is
to improve equity, assisting the most vulnerable will increase the impact of social
fund investments. This will be difficult given the demand-driven nature of the funds
and fierce competition for resources coming from eligible communities. Nonethe-
less, social funds should consider several strategies, many of which are already
used by selected social funds. Such strategies might include a sliding scale of com-
munity contributions, with less counterpart required of the most marginalized
participants; expansion of the menu to include projects explicitly oriented to such
vulnerable groups as the elderly or indigenous groups; and a greater emphasis
on resources to enable communities to tap into other government programs.14

Using a social risk management approach calls for a reconsideration of the
menu of eligible social fund micro projects. Priority investments would include
those interventions that have the most profound effect on reducing the risks faced
by the most vulnerable populations. This means an expansion from the traditional
area of social infrastructure investment. Financing projects that address such is-
sues as legal assistance to help vulnerable groups obtain property rights, financing
transportation to facilitate remote communities' access to health and education ser-

14 Romania's Social Development Fund is financing programs that allow marginalized groups to get
access to existing government benefits such as child or elderly allowances. The Argentina Participatory
Social Fund finances empowerment and leadership workshops for women's groups that have, among
other elements, training for how to access municipal services. Another Argentine example is a sub-
project that provides legal services to an indigenous group to enable its members to have national iden-
tity cards and hence access to entitlement programs.
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104 SHIELDING THE POOR

vices, and supporting empowerment training for women are examples that might
be envisioned under a social risk management strategy.

To date, there has been relatively less emphasis placed on community eco-
nomic development (which would help reduce and mitigate risk) than on short-
term employment creation and delivery of basic social infrastructure. There are
some notable exceptions, such as the cases of Egypt, Chile, and Albania, where
significant resources have gone to microfinance and technical support to entrepre-
neurs. These programs help to accumulate assets at the household level, a key ele-
ment in a social risk management strategy. If social funds accept their place in a
broad social risk management strategy for a country, this will mean more emphasis
on support for community economic development, an area where social funds have
done less well in general.15

PARTICIPATION AND CAPACITY BUILDING

Social funds contribute to social risk management through the creation of local
capacity. Besides the impacts of the investments themselves, social funds further
this local capacity building in two important ways. First, social funds have been an
important source of resources and learning by doing for decentralized, locally based
entities, including local governments, NGOs, local offices of line ministries, and
community groups. This is consistent with the notion that vulnerable communities
are better served by public interventions that are executed in a decentralized fash-
ion. The impact of local agencies more able to address local problems is difficult to
quantify but has been observed in many impact assessments of social funds.

To maximize this impact, the design of social funds should go beyond a more
narrow focus on local agencies and groups as executing agencies, or channels for
investments, and seek to obtain further institutional impacts. Many social funds
have made important strides. For example, in Zambia, district officers are fully
integrated in the project cycle and receive an important complement of training. In
Argentina, participatory provincial and local councils have been established to fur-
ther coordination, information sharing, and resource optimization around social
investments, including those made by the social fund. In Honduras, the FHIS has

is where microfinance or other income-generating activities have been successful, the majority of ben-
eficiaries are women, especially women heads of household, so a move in this direction would also help
develop more gender-balanced social risk management. That men do not apply is not only because of
targeting but also because market failure is less prevalent for men than for women.

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b
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sponsored one of the first forays into town hall type meetings, or cabildos abiertos, to
identify community needs and priorities in a participatory fashion.

The second area of process impact is on the "social capital" of poor communi-
ties. Due to their demand-driven, participatory approach, social fund interventions
may increase both household and community social capital by increasing commu-
nity cohesion, furthering community propensity to act jointly for the benefit of
members of the community, and building trust and empowerment. In most cases,
this effect is attributable to processes that increase social capital through the skills,
networks, and confidence gained by the community at large in the identification of
its needs and by project committee members who manage the implementation of
the micro projects. This increased community capacity to address problems is often
observed in increased participation rates in community-initiated activities and im-
proved perception of the community by its residents, as borne out in beneficiary
assessments carried out on social funds.16 For instance, in Malawi, a beneficiary
assessment of community participants found that their trust in government in gen-
eral had increased because of their experience in working with the Malawi social
fund, MASAF.

Social funds that have been more successful at building social capital appear
to be those that have processes that give maximum responsibility to communities
for the design and implementation of micro projects. For instance, many funds use
a formal community assembly mechanism to identify and prioritize needs. Several
funds channel financing directly to community project committees, who are then
responsible for project implementation, including selection of contractors or ser-
vice providers, administration, and supervision. These mechanisms have helped
raise awareness of the broad range of community perceptions of needs, forge links
of shared concerns between community members, mobilize general participation,
and give valuable organizational experience to selected community members.

In some instances, there may be an apparent trade-off between building ca-
pacity of local agencies and increasing social capital of poor communities. For in-
stance, social funds that channel money directly to community groups are often
criticized as short-circuiting local government's prerogatives. However, social funds,
which rely to a large degree on intermediaries (be they governmental or nongov-
ernmental agencies), usually have less intense community participation and re-
sponsibility built into their project cycles. In fact, optimal social fund design should

16 Van Domelen and Owen (1998).
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106 SHIELDING THE POOR

seek to combine the two elements. Strengthening both local institutional capacity
and social capital of communities would best further the goal of social risk man-
agement.

CONCLUSION

Social funds have played a role in social risk management in the past, but mainly in
the area of risk coping, with some impact on risk mitigation. Their relative opera-
tional efficiency and ability to work with a variety of actors involved in social risk
management makes them potentially important vehicles for risk reduction and
mitigation as well.

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



ROLE OF SOCIAL FUNDS 107

References

Avila, Seifert, and others. 1992. Un puente sobre la crisis. La Paz, Bolivia: Fondo Social de
Emergencia.

Bigio, A., ed. 1998. Social Funds and Reaching the Poor-Experiences and Future Directions. Wash-
ington, D.C.: World Bank.

Frigenti, L., and A. Harth. 1998. Local Solutions to Regional Problems: The Growth of Social Funds
and Public Works and Employment Projects in Sub-Saharan Africa. Washington, D.C.: World
Bank.

Goodman, M., and others. 1997. Social Investment Funds in Latin America: Past Performance
and Future Role. Washington, D.C.: Inter-American Development Bank.

Newman, J., S. J0rgensen, and M. Pradhan. 1991. "How Did Workers Benefit from Bolivia's
Emergency Social Fund?" World Bank Economic Review 5 (May).

Pradhan, M., L. Rawlings, and G. Ridder. 1998. "The Bolivian Social Investment Fund: An
Analysis of Baseline Data for Impact Evaluation." World Bank Economic Review 12 (Sep-
tember): 457-82.

Subbarao, K., and others. 1997. Safety Net Programs and Poverty Reduction: Lessons from Cross-
Country Experience. Washington, D.C.: World Bank.

Van Domelen, J. 1998. Review of Social Investment Funds in the MEN A Region. Working Paper.
World Bank, Washington, D.C.
. 1999. "Social Funds in the Middle East and North Africa." Draft internal report.

Washington: World Bank (January).
Van Domelen, J., and D. Owen. 1998. Getting an Earful: A Review of Beneficiary Assessments of

Social Funds. Social Protection Discussion Paper Series 9816. Social Protection Unit,
World Bank, Washington, D.C.

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



This page intentionally left blank 

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



CHAPTER SIX

Insuring the Economic Costs
of Illness

Paul Gertler

One of the most sizable and least predictable shocks to the economic opportunities
of families is major illness. There are two important economic costs associated with
illness: the cost of the medical care used to diagnose and treat the illness and the
loss in income associated with reduced labor supply and productivity. The size
and unpredictability of both of these costs suggest that families may not be able to
smooth their consumption over periods of major illness, especially in developing
countries where few individuals are covered by formal health and disability insur-
ance.1 The possibility that there is less than full consumption smoothing through
these mechanisms suggests a potentially large loss in welfare from this shock to the
household's resources. Many developing countries, recognizing this potential loss
in welfare and the failure of private health insurance markets, have or are consider-
ing social insurance to help smooth the economic costs of illness.

This chapter investigates the potential welfare gain from social insurance. In
particular, it pays attention to the possibility that social insurance may crowd out
or replace private informal insurance. While families with sick members in devel-
oping countries are not able to gain access to formal insurance markets, they do
rely on private informal coping mechanisms such as drawing on savings, selling
assets, transfers from their family and social support networks, and borrowing from
local credit markets.2 Estimates of the welfare gain from social insurance must net
out the crowd-out effect.

I am grateful to John Giles for useful comments and advice. The views expressed are mine alone.
1 World Bank (1993,1995a).
2 Morduch (1999) provides a useful summary of this literature.
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110 SHIELDING THE POOR

The extent to which families are able to smooth consumption over periods of
illness is also important for the design of social insurance programs. In particular,
as is discussed later, the extent to which families are able to smooth small health
shocks has implications for user fees and the ability of social insurance to finance
the rarer expensive health shocks.

To determine the extent to which households are able to employ private in-
formal insurance mechanisms to smooth health shocks, the ability of families in
Indonesia and China to smooth consumption over periods of major illness is inves-
tigated. To do so, the chapter uses unique panel data that contain excellent mea-
sures of health status combined with data on consumption.

While there is a growing literature on consumption smoothing in developing
countries, little explicit attention has been paid to smoothing of health shocks.3

Robert Townsend includes in his regression analysis the "percentage of the year
sick" and finds no effect on consumption changes. Anjini Kochar models wage
income and informal borrowing as a function illness, as measured by a member of
the family experiencing a loss of work due to illness.4 She finds that illness to the
male lowers wage income and increases informal borrowing during peak periods
in the agricultural cycle, but that there are no effects during slack periods and no
effects of female illnesses. These studies appear to indicate that families living in
low-income countries are able to smooth illness shocks fairly well.5

A key limitation of past work, however, is that the measures of health em-
ployed may reflect only small, and even potentially anticipated, changes in health
status, not the kind of unexpected major illnesses that may be difficult to smooth.
Paul Gertler and Jonathan Gruber overcome these problems by using measures of
individuals' physical abilities to perform activities of daily living (ADLs).6 ADLs
have been proved reliable and valid measures of physical functioning ability in
both developed and developing countries and distinguish the type of serious
exogenous health problems that are likely to be correlated with changes in labor
market and consumption opportunities. Gertler and Gruber find that while
households are able to smooth 70 percent of the costs of moderate health shocks,
they can only smooth about 40 percent of the costs of serious illness.

3 See Morduch (1995) and Townsend (1995) for reviews of the consumption smoothing literature.
4 Townsend (1994); Kochar (1995).
5 In contrast, Cochrane (1991) finds that consumption in the United States is sensitive to major illness,
defined as being ill for more than 100 days.
6 Gertler and Gruber (1997).
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ECONOMIC COSTS OF ILLNESS 111

POLICY FRAMEWORK

The classic reason for most governments to intervene in health care markets is the
inherent uncertainty in health status. No one knows what tomorrow will bring.
Seemingly healthy individuals can be struck by cancer, injured in accidents, or ex-
perience severe diarrhea. The uncertainty is compounded the longer one looks into
the future and the less one knows about one's current health. While the costs asso-
ciated with most illnesses are small, the costs associated with rare serious illness
can be quite large. When a serious illness hits unpredictably, the economic conse-
quences for the family can be significant. Given aversion to risk, families prefer to
insure these risks and thereby have predictable, smooth nonmedical consumption.
Despite the demand, families have difficulty purchasing insurance from private
sources because of two problems created by information asymmetries: adverse
selection and cream skimming.7 Private insurance market failure suggests the po-
tential for welfare gains from government intervention. The main problem in
insurance market failure is that participation is voluntary, so that good risks can
choose not to buy insurance and bad risks can be denied coverage. Many countries
solve this problem through mandatory social insurance (SI). In developing countries,
SI takes two main forms.

The first is universal publicly financed and delivered health care modeled
after the British National Health System. In these systems, governments provide
medical care through public facilities that are accessed by paying at most a nomi-
nal user fee. These systems are financed through some combination of general tax
revenues and payroll taxes. There is a heated policy debate about raising user fees
at public health care facilities. Governments have or are actively considering rais-
ing user charges at public facilities as a means of financing improvements in the

7 Rothschild and Stiglitz (1976). Adverse selection arises because insurers are not able to observe differ-
ences in health status among different people, so they are forced to offer insurance based on the
population's average medical care expenditures. The terms of the contract are good for bad-risk indi-
viduals, but bad for good risks. The incentive is for the good risks to drop out of the market, leaving the
bad to insure among themselves. This substantially drives up the price of insurance, making it poten-
tially unaffordable to large segments of the population. Cream skimming occurs when insurers can
observe poor health. Insurers try to select good risk and avoid individuals with pre-existing condition
such as cancer or AIDS, who are bad risks with predictably high medical care expenditures. In addition,
since insurance contracts are usually written for discrete periods of time, individuals who develop ser
ous illness are prohibited from renewing their insurance.
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112 SHIELDING THE POOR

health sector.8 Vocal opponents are concerned that increased fees will adversely
affect the poor's access to medical care and, consequently, their health outcomes.9

This debate, however, has ignored the possible role of public subsidies as insur-
ance. Subsidies reduce risk by spreading the medical costs of uncertain illness across
healthy and sick times; taxes are incurred when individuals are healthy and are
used to finance medical care purchased when individuals are sick. As a result, rais-
ing user fees in a world of imperfect consumption insurance has an important wel-
fare cost: higher user fees "tax families while they are down," imposing higher
costs at exactly the point where the marginal utility of consumption is highest.

The second approach is to finance medical care through mandatory payroll
taxes and allow beneficiaries to purchase medical care from both private and pub-
lic providers. The movement toward this model has been motivated by the desire
to reduce financial pressure on government budgets.10 SI is seen as a way to shift a
portion of the public burden of delivering and financing health care to the private
sector. SI reduces the out-of-pocket prices at the time of purchase of higher quality
private care relative to lower quality public care. As a result, SI provides an incentive
to choose the private sector over the public sector, thereby lowering the demand
for publicly delivered services. Since SI is financed through additional off-budget
earmarked taxes, it also relieves pressure from the general budget.

Low-income countries, however, have limited abilities to tax. Therefore, the
resources available for SI are severely constrained, which greatly diminishes their
ability to provide insurance. In such poor environments, there is a strict budget
constraint on SI benefits. SI plans thus face the trade-off between providing a large
number of individuals with a small benefit or a small number of people with a
large benefit. This means that a very large deductible (and possibly a large
copayment) would be required to provide uncapped benefits for the rare large fi-
nancial risks (for example, those associated with rare catastrophic illnesses such as
cancer). The high deductible would ensure that benefits were available for expensive
catastrophic illnesses and were not used up on less expensive higher-probability
events (for example, influenza). Because of the budget constraint, lowering the de-
ductible would require capping benefits. In the limit, a zero deductible implies the
lowest possible benefit cap and least effective insurance against catastrophic illness.

For example, World Bank (1987); Jimenez (1996).
For example, Cornia, Jolly, and Stewart (1987); Ready (1996).

0 Gertler (1998).
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ECONOMIC COSTS OF ILLNESS 113

All the same, this is exactly what many countries have done. Paul Gertler and
Orville Solon show that many low-income countries have adopted first-dollar cov-
erage and therefore have placed the lowest cap possible on benefits.11 In essence,
they have chosen to provide the minimum benefits for all illnesses rather than full
insurance for rare high-cost illnesses.

A number of powerful political interest groups see a first-dollar capped ben-
efit design as in their self-interest. The most obvious interest group is the collection
of international donors and other political groups who are worried about the poor
and who want to use the health care system as a means of redistribution.12 First-
dollar coverage ensures universal access to medical care regardless of income. It
alleviates the widespread concern that even small out-of-pocket costs may deter
utilization, especially among the very poor.13 Politicians also support first-dollar
coverage. Since the median voter is poor in most of these countries, first-dollar
coverage puts money into more voters' pockets. Employers also have strong financial
incentives to support capped-benefit first-dollar coverage. Typically, social insurance
premiums are cofinanced by employers. In many countries, large employers
historically have provided workers with limited health benefits as a means of
reducing absenteeism.14 However, quick treatment of minor illnesses reduces
absenteeism more than the treatment of catastrophic illnesses. Employers capped
benefits since it was cheaper to fire severely ill individuals who had little chance of
returning to work. For similar reasons, employers benefit more from the capped
first-dollar coverage that is more likely to reduce absenteeism than from catastrophic
coverage with high deductibles that is less likely to affect workforce productivity.

The solution to both the user fee debate and the debate over first-dollar cov-
erage depends in part on the extent to which families are able to smooth the costs of
small health shocks. If yes, then there is little welfare loss to charging small user
fees or using co-pays and deductibles.

11 Gertler and Solon (1998).
12 Besley and Gouveia (1994).
13 Cornia, Jolly, and Stewart (1987). Indeed, a good portion of public intervention in health care markets
is justified by the tenet of universal access to basic minimum medical care, regardless of income, as
embodied in the populist slogan "health for all by the year 2000." Most countries recognize that poor
individuals may not be able to afford health care and therefore subsidize the participation of poor indi-
viduals in universal insurance schemes. This explains, in part, why most countries set up large univer-
sal public health care delivery systems that charge at most nominal user fees (Jimenez 1987; World Bank
1987).
14Gertler and Sturm (1997).
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114 SHIELDING THE POOR

WELFARE MEASUREMENT

One measure of the welfare cost of not being able to fully insure the costs of illness
is the amount that households are willing to pay to eliminate consumption vari-
ability owing to illness. This measures households' ex ante valuation of insurance
that would fill the gap in existing insurance markets for the income loss due to
illness, arising either through reduced earnings or increased medical expenditures.

The willingness to pay is calculated in a certainty equivalence framework.
Let C* be consumption when healthy and L(Ht) be the economic cost of illness with
severity H., which occurs with probability TT. Then the welfare loss from uncertain
illness is the amount W, such that the welfare from getting C* - W with certainty is
equal to the expected welfare when the loss is uncertain:

However, the willingness to pay formula overstates the welfare gain from
social insurance because it ignores the fact that households will smooth some of
the shocks through private informal mechanisms. So, if we let y represent the share
of the loss that cannot be smoothed, then (6-1) can be written as

Assuming a constant relative risk aversion form for the utility function, where p is
the coefficient of relative risk aversion, (6-1) can be rewritten as

where there are; discrete health states. Rearranging terms, the certainty equivalent
can be expressed as a percentage of consumption when healthy: C

o
p

yr
ig

h
t 

©
 b

y 
th

e 
In

te
r-

A
m

er
ic

an
 D

ev
el

o
p

m
en

t 
B

an
k.

 A
ll 

ri
g

h
ts

 r
es

er
ve

d
.

F
o

r 
m

o
re

 in
fo

rm
at

io
n

 v
is

it
 o

u
r 

w
eb

si
te

: 
w

w
w

.ia
d

b
.o

rg
/p

u
b



ECONOMIC COSTS OF ILLNESS 115

W/C* measures the value of insurance that fully smoothes consumption across
illness states as a percentage of baseline consumption. This measure is a lower bound
of the willingness to pay for insurance, however, since it is calculated based on the
variation in consumption due to illness after families have already used informal
mechanisms to smooth some of the costs of illness. These smoothing activities
themselves have costs that are not reflected in the calculation. For example, there is
some cost to family and friends from private transfers of resources to the ill
household head; similarly, if consumption smoothing is occurring through increased
labor supply by family members, the value of the reduced leisure to those family
members is not reflected here.

The key to estimating (6-4) is y, the share of the costs of illness that cannot be
insured. Here it is estimated in the context of the theory of full insurance, as dis-
cussed by John Cochrane, Angus Deaton, and Robert Townsend.15 This theory pos-
its that households will fully share the risk of idiosyncratic shocks so that the growth
in household consumption will not depend on changes in household resources
once the change in aggregate community resources has been taken into account.
This is formalized in the next section.

INDONESIA

Indonesia is the fourth most populous country in the world, with tremendous cul-
tural and economic diversity. Until recently, economic growth has been impressive
with an average real annual per capita growth rate of 3.9 percent over the past 15
years. Despite this growth, per capita incomes were still low, even before the onset
of the crisis, at U.S.$880 per year in 1996.16 Indonesia had also seen remarkable
improvements in health status.17 Between 1960 and 1990 life expectancy at birth
increased by 24 percent to 59 years, and child mortality decreased 68 percent to 111
per thousand.

15 Cochrane (1991); Deaton (1992a); Townsend (1994).
16 Asian Development Bank (1997).
17 World Bank (1993).
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116 SHIELDING THE POOR

Indonesia has invested heavily to develop a comprehensive government-
operated health care delivery system that individuals are able to access by paying
a modest user fee. In 1991, there was at least one primary health center and several
subcenters in each of Indonesia's 3,400 subdistricts. A large network of govern-
ment-operated hospitals at the district, provincial, and central levels backs up this
large primary care system. Despite this system, Indonesia's health care expendi-
tures remain low relative to those of its neighbors.18 In 1990 annual expenditures on
health care from both public and private sources were only about $12 per person,
which amounts to roughly 2 percent of GDP.

Few individuals in Indonesia are covered by health insurance other than the
implicit insurance provided through the almost free public health care system; on
average, user fees at public facilities amount to 5 percent of average costs.19 While
the public health care system provides extensive primary care services, its hospital
care is more limited. Moreover, many individuals opt to pay out of pocket for higher
quality private sector services, as over half of all utilization is provided by the pri-
vate sector.20 About 10 percent of the population is covered by health insurance
provided to civil servants. However, this insurance only covers utilization at pub-
lic facilities and, therefore, the benefit to the individual is only to cover the small
user fees. An additional 4 percent of the population is covered by health insurance
offered through employers, but this insurance typically has capped benefits, mini-
mizing absenteeism for minor illnesses but not paying the costs of major illness.21

Similarly, there is limited disability insurance as there is no government program,
more than two-thirds of workers are self-employed, and few firms provide exten-
sive sick leave.

Data and Sample

The data used in this analysis, collected as part of the Indonesian Resource Mobili-
zation Study (IRMS), come from a panel survey of households designed to evalu-
ate an experimental increase in user fees charged at public medical care facilities in
two of Indonesia's 27 provinces. The two study provinces are West Nusa Tengarah
(NTB), which is composed of the two islands just east of Bali, and East Kalimantan

18 World Bank (1993).
19 World Bank (1995b).
20 Gertler and Molyneaux (1996).
21 Dow and Gertler (1997).
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ECONOMIC COSTS OF ILLNESS 117

(KalTim), which is located on the east coast of the island of Borneo. Together they
account for about 6 million residents. KalTim has the third highest per capita in-
come among all 27 provinces, while NTB ranks twenty-second. The data were col-
lected in 1991 and 1993, allowing us to examine health, income, and consumption
changes over a two-year period. The data were collected for each household at the
same point in the year in both waves, so that seasonality effects are conditioned out
of the differences models.

The sample consists of all households that were in the survey in both rounds,
whose heads were at least 18 years old in the second round, and who have
nonmissing data on the health measures described below. Paul Gertler and Jack
Molyneaux, and William Dow and others discuss attrition from this sample and
conclude that it does not cause significant sample selection problems.22

The Risk of Illness

The key to the analysis is that there are unusually good measures of the change in
the health status of household members. The analysis explores the effects of two
types of health measures: self-reported illness symptoms (symptoms) and
limitations in the physical ability to perform activities of daily living (ADLs). Self-
reported illness symptoms are similar to the measures used by the previous litera-
ture. Illness symptoms are measured by a dummy for whether the individual
reports any symptom (ill), and a dummy for whether they report a symptom that
has lasted more than one month (chronically ill). This measure aggregates the 10
categories of self-reported specific symptoms (for example, fever, respiratory
congestion, and so on) for adults.

As an alternative the analysis therefore relies on a second measure that as-
sesses an individual's physical ability to perform activities of daily living. These
physical functioning measures are based on individuals' self-ratings of ability to
engage in specific activities, not based on general assessments of illness symptoms
that are more likely to be endogenous to labor supply decisions. Initially
developed for studying levels of disability among the elderly, these measures are
used increasingly to study the health status of all adults. Physical functioning mea-
sures have been tested extensively for reliability (consistency between tests and
interviewers) and validity (consistency between individual assessments of differ-

22 Gertler and Molyneaux (1996); Dow and others (1996).
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118 SHIELDING THE POOR

ent skills). In addition, in contrast to self-reported symptoms, these measures tend
to be negatively correlated with income and education in both the United States
and low-income samples.23

Activities of daily living are divided into two categories. Intermediate ADLs
consist of the ability to carry a heavy load for 20 meters; sweep the floor or yard;
walk for five kilometers; take water from a well; and bend, kneel, or stoop. Basic
ADLs consist of the ability to bathe yourself; feed yourself; clothe yourself; stand
from sitting in a chair; go to the toilet; and rise from sitting on the floor. A limitation
in any of these activities, particularly basic ADLs, clearly represents a major change
in health status.

The responses to these questions on the survey are coded as "can do it easily"
(a value of 1), "can do it with difficulty" (2), and "unable to do it" (3). The re-
sponses to these questions were then combined in accordance with the following
algorithm developed for the RAND Medical Outcome Study:24

Score - Min Score
Health -

Max Score - Min Score

so that the ADL index takes on a value of 1 if the individual can perform all ADLs
without difficulty, and zero if the individual cannot perform any ADLs. This
chapter's central model uses an overall index of ADL limitations. Results for a dis-
aggregation of this ADL index into both its intermediate and basic components are
presented below.

The means and standard deviations of the health outcome measures are pre-
sented in table 6-1, part A. The table shows the means for period 1 levels, and for
changes from period 1 to period 2. In period 1, a large proportion of adults, 29
percent, reported some ADL limitation. In addition, substantial change in health
status occurs over time. Between 1991 and 1993, more than 33 percent of the sample
reported changes (either upward or downward) in ADL limitations.

23 See Strauss and others (1993); Kington and Smith (1996); Gertler and Zeitlin (1996). In the United
States and South East Asia, ADLs have been found to be reliable and valid self-assessments with a high
degree of internal consistency. See Andrews and others (1986); Guralnik and others (1989); Ju and Jones
(1989); Strauss and others (1993); Ware, Davies-Avery, and Brook (1980). They are routinely used in
studies of labor supply in the United States (for example, Bound 1991; Bound, Schoenbaum, and Waidman
1995; Stern 1989), and are the key measures of health status in the new Health and Retirement Survey.
See Wallace and Herzog (1995).
24 Stewert and others (1990).
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ECONOMIC COSTS OF ILLNESS 119

Table 6-1. Means and Standard Deviations of Health Outcome Measures,
Earnings, and Medical Care Expenditures in Indonesia

Variable

Part A. Means of health measures

Period 1 levels
ADL index

Some ADL limitations
Illness symptoms
Chronic illness symptoms

Changes
Change in ADL index

Any ADL change
Change in illness
Change in chronic illness symptoms

Part B. Means of other variables in period 1

Nonmedical consumption per capita

Head's hours of work

Head's earnings per capita

Head not working
Family medical spending per capita

Male
Married
Spouse's age

Family size

Education
None
1-5 years
6 years
7 years or more

Mean

0.966
(0.082)

0.29
0.60
0.14

0.005
(0.088)

0.337
-0.015
0.161

36,350
(31,868)

36.6
(24.6)

17,573
(19,256)

0.19
335

(1,020)
0.86
0.79
35.8

(11.6)
4.80

(2.13)

0.33
0.32
0.19
0.16

Note: Tabulated by the author from IRMS data. Standard deviations are in parentheses. N = 3,933.
Source: Author's calculations.
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120 SHIELDING THE POOR

If one looks at the self-reported symptom measures, one finds that more than
one-half of the sample reported an illness symptom last month in the first survey
round. This raises questions about the usefulness of this indicator for investigating
consumption smoothing as its huge frequency indicates that it is picking up many
minor health problems that do not need expensive medical care or affect labor sup-
ply. However, a much smaller share reports chronic symptoms lasting more than
one month. While there is some reduction in symptoms across these two years,
there is a very large increase in chronic symptoms, which may be expected to some
extent as this cohort ages.

The Cost of Illness

A prerequisite for there to be an effect of illness on consumption through imperfect
consumption insurance is that there must be a sizable cost of illness. In this section,
the cost of illness is quantified in terms of reduced labor supply, lost earnings, and
increased medical spending.

Earnings and medical care spending equations can be estimated using the
following fixed effects specification:

where AL.. is the change in labor supply (or earnings, or medical care spending) for
individual i living in community/, Afy.is the change in health for that individual,
and \).is a community-level error component.

Equation 6-5 regresses first differenced labor outcomes and medical care
spending against the change in health and aggregate determinants of labor supply
(or medical spending). A full set of community dummies is included to control for
these aggregate determinants.25 Also included are demographic controls to capture
other secular trends in the labor supply of household heads: the head's sex, age,
education, and marital status; the wife's age and education; and the change in log
family size. To measure a change in the indicator variables for symptoms, a vari-
able is defined which is 0 if there is no change, 1 if the person moves from ill to
healthy, and -1 if the person moves from healthy to ill. The change for ADLs is
simply the change in the ADL index value.

25 Communities for our purposes are defined as IRMS "enumeration areas," which are village sampling
clusters.
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ECONOMIC COSTS OF ILLNESS 121

The model is a fixed effects specification, and as such controls for unobserved
heterogeneity. In particular, the first differencing sweeps out correlation from omitted
unobserved individual characteristics (such as preferences and health endowments)
that confound identification of the effect of illness on labor market outcomes. How-
ever, there may be unobserved correlates of income changes and changes in health
outcomes that confound identification. One major source of spurious correlation, shocks
to the local community economy, such as weather, which affect both permanent in-
come and health, is controlled by including a set of community fixed effects.26

Labor supply is meaningful in two ways: as the changes in hours worked and
as a dummy for participation in the labor force. Earnings and wages are only re-
ported in the IRMS data for the one-third of heads who work in the market. We
impute wages to all workers based on these market rates by first taking an average
of hourly market wages by province (NTB or KalTim), age (<25,25-49,50+), educa-
tion (the four categories denoted at the bottom of table 6-1, part B), and gender.
This cell-specific average wage is then matched to all persons in the cell, regardless
of whether they worked in the market.27 This imputed hourly wage is then multi-
plied by hours per week to get weekly earnings, and by 4.3 to get monthly earn-
ings, in order to match our monthly consumption figures.

The means and standard deviations of the earnings and medical care expendi-
tures variables are reported in table 6-1, part B. Earnings are measured in real per
capita terms in order to match the consumption specification below.28 Among heads,
average hours of work are almost 37; more than 80 percent of heads work in period 1.

Spending on medical care is measured as the product of reported medical
utilization and prices from the sites at which medical care was delivered, following
Gertler and Molyneaux.29 Descriptive statistics for both are reported in table 6-1,
part B. Spending on medical care is quite low, averaging less than 1 percent of

26 A related source of concern is idiosyncratic changes in household income that feed back into health;
for example, job loss that results in a deterioration of health (perhaps through mental depression). But
our pattern of results suggests that this alternative explanation does not account for our findings. In
particular, we find that larger health shocks are associated with bigger income losses and larger con-
sumption losses. Therefore, if our results reflect effects of labor supply on health, this feedback mecha-
nism would have to operate more strongly the larger the negative income shock. This means, for
example, that the effect on health from a job loss would be bigger for high-wage individuals than low-
wage individuals. This type of feedback seems to us to be unlikely.
27 The valuation of nonmarket work at the market wage is only appropriate if labor markets clear; this
assumption is supported for Indonesia by Pitt and Rosenzweig (1986) and Benjamin (1992).
28 All figures are reported in 1991 urban NTB rupiah.
29 Gertler and Molyneaux (1996).
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122 SHIELDING THE POOR

Table 6-2. Coefficients for Illness and Change in Hours Worked, Indonesia

Model

Variable

Change in symptoms

Change in chronic symptoms

Change in ADLs

Male head

Age of head

Age squared/ 100

Education
None

1-5 years

6 years

Single

Wife's age

Change in log family size

1

-0.52
(0.80)

3.14
(2.28)
-0.26
(0.21)
0.22

(0.20)

2.78
(1.62)
2.69

(1.47)
4.71

(1.59)
0.39

(3.27)
-0.08
(0.07)
-1.49
(2.28)

2

-1.04
(1.02)

3.23
(2.32)
-0.26
(0.21)
0.22

(0.20)

2.66
(1.62)
2.64

(1.46)
4.59

(1.59)
0.47

(3.27)
-0.08
(0.07)
-1.39
(2.28)

3

30.85
(5.08)
3.21

(2.30)
-0.31
(0.21)
0.26

(0.19)

2.82
(1.62)
2.76

(1.46)
4.67

(1.59)
0.05

(3.26)
-0.08
(0.06)
-1.51
(2.27)

Note: Standard errors are in parentheses. Estimates are from models such as (6-2) in the text. N = 3,933.
Source: Author's calculations.

nonmedical consumption. This reflects both low levels of utilization and the exten-
sive subsidization of medical care costs by the public sector. Even conditional on
having some positive spending, mean spending on medical care is only about 2
percent of nonmedical consumption, although roughly 5 percent of sample house-
holds spend more than 10 percent on nonmedical consumption.

Table 6-2 reports the full regression specification for our first measure of la-
bor supply, change in hours worked. For symptoms, there is a negative effect of
becoming ill on hours of work, but neither coefficient is significant. The result sug
gests that having chronic symptoms is associated with a reduction in labor supply
of 1 hour per week.
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Table 6-3. Coefficients for Illness, Labor Supply, and Medical
Spending, Indonesia

Variable

Change in hours

Change in labor force participation

Change in earnings (in Rp. 10,000)

Change in medical spending (in Rp. 10,000)

Symptoms

-0.52
(0.80)
0.031

(0.012)
-0.128
(0.060)
0.022

(0.004)

Chronic
symptoms

-1.04
(1.02)
0.029

(0.014)
-0.060
(0.076)
0.015

(0.006)

ADLs

30.85
(5.08)
-0.738
(0.080)

2.02
(0.35)
-0.118
(0.026)

Note; Standard errors are in parentheses. Coefficients are for change in health in the regression that includes all
covariates shown in table 6-2. N = 3,933.
Source: Author's calculations.

The third column shows the results for the ADL measures; here, illness is
represented by a reduction in the index, so that a positive coefficient indicates that
illness reduces labor supply. There is a sizable and significant effect of ADL changes.
The coefficient implies that moving from completely healthy (index = 1) to com-
pletely sick (index = 0) would lower hours of work by almost 31 hours per week,
which is a fall of 84.3 percent of baseline hours worked. In other words, if the head
moved from being able to perform all of the ADLs to being unable to perform even
one ADL, his hours of work per week would fall by 2.8 hours (7.6 percent of baseline
hours).30 The control variables are generally insignificant, except that the most edu-
cated heads are found to work more hours.

Table 6-3 presents the coefficients of interest for other measures of labor sup-
ply. The first row replicates the findings from table 6-2. The next row shows the
results for change in labor force participation. The finding parallels that of table
6-2: positive effects of symptoms (becoming ill raises nonparticipation), and negative
effects of ADL changes (improved physical functioning lowers nonparticipation).
In this case, the effects are significant for all of our health status measures, although
much stronger for ADLs. Indeed, moving from being able to perform all of the
ADLs to being able to perform none implies a 74 percent likelihood of becoming a

30 Note that this evaluation can be done for all of the ADL coefficients by simply multiplying the coeffi-
cient by 0.0909, which is the change in the ADL index arising from a movement from being able to do all
ADLs to being completely unable to do one ADL.
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124 SHIELDING THE POOR

nonparticipant, while experiencing an illness symptom or chronic illness increases
the likelihood of not participating by about 3 percent.

The third row of table 6-3 shows the effect on imputed earnings, expressed in
10,000 rupiah units. Surprisingly, the effect of chronic symptoms on earnings is
actually lower than for nonchronic symptoms, despite a larger effect on hours
worked. This implies that the population for which chronic symptoms are associ-
ated with reduced work is a relatively low (predicted) wage population. Although
the imputation of wages by demographic characteristics limits the generality of
this result, it is consistent with the notion that individuals who are marginally at-
tached to the labor force are justifying their exit from the labor force by reporting a
chronic symptom.

For ADL change, the coefficient is once again much stronger. It implies that
moving from being completely able to perform ADLs to being completely unable
to perform ADLs would lower earnings by Rp. 20,170. This is roughly as large as
baseline mean earnings, suggesting that such a shift would (unsurprisingly) leave
the head with small earnings. Moving from being completely able to perform all
ADLs to being unable to perform one ADL lowers earnings by Rp. 1,834, or about
10 percent of baseline earnings.

Finally, the last row of table 6-3 shows the effects of illness on medical spend-
ing. There are significant effects in the expected direction for all three measures
(having symptoms = more spending; lower ADLs = more spending). But these ef-
fects are trivially small relative to the effects on earnings. This is not surprising
since publicly provided care is heavily subsidized (that is, user fees are well below
the cost of care).

Do Households Fully Insure Consumption?

The previous sections demonstrated that major illnesses as measured by changes
in basic ADLs are associated with large financial costs to households. This section
tests whether households are insuring consumption against these unexpected costs
of illness.

The empirical specification is derived from the theory of full insurance, which
casts consumption insurance in terms of interhousehold risk sharing.31 In practice,
however, the empirical specification used here follows the previous developing

31 See, for example, Cochrane (1991); Deaton (1994); and Townsend (1994).
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ECONOMIC COSTS OF ILLNESS 125

country literature in examining consumption smoothing, either through insurance
from others or through self-insurance (that is, savings). Indeed, the empirical tests
do not distinguish between these two channels of consumption smoothing. The
reason for briefly laying out the full insurance model is to highlight a key assump-
tion of the empirical testing: state independence in consumption.

The key empirical insight of the theory of full insurance is that mechanisms
for pooling risks will equalize the growth in the marginal utility of consumption
across households within communities. The easiest way to derive this condition is
from the first-order conditions to the central planner's problem of allocating re-
sources under uncertainty given a set of household social weights. The first-order
conditions in logarithmic form are ln(ML/(C^)) = ln(A / f) - ln(fi)f/), where MlZ(Q/f)
is marginal utility of consumption of household i living in community /, A.f is the
Lagrange multiplier associated with the aggregate resource constraint for commu-
nity j in period t, and co. is the social weight associated with the household. The
social weight does not vary over time and therefore is just a household fixed effect.
Taking differences of both sides of the first-order conditions to eliminate the fixed
effect finds that with full insurance A ln(MLf (C;/f)) = A ln( A / f) . In words, the growth
rate of each household's marginal utility within a community is equalized.

The empirical analogue depends on the shape of the marginal utility function
and other factors that affect intertemporal and interhousehold differences in tastes.
Here a form of the constant relative risk aversion utility function suggested by
Deaton, where the utility of per capita consumption is multiplied by the size of the
family, is used.32 Letting n..f be the number of household members, the utility func-
tion is

where 6^ is an unobservable taste parameter that accounts for other variations in

preferences.
In this case, the differenced logarithmic first-order condition becomes

: Deaton (1994).
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126 SHIELDING THE POOR

which can be expressed as

This implies that while the growth in the marginal utilities of consumption is con-
stant within a community, the growth in household consumption will differ due to
intertemporal and interhousehold differences in preferences (due, for example, to
aging or change in family size). Therefore, the theory of full insurance implies that
the growth in each household's consumption will not depend on changes in house-
hold resources that are uncorrelated with shifts in preferences once the growth in
community resources has been taken into account.

With the use of the above results one can test whether families are able to
insure consumption against illness by estimating the following equation:

which is a regression of the growth in per capita (nonmedical care) consumption
against the change in health (h.), controlling for the growth in community resources
by including the change in community-level consumption. In addition, preference
shifts associated with changes in family size or structure are controlled for by in-
cluding the change in log family size and a series of measures of the change in the
shares of the family that are male or female family members ages 0-5,6-17,18-49,
and 50 plus. And, as above, other potential taste shifters that might be correlated
with illness are controlled for: the head's sex, age, education, and marital status;
and the wife's age and education. Conditional on these taste shifters, then, if there
is full smoothing of illness, there will be no effect of the change in health on the
change in consumption.

The dependent variable for the analysis is the change in the log of monthly
nonmedical consumption per capita. The means for consumption expenditures are
shown in table 6-1, part B. Like earnings, consumption is reported in real terms by
deflating for price differences across locales and over time.

The estimates of equation 6-6 are presented in table 6-4. For illness symp-
toms, the hypothesis of full insurance cannot be rejected. The coefficients on both
measures are insignificant; indeed, they are wrong-signed, indicating that illness is
associated with higher levels of consumption, not lower.
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Table 6-4. Regression of the Growth in Nonmedical Care
Consumption, Indonesia

Variable

Change in symptoms

Change in chronic symptoms

Change in basic ADLs

Male head

Age of head

Age squared/ 100

Education
None

1-5 years

6 years

Single

Wife's age

Change in log family size

Change in community
consumption

1

0.004
(0.012)

0.020
(0.037)
0.002

(0.003)
-0.003
(0.003)

-0.028
(0.023)
-0.019
(0.022)
0.033

(0.024)
0.080

(0.052)
0.0003

(0.001)
-0.464
(0.036)
0.366

(0.033)

Model

2

0.013
(0.014)

0.019
(0.037)
0.002

(0.003)
-0.003
(0.003)

-0.028
(0.023)
-0.019
(0.022)
0.033

(0.024)
0.079

(0.052)
0.0003

(0.001)
-0.465
(0.036)
0.365

(0.033)

3

0.194
(0.080)
0.021

(0.037)
0.002

(0.003)
-0.002
(0.003)

-0.028
(0.023)
-0.018
(0.022)
0.033

(0.024)
0.079

(0.052)
0.0003

(0.001)
-0.464
(0.036)
0.370

(0.033)

Note: Standard errors are in parentheses. Coefficients on change in share of family in age/sex groups are not reported.
N = 3,933.
Source: Author's calculations.

In contrast, when the ADL index is used, the full insurance hypothesis is
strongly rejected. Changes in the ADL index have a significant and sizable effect in
the expected direction; negative increments to health are associated with reduc-
tions in consumption. Moving from being able to perform all ADLs to being able to
perform none of them would lower consumption by almost 20 percent. A move
from being completely able to being unable to perform one ADL would lower
consumption by 1.8 percent.
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128 SHIELDING THE POOR

The control variables show the expected pattern of effects. Consumption
growth rates are higher for male heads, for older heads (although the effect in-
creases with age at a diminishing rate), and for more educated heads. Per capita log
consumption changes fall with the change in log family size, indicating some econo-
mies of scale in consumption; there is no clear pattern to the (unreported) coeffi-
cients on the changes in demographic shares, which are mostly insignificant. And
there is a strong positive association with community consumption, but the esti-
mated coefficient is much less than one. This is consistent with the rejection of full
consumption smoothing at the community level in Townsend and Deaton.33

Moreover, the more severe illnesses measured by ADL changes are very
strongly associated with consumption changes. This provides a striking refutation
of the full insurance hypothesis at the household level. These latter types of illness
changes appear to represent shocks to a family's opportunity set that cannot be
smoothed.

How Incomplete Is Insurance?

The results in tables 6-1 through 6-4 provide a convincing demonstration that there
is incomplete consumption smoothing of illness in Indonesia. The natural question
to ask is "how incomplete is this insurance?" This magnitude is critical for assess-
ing the importance of these findings for welfare and for considering their policy
implications. Therefore, the magnitude of lack of consumption smoothing against
illness as the share of the costs of illness that are financed out of consumption is
measured. To do so, the previous consumption smoothing literature is followed by
estimating a model of the effect of changes in (net of medical spending) income on
the growth of nonmedical care consumption:

where y.. is earnings minus medical care expenditures. Then the share of the costs
of illness that are financed out of reduced consumption is simply y/C;..

34

33 Townsend (1994); Deaton (1992a).
34 The level of income is used instead of the log, since roughly one-quarter of cases where there is a
change in the ADL index have zero earnings in one period and these cases should not be excluded.
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Table 6-5. Estimating Magnitude of Consumption Insurance, Indonesia

Implied effect of income
changes on consumption

Type of estimation

OLS

IV: ADL

IV: Symptoms

IV: Chronic symptoms

Coefficient changes, y/Cf x

0.008 0.03
(0.004)
0.096 0.35

(0.042)
-0.025
(0.070)
-0.099
(0.113)

Note: Standard errors are in parentheses. Regressions include all controls shown in table 6-4 and the note to that table.
Coefficients are for change in earnings of head minus change in medical spending from regressions of the form of
equation 6-7. The first row estimates this model by OLS, while remaining rows estimate 2SLS models, with the instrument
mentioned.
Source: Author's calculations.

Estimating equation 6-7 by OLS forms the basis for Townsend's and Deaton's
test of full insurance.35 The results from this estimation are shown in the first row of
table 6-5. They show only the coefficient of interest—that on change in income—
from regressions that include all of the regressors shown in table 6-4; income is
expressed in units of Rp. 10,000. In fact, a significant, but very small, relationship is
found between income changes and consumption changes and is consistent with
Townsend's results. A Rp. 10,000 increase in income is estimated to increase con-
sumption by only 0.8 percent, or Rp. 300. That is, as shown in the second column,
this implies that for each rupiah that income falls, consumption falls by only Rp.
0.03. This is a trivial change, which would indicate very close to full consumption
smoothing.

However, there are two potential problems with estimating equation 6-7 by
OLS, both of which would bias toward a finding of consumption smoothing. The
first, as noted by Jonathan Morduch, is that the growth in income is correlated with
the error term through the production process; risk adverse families may choose
the variation in income so that consumption can be smoothed using available mecha-
nisms.36 The second is measurement error in the growth of income, particularly
since earnings have been imputed in the data.

35 Townsend (1994); Deaton (1992a)
36 Morduch (1990).
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To solve these problems, an instrumental variables approach is used, which
uses the change in the illness variables to instrument for the change in income. This
instrument is valid given that the utility function is not state dependent, that there
is no feedback from changes in consumption to changes in health, and that mea-
surement error in health changes is uncorrelated with measurement error in in-
come changes. The first two of these conditions are demonstrated by the tests above
for the change in the ADL index, while the last seems reasonable. In this case, this
regression allows an assessment of whether the major changes in income due to
illness are smoothed differently than average income changes.

Once income is instrumented by the change in ADLs in the second row of
table 6-5, the coefficient rises dramatically and becomes significant. The estimate
indicates that for every Rp. 10,000 of income lost due to illness, there is a fall in
consumption of 9.6 percent, or Rp. 3,490. That is, for each rupiah that income falls,
consumption falls by Rp. 0.35 (as shown in the second column). This suggests that
families are able to smooth only 65 percent of the loss in income from ADL changes
on average.

The other illness measures are used in the remaining rows of table 6-5. As one
could infer, the estimates here are actually wrong-signed and are insignificant. As
noted earlier, there are two alternative explanations for this finding of no impact of
illness-induced income changes on consumption. Either these types of high fre-
quency/low severity illness events are easily smoothed, or these are not exogenous
shifts in the family's opportunity set (and thus they are not valid instruments for
this exercise). In order to consider the first alternative in more detail, the chapter
next considers the impact of variations in our ADL measure.

The results thus far have aggregated all of the available ADL information into
one index. While this provides a convenient summary measure, it masks underly-
ing heterogeneity in the response of consumption to different types of health
changes. In particular, households may be better able to smooth the modest in-
come loss associated with minor health changes than they are the larger income
loss associated with major health changes. This would arise if individuals had
available limited self-insurance (for example, savings) that can only cover small
income losses, or if consumption insurance (for example, transfers and loans from
extended family) were available in small but not large amounts.

This issue is explored in table 6-6 by disaggregating the ADL index into
changes in intermediate and changes in basic ADLs. As noted earlier, the latter set
of limitations are much more serious; while 24 percent of the sample has some
intermediate ADL limitation, only 2 percent has some basic ADL limitation. There-
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Table 6-6. Heterogeneity, Indonesia

Index y y/CM

Overall ADL index 0.096 0.35
(0.042)

Intermediate ADL index 0.079 0.29
(0.039)

Basic ADL index 0.165 0.60
(0.095)

Note: Standard errors are in parentheses. Each regression includes the controls shown in table 6-4 and the note to that
table. The coefficient in the first column is that on change in earnings of head minus change in medical spending from
regressions of the form of equation 6-7, for the instruments mentioned. Figures in the second column are implied
effects of income changes on consumption changes.
Source: Author's calculations.

fore, the instrument set used to estimate equation 6-3 is varied by IV. The coeffi-
cients in the table are estimates of the effect of income variation on consumption,
where the instruments are not just the overall ADL index, but also the separate
indexes for basic and intermediate ADLs. The IV coefficients in each case therefore
represent the impact of income variation induced by less and more severe changes
in illness. In other words, they provide an assessment of whether there is better
ability to smooth less severe health changes (the intermediate ADL changes in row
2) than more severe health changes (the basic ADL changes in row 3).

The results suggest that the impacts of basic ADL limitations on consumption
are much more sizable. They find that each Rp. 10,000 of income loss due to inter-
mediate ADL changes causes consumption to drop by 7.9 percent, but that each
Rp. 10,000 of income loss due to basic ADL changes causes consumption to drop by
16.5 percent. That is, the findings estimate that families can smooth 71 percent of
the income loss associated with intermediate ADL changes, but only 40 percent of
the loss associated with basic ADL changes. This is a striking difference, and it
suggests that there is definite heterogeneity in the ability of families to smooth
illness shocks.

Insurance Market Policies

The results thus far demonstrate that families are not able to smooth the economic
costs arising from serious illness to the household head, and as the extent of ability
to smooth falls, the larger the shock. This incompleteness in private insurance mar-
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kets suggests the potential for welfare gains from government provision of insur-
ance against income loss and medical illness. In this section, the magnitudes of
these welfare gains from social insurance are considered. It abstracts from the fun-
damental issue of the justification for public intervention, except to note that there
is a substantial and well-known literature on insurance market failures in this con-
text.37 In addition, the section focuses solely on the welfare gains from more com-
plete insurance and abstracts from other important potential welfare gains such as
improvements in health status and gains in social welfare from redistribution.

This section implements the welfare measurement approach discussed ear-
lier. It considers two alternative social insurance policies, disability and medical
insurance. In each case, both the application of the policy to the overall change in
ADLs and the application to just basic changes in ADLs are considered to reflect
the fact that a policy more tightly targeted to the most severe changes will have the
largest welfare gain relative to payouts. The benefits of providing disability insur-
ance to everyone, and just to workers (as is done in most developed countries) are
also considered.

Disability Insurance

This section contrasts the benefits and costs of formal disability insurance that fully
smoothes consumption over the loss in earnings arising from illness. The gain to
the household from such insurance is the expected value of the transfer from the
insuring agency plus the welfare gain from consumption smoothing. The cost to
the government is the expected value of the transfer plus a markup for administra-
tive costs, the cost of moral hazard through increased reported illness in response
to the existence of this program, and any deadweight loss from financing these
benefit payments. That is, the expected benefit payout is just a transfer from the
government to households; the ultimate efficiency of disability insurance policy
rests on a comparison of the welfare gains from consumption smoothing and the
inefficiencies inherent in operating a disability insurance program. Measuring these
inefficiencies is beyond the scope of this chapter. But, by comparing the welfare
gain from consumption smoothing to the expected benefits payout (the transfer),
the chapter can offer a sense of how large these costs would have to be in percent-
age terms to offset the consumption smoothing benefits of disability insurance.

7 See, for example, Rothschild and Stiglitz (1976).
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Table 6-7. Welfare Gains from Disability and Medical Insurance, Indonesia

Expected
insurance payouts Welfare gain

(percent of (percent of
Type of insurance consumption) consumption) Gain/cost

Disability insurance for all
Overall ADLs 0.89 0.36 0.40
Basic ADLs only 0.25 0.18 0.72

Disability insurance for
workers only

Overall ADLs
Basic ADLs only

Medical insurance for all
Overall ADLs
Basic ADLs only

0.99
0.32

0.30
0.13

0.51
0.40

0.14
0.11

0.52
1.25

0.47
0.85

Note: The first two columns show, as a percentage of consumption, the expected insurance payout and welfare gain
(respectively) of providing full insurance against either disability or medical expenditures. The last column shows the
ratio of welfare gains to expected insurance payouts.
Source: Author's calculations.

The section begins by estimating the expected payout from a disability insur-
ance policy that fully replaces the earnings loss to those who become ill by the ADL
metric. The loss in earnings from an illness, L., is measured by using the estimates
of equation 6-2 reported in the third row of table 6-3 to predict the loss in
earnings from downward movements in the ADL indexes.38 The probability of
experiencing the loss, n., is measured using the observed frequency distribution of
downward movements in the ADL indexes. The expected loss in earnings, then, is
the sum of the 7t times L.. The estimate for the expected insurance payout for earn-
ings losses is 0.89 percent of baseline consumption.

The estimated insurance payouts, which are equivalent to overall expected
earnings losses from illness, are reported in the first column of table 6-7. The ex-
pected payout for overall changes in ADLs is about 0.9 percent of consumption.
The expected payout for more serious illnesses, as measured by movements in ba-

38 It is inappropriate to incorporate the consumption increases from upward movements in health, which
simply reflect recovery from earlier downward shifts. The results for the consumption smoothing ef-
fects of changes in the ADL index are very similar if we just use downward shifts to identify our esti-
mates.
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134 SHIELDING THE POOR

sic ADLs, is 0.25 percent of consumption. These results are quite small as a share of
consumption. Despite the fact that the expected earnings loss conditional on occur-
rence of an ADL change is very high, the frequency of occurrence of serious illness is
very low, so that overall expected insurance payouts are low as well. Similarly, the
expected payouts for more serious illnesses are much lower than for less serious illnesses;
this reflects the fact that more serious illnesses occur with much less frequency.

Next, equation 6-4 is used to estimate the private willingness to pay to elimi-
nate the variation in consumption due to the income loss from serious illness. This
chapter has already discussed how n. and L are measured. The coefficients reported
in the second column of table 6-5 are used as estimates of y. There is no direct
estimate of the coefficient of relative risk aversion, p. Instead, we evaluate equation
6-4 for a range of values from 2 to 4, which is the range estimated by most previous
studies using individual microdata.39 The results are fairly insensitive to values in
this range.

The results of this exercise for p = 3 are presented in the second column of
table 6-7. We first show the welfare loss from illness, which is (as noted above) a
lower bound on the willingness to pay for insurance as a percentage of ex ante
consumption. For overall changes in ADLs, this is 0.36 percent of consumption.
This is once again quite small, despite the large economic cost of these rare ill-
nesses, due to the infrequency of illness. This also reflects the fact that individuals
can smooth 65 percent of the cost of illness through other mechanisms, so that to
some extent disability insurance will crowd out those other sources of support. We
calculate that if no smoothing from other sources were available, the welfare gain
from complete disability insurance would be 1.2 percent of consumption.

But, while small as a share of baseline consumption, this welfare gain is fairly
large relative to expected insurance payouts, as shown in the third column of table
6-7. The welfare gain amounts to roughly 40 percent of insurance payouts. Re-
stricting the analysis to only the most serious basic ADL changes, there is once
again a very small welfare loss from illness, 0.18 percent of consumption. How-
ever, the welfare gain from insuring these more severe illnesses is 72 percent of the
insurance payout under disability insurance.

The second panel of table 6-7 restricts the analysis to workers only. In this
case, not only do we find that there is a larger payout under disability insurance,
but the welfare gains are larger as well. Indeed, for overall ADL changes, the wel-

Zeldes (1989); Engen (1993).39
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ECONOMIC COSTS OF ILLNESS 135

fare gains from insurance amount to over one-half of insurance payouts. For basic
ADL changes, the welfare gains are actually larger than the insurance payouts.

These findings of large welfare gains from insurance, relative to expected
payouts, suggest the potential for welfare improvements from government insur-
ance provision. Only if the deadweight loss of government provision, through
administrative costs, moral hazard, and the marginal cost of public funds, amounts
to half or more of expected payouts will there be no welfare improvement from
formal disability insurance. And, if the government is able to target the disability
program to workers and to the most severely disabled, there will be welfare im-
provements so long as these incremental costs (including, of course, the costs of
targeting) do not exceed 125 percent of the transfer.

The Insurance Value of Public Medical Care Subsidies

There is a heated policy debate in developing countries about raising user fees for
services obtained at public health care facilities. Governments have or are actively
considering raising these charges as a means of financing improvements in the
health sector and improving the efficiency with which medical care is delivered.40

Vocal opponents are concerned that increased fees will adversely affect the access
of the poor to medical care and, consequently, their health outcomes.41 Policymakers
are also promoting lowering subsidies for hospitalization and shifting them to pri-
mary and preventive care.42 This proposal is justified based on the argument that
primary and preventive care are more cost-effective methods of improving a
population's overall health.

This debate, however, has ignored the possible role of public subsidies as
consumption insurance. Subsidies reduce risk by spreading the medical costs of
uncertain illness across healthy and sick times; taxes are incurred when healthy
people finance medical care purchased when sick. As a result, raising user fees in a
world of imperfect consumption insurance has an important welfare cost: higher
user fees "tax families while they are down," imposing higher costs at exactly the
point where the marginal utility of consumption is highest. Thus, given the imper-
fect consumption smoothing that we document, there may be an additional con-
sumption smoothing motivation for low user fees.

40 See, for example, World Bank (1987); Jimenez (1996).
41 See, for example, Cornia, Jolly, and Stewart (1987); Ready (1996).
42 World Bank (1993).
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136 SHIELDING THE POOR

These consumption smoothing models indicate that families are able to fully
smooth the costs of medical care associated with small health shocks that do not
affect physical functioning. However, since families are not able to smooth rare
large shocks, shifting subsidies away from the treatment of these illnesses will come
at a cost of reduced welfare from lower insurance.

This section estimates the insurance value of these public medical care subsi-
dies. First, it estimates what medical care expenditures would be in a world with no
subsidies. User fees at public facilities are estimated to be about 10 percent of the cost
of providing care.43 Using these same data, Gertler and Molyneaux estimate the price
elasticity of demand for medical care to be -0.4.44 Therefore, if prices were increased
to the full costs of care—a tenfold increase—this would raise medical spending by
600 percent. The unsubsidized medical care expenditures for each change in ADLs is
measured by the subsidized expenditure predicted from table 6-3, increased by a
factor of 6.

Using the estimates of TI, the expected unsubsidized medical care expendi-
tures arising from ADL changes are calculated. The results are reported in the first
column of the third panel of table 6-7. Even unsubsidized, expected medical care
expenditures are only about one-third of the expected loss in earnings from illness.

The willingness to pay to eliminate the variation in consumption due to medi-
cal care expenditures in a world with no formal disability insurance is reported in
the second column of the third panel of table 6-7. The willingness to pay computa-
tion follows that above, but uses the unsubsidized value for medical care expendi-
tures in addition to the earnings loss, raising the welfare cost of imperfect
consumption smoothing. Then the difference between the willingness to pay to
insure total income loss, including unsubsidized medical spending, and the
willingness to pay to insure the earnings loss only is taken.

Not surprisingly, the welfare gain from full medical insurance as a percent of
consumption is small; for overall ADLs, it is only 0.14 percent of consumption.
However, the welfare gain as a percentage of expected medical care expenditures
is quite large. Overall, this gain is almost 50 percent as large as expected expendi-
tures. For basic ADL changes, the gain is 85 percent as large. The welfare gains are
large relative to payouts because the unsubsidized medical care losses are incurred
on top of income losses. This is the point where the marginal utility of consump-
tion is highest and, therefore, the welfare loss per dollar is highest.

43 World Bank (1995a).
44 Gertler and Molyneaux (1996).
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ECONOMIC COSTS OF ILLNESS 137

These results suggest that user fees for frequent small illnesses are affordable
in the sense that families are able to smooth consumption over these shocks. This
also suggests that user fees for primary and preventive care are affordable. How-
ever, since families are not able to afford rare large shocks, shifting subsidies by
raising user fees for hospitalization will come at a cost of reduced welfare from
lower insurance. Our results suggest that there is likely to be some welfare gain
from subsidizing inpatient care for rare expensive illnesses, which families are least
able to smooth and for which there is the lowest moral hazard cost.

CHINA

During the 1980s and 1990s, China astonished the world with annual GDP growth
rates averaging over 8 percent in most years. These numbers mask the tremendous
differences in economic growth across China's regions, as rural areas of the hinter-
land witnessed much slower growth over this period. Much of the same story can
be told with respect to both access and quality of health care during the reform
period. Variation in access can be quite striking—in 1993, for example, the number
of hospital beds per thousand was 5.50 for Shanghai and 6.24 for Beijing, but only
1.1 in China's rural areas.45

Improved access to health care services actually predated the reform era.
China's rural residents benefited from a 1965 State Council directive that called for
health reform and more emphasis on rural services and led to the training of barefoot
doctors and extension of basic health services down to the village.46 Dramatic
improvements in health outcomes followed. The under-five mortality rate, for
example, fell from 144 per thousand live births in 1965 to 60 in 1980, and further to
44 by 1990.47 Since 1980, the basic institutions of the rural health care system
developed in the 1960s have remained preserved within the postreform township
and village institutions.

The upper tier of the rural health care system run by the County Public Health
Bureau is composed of one or more general hospitals, an epidemic prevention sta-
tion, and a maternal and child health station. Township health centers (weishengyuan)
form the middle tier of the rural health care system and generally include a small

45 State Statistical Bureau (1994); Ministry of Public Health (1994).
46 West (1997).
47 World Bank (1996). The under-five mortality rate is defined as the number of children who die be-
tween birth and their fifth birthday.
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138 SHIELDING THE POOR

hospital, an outpatient clinic, and an office for maternal and child health care.
Finally, the lowest tier of the rural health system is the village health office
(weishengsuo). Part-time rural health aides typically treat only common medical
problems and refer serious illnesses to the township health center. Besides family
planning services, rural health aides are responsible for immunization treatment
and provide general health education.48

On the eve of reform in the late 1970s, costs of health care for rural residents
were quite low, and collective insurance coverage was quite broad. Dating to the
1950s, one of three forms of insurance was available to rural residents. Government
health insurance (gongfei yiliao), available to state cadres, teachers, and township gov-
ernment workers, was funded through cost reimbursement. Labor health insurance
(laodong baoxian) was provided to any rural residents employed in state-owned en-
terprises. Finally, cooperative health insurance (hezuo yiliao) was set up by villages
and managed in coordination with township health centers.49 By the early 1980s, the
majority of China's rural population had access to some form of risk-pooling ar-
rangement that guaranteed access to care. Various estimates place the uninsured
population at between 10 and 29 percent in 1981.50 With introduction of the house-
hold responsibility system in agriculture and the dismantling of the communal
welfare fund that supported cooperative health insurance, however, the uninsured
population exploded to almost 80 percent of rural households by 1993.51 The villages
used in the analysis of this chapter reflect this trend. As of 1997, residents in only one-
quarter of them participated in any type of health insurance plan.

At present, the Ministry of Public Health is experimenting with different types
of community-financing programs for rural residents. Most small-scale experiments
provide a form of coinsurance requiring residents to pay part of the cost of health
services at the point of service.52 Whether health insurance should be compulsory
or not has been a matter of debate within policy circles. While a 1994 policy an-
nouncement emphasized that participation in community-organized coinsurance
programs should be voluntary at the individual level, there have been reports of
experiments with compulsory participation as well.53

48 West (1997).
49 Wei (1995); World Bank (1996).
50 West (1997); World Bank (1984).
51 Wei (1995).
52 World Bank (1996).
53 Peoples Daily, July 2,1994.
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Data

The analyses of health shocks in this chapter use household survey data provided
by the Survey Department of the Research Center on the Rural Economy (RCRE) at
the Ministry of Agriculture in Beijing. Annual household surveys from 104 villages
of Shanxi, Jiangsu, Anhui, Shandong, Henan, and Shaanxi provinces and the Shang-
hai suburbs spanning the period from 1986 to 1997 are used to both analyze the
impact of health shocks on household consumption and evaluate potential de-
mand for health insurance in rural China.

RCRE has collected data from a panel of households since 1986, but the sur-
vey was not conducted in 1992 or 1994 because of funding difficulties. Households
are asked a range of questions regarding income from on-farm activities and off-
farm employment, household consumption, land use, asset ownership, savings,
formal and informal access to and provision of credit, and transfers from both vil-
lage members and friends and family outside the village. Values of nonmarketed
grain that show up in income, consumption, and grain balance sections of the sur-
vey are adjusted to reflect market prices following a procedure outlined by Shaohua
Chen and Martin Ravallion.54 County agricultural research offices that collect ex-
penditure, income, and labor allocation information from households on a monthly
basis monitor the household survey. A staff person from the office works with house-
holds to clear up inconsistencies in the survey.

In the analysis below, changes in expenditures on health care are used to iden-
tify the occurrence and severity of a health shock. While small expenditures gener-
ally reflect routine preventative care administered at village or township health
offices, large expenditures reflect catastrophic shocks that require visits to more
expensive fee-for-service hospitals at the township or county level.

Health Care Costs

Until the mid-1980s the rural health care system was financed largely through trans-
fers from the central government. Since the mid-1980s, however, there has been
increasing pressure on local governments to contribute matching funds for the con-
struction of health centers and offices. With respect to the provision of services, a
switch from salaried compensation from local government budgets to fee-for-ser-

54 Chen and Ravallion (1996).
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vice financing exacerbated the effect of deteriorating mechanisms for risk pooling
at the village level and contributed to the growth in household out-of-pocket ex-
penses. Nationally, patient fees represented roughly 14 percent of total expendi-
tures on health care in rural areas in 1980, but by 1992 patient fees accounted for 34
percent of total expenditures on health care.55 Data from the RCRE household sur-
vey also reflect this trend. From table 6-8 we see that in constant 1986 yuan, the
share of households spending more than 100 yuan on health expenditures doubled
between 1987 and 1997. For the households in this sample, an expenditure of 100
yuan is roughly 8 percent of total household expenditures for the year, making this
a sizable health shock.

As in other countries around the world, the data from this survey indicate
that most expenditures on health care are devoted to treating the catastrophic ill-
nesses faced by a small proportion of the population. The Lorenz curve plots the
cumulative share of the population versus the cumulative share of health expendi-
tures (figure 6-1). It is evident from figure 6-1 that roughly 20 percent of the popu-
lation in this sample accounts for 75 percent of the expenditures on health care.
Lorraine West has noted that in 1993 the household portion of payment for major
surgery was roughly 150 yuan, implying that expenditures of over 100 yuan signif
major shock.56

While households might be able to cover small health shocks relatively easily,
catastrophic shocks have become a more serious problem with the introduction of
fee-for-service payment schemes in China's rural hospitals. To cover fees for seriou
illnesses, households must deplete savings, if they exist, or rely on informal loans
from family members. Financing medical care to cover the serious illness of a fam-
ily member can have significant long-term consequences for households in rural
China. As the health policy community in Beijing strives to develop a new rural
insurance system, the clear task it faces is to find a way to insure against the economic
impact of catastrophic shocks.

Consumption Smoothing and the Welfare Loss from Lack of Insurance

In the case of Indonesia the illness shocks were observed directly. In China only
medical care expenditures are observed. Moreover, since income is not observed,
the impact of illness on income cannot be estimated and equation 6-5 cannot be

55 West (1997).
56 West (1997).
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directly estimated. Instead, (6-5) must be estimated by replacing the change in in-
come with the change in medical care expenditures. The coefficient times baseline
consumption, then, is interpreted as how much consumption falls for each yuan of
medical care spending. However, the falls in consumption might be due either to
medical care spending or to associated reductions in income from lost work due to
illness. In the case of China the two cannot be separated.

The change in medical care expenditures is used in place of the change in
income in (6-5) to avoid the measurement error problem. However, there could be
feedback from the change in consumption to the change in medical care spending.
Families with higher income spend more on medical care. The first-order effect is
solved by using a difference model that controls for heterogeneity in permanent
income. Then by including village-time fixed effects, community-level changes in
permanent income are controlled for, as are changes in human capital at the house-
hold level. Therefore, the remaining sources of concern include changes in
household-level idiosyncratic shocks to permanent income. While feedback from
changes in consumption to medical care expenditures cannot be completely ruled
out, the degree to which it is likely to affect the results is limited. Moreover, feedback
from consumption to medical care expenditures should be positive, while the effect
of medical expenditures on consumption should be negative. Therefore, to the extent
there is feedback, it biases the coefficient toward zero. This suggests that results are
biased toward finding insurance. Hence, the estimates of the welfare loss from not
being able to insure the economic costs of illness are lower bound estimates.

Table 6-9 reports the results for two specifications of equation 6-5. The first
specifies the changes in medical care expenditures linearly, and the second specifies
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Table 6-8. Increase in Household Expenditures on Health Care,
1987-97, China
Values in 1986 RMB yuan

Expenditure 1987 1989 1991 1993 1995 1997

Average household consumption
of nondurable goods 1,360 1,280 1,221 1,221 1,433 1,342

Average household health care 31 32 37 45 54 60
expenditure

Share of household health
expenditures over 100
RMB yuan 0.09 0.11 0.11 0.14 0.17 0.18

Note: Nondurable goods include food, clothing, fuel, and services.
Source: RCRE Rural Household Survey.
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142 SHIELDING THE POOR

FIGURE 6-1

Lorenz Curve of Health Care Expenditures

them as piecewise linear splines with knots at 50 and 250. The splines allow nonlin-
ear responses to the health shock. This specification tests the hypothesis that house-
holds are able to smooth small shocks, but less able to smooth big shocks.57 The
results overwhelmingly indicate that households are not able to fully insure medi-
cal care expenditures. In the linear specification, the coefficient on medical care
expenditures indicates that 94 percent of medical care expenditures come out of
household consumption, or that households can smooth only about 6 percent of
medical care costs. The spline specification, however, indicates that households are
fully able to smooth small health shocks under 50 yuan, but not able to smooth
larger shocks above 50 yuan. In fact, consumption falls by 1.06 yuan for each yuan
of medical spending for spending levels between 50 and 249 yuan, and consump-
tion falls by 1.11 yuan for each yuan of medical spending for levels above 250 yuan.
The latter results could be interpreted as households not being able to insure all
medical care costs above 50 yuan or that there are other costs associated with large
expenditures such as lost income, transportation, and food costs associated with
inpatient stays in hospitals.

57 Note that about 27.9 percent of the households have no medical care expenditures in a given year, 53.3
percent have expenditures of less than 50 yuan, 16.3 percent have expenditures between 50 and 250
yuan, and 2.5 percent have shocks greater than 250 yuan.
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Table 6-9. Smoothing the Consumption Effects of Shocks to Nondurable
Consumption in Rural China

Item

Lag household prime laborers

Lag household dependents

Lag male share of prime laborers

Lag land per capita

Lag share of laborers with elementary
education

Lag share of laborers with lower middle
school education

Lag share of laborers with upper middle
school education

Lag share of laborers with special skill

Change in health expenditures

Small changes in health expenditures (less
than 50 yuan RMB)

Medium changes in health expenditures
(50 to 249 yuan RMB)

Large changes in health expenditures
(greater than 250 yuan RMB)

Number of observations
R2

Village*year fixed effects, F(780, 44,473)

Model

1

-0.031
(0.001)
-0.005
(0.001)
0.026

(0.008)
0.002

(0.003)
0.006

(0.006)
0.015

(0.007)
0.010

(0.010)
0.007

(0.008)
-0.00071
(0.00002)

45,263
0.051
9.567

2

-0.031
(0.001)
-0.005
(0.001)
0.026

(0.008)
0.002

(0.003)
0.007

(0.006)
0.015

(0.007)
0.010

(0.009)
0.007

(0.008)

0.00009
(0.00008)
-0.00080

0.00005
-0.00092
(0.00003)
45,263
0.053
9.626

Mean
[standard
deviation]

2.522
[1.138]
1.852

[1.158]
0.516

[0.216]
1.434

[1.012]
0.352

[0.329]
0.323

[0.325]
0.071

[0.188]
0.102

[0.205]
36.530
[80.110]

45,263

Note: The dependent variable is Aln(nondurable consumption). Average nondurable consumption was 1,321 RM
yuan per household (in 1986 yuan), with a standard deviation of 705 RMB yuan. Standard errors are in parentheses
Source: Author's calculations.
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The willingness to pay is calculated to eliminate the variation in consumption
due to medical care expenditure shocks using the methods presented earlier. The
results of the spline model are used to estimate y, and the frequency distribution of
medical care expenditures to estimate n. and L.. Using the same estimates of risk
aversion as in the Indonesian case, it is estimated that households are on average
willing to pay 1.87 percent of household consumption. This is approximately six
times average medical care spending.

CONCLUSIONS

Using data from Indonesia and China, this chapter finds that while households are
able to insure the economic costs of small health shocks, they are not able to insure
the costs of major illness. The results indicate that there are large welfare gains
from reducing the variation in consumption from the economic costs of major
illness. However, households are unable to purchase insurance from the private
sector due to market failures. This suggests a role for government to improve wel-
fare through social insurance for income loss due to disability and medical care
expenditures. The fact that households are able to insure against the costs of small
illnesses suggests that employing user fees to finance the expansion of publicly
delivered health care services will have little impact on welfare. Moreover, this
result implies that first-dollar capped social insurance benefit structures provide
little welfare gain. Indeed, such benefit structures just crowd private informal
insurance. Rather, the big welfare gains are from insuring the rare large illnesses.
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CHAPTER SEVEN

Coverage under Old Age Security
Programs and Protection for the
Uninsured: What Are the Issues?

Estelle James

The majority of workers and old people in developing countries are uninsured
by formal social security programs. Coverage ranges from less than 10 percent in
Sub-Saharan Africa and South Asia and less than 30 percent in most of East Asia
to 50-60 percent in the middle-income countries of South America, 70-80 percent
in the Eastern European transition economies, and 90-100 percent in the small
group of countries in the Organization for Economic Cooperation and Develop-
ment (OECD).1

Economic development is the major determinant of coverage rates, but poli-
cies chosen by governments also matter. The structure of industry, the limited tax-
ing capacity of governments, and the high discount rate and liquidity constraints
faced by low earners limit the feasible scope of contributory schemes in developing
countries. We argue that they also limit the desirability of contributory schemes for
low-income workers in these countries. If the contribution rate is borne by work-
ers, it may reduce their take-home pay at a point in the life cycle when they need
more income rather than less; and if borne by employers, it may reduce the number
of jobs in the economy. A low contribution rate and a high rate of return can reduce
these disincentives and distortions that inhibit optimal coverage.

The uninsured fall into two main groups: workers who have labor market
jobs that are not covered by contributory programs (for example, the self-em-
ployed, the informal sector), either because they cannot find covered jobs or be-
cause they (or their employers) prefer to operate in the informal sector where

1 World Bank (1994).
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150 SHIELDING THE POOR

taxes and regulations are smaller; and women who have worked in the house-
hold rather than the labor market for most of their lives, expecting to be sup-
ported by the family system, which may fail them in old age. The second group
can be protected by requiring the purchase of survivors' insurance and joint an-
nuities by workers in the contributory scheme—thereby institutionalizing the
informal family system into the formal social security system. In a multipillar
scheme, this cost would be borne by the married workers directly involved, rather
than being passed on to others. For the first group of uninsured, social assistance
programs targeted toward the lowest earners outside of the formal system seem
to be essential—creating the need to design such programs efficiently and take
their costs into account in planning the reform. The challenge is how to maximize
the proportion of money that reaches the targeted groups while minimizing leak-
age and moral hazard problems.

This chapter discusses how contributory social security systems imply a class
of uninsured; argues that a high coverage level under mandatory contributory
schemes is neither necessary nor desirable for low-income countries; examines vol-
untary programs and universal benefits as alternatives to mandatory contributory
schemes; suggests institutionalizing the implicit family contract into formal pen-
sion systems to protect women who have worked in the home rather than the for-
mal labor market—requiring spouses to purchase survivors' insurance and joint
annuities; and analyzes the use of social assistance for the lowest-income groups
who are left out of the formal system. Salient issues include the trade-off between
social assistance and human capital creation, how to provide social assistance with-
out diminishing the incentive to be in the contributory scheme (the moral hazard
problem), how to target benefits while keeping transactions costs and other leak-
ages low, and how much priority to give to social assistance to the old versus young
families with children.

HOW SOCIAL SECURITY CREATES A CLASS OF UNINSURED

Most countries, including almost all developing countries, finance old age security
through earmarked taxes, called "contributions," rather than through general
revenues. This emphasis on contributory systems with benefits contingent on
contributions is used to increase the public's willingness to pay and to decrease
distortionary, evasionary techniques. But it has the side effect of creating a class of
uninsured or partially insured individuals who have contributed little or nothing
in their working years and may be left in poverty in old age.
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OLD AGE SECURITY PROGRAMS 151

Why Are Most Social Security Schemes Financed
by Earmarked Payroll Taxes, or "Contributions"?

Most mandatory pension schemes, including almost all those in developing coun-
tries, are financed by payments that people make specifically for this purpose, rather
than through general revenues. The payments are mandatory and in this sense
they are taxes, but they are earmarked for a specific service and for this reason are
usually called "contributions." The programs are for those who make contribu-
tions rather than universal, and the benefits they pay depend on the level of
contributions.

The basic idea is that when people perceive that they are getting a specific
service in return for their payments, they are more willing to pay and less anxious
to evade. Both political opposition and economic distortions are likely to be smaller
for earmarked taxes than for general taxes. In this sense, the government's spend-
ing frontier is extended when earmarked taxes linked to size of benefits are used.
For this reason, such arrangements are common for the financing of quasi-public
services such as education, medical care, and old age insurance, where exclusion
and differentiation in type of service is feasible. People who do not contribute do
not get access to these services.

The earmarked tax or contribution for social security is usually based on wages,
subject to a ceiling and occasionally a floor. The returns to capital are not taxed to
finance these programs, nor is property taxed. Benefits also depend on wages—
sometimes lifetime wages and sometimes final year wages. The theory, again, is
that this indirectly links benefits to contributions, thereby increasing peoples' will-
ingness to pay the price.

But why use a payroll tax base? Why not base contributions on total income
or on some flat amount? One rationale for using a payroll base is that pensions in
old age are designed to replace the wages that people receive when they are able to
work, hence the benefits should be tied to wages. A close benefit-contribution link-
age then requires that contributions also be based on wages. If benefits depended
on wages but were financed by general revenues, capital as well as labor would be
taxed, thereby making the programs more redistributive. Holders of capital would
oppose this financing method, giving us a second, political economy, reason for its
infrequent use. A third, more pragmatic, reason for payroll tax finance is that such
deductions are the easiest way administratively to reach large segments of the popu-
lation, who do not file income tax returns in many countries. A sales or value-added
tax would also be administratively feasible, but would make it more difficult to
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152 SHIELDING THE POOR

keep track of the taxes paid by each individual, and hence to connect benefits and
contributions. Payroll taxes, in contrast, can be collected from employers while
records are maintained on each worker—administratively an easier job.

To some extent this theory is violated by reality. On the one hand, some groups
have been able to extract benefits that far exceed their contributions, due to easy
eligibility, lax disability requirements, and early retirement. These behaviors
ultimately made the system unsustainable in Latin America and led to a wave of
multipillar reforms that tied benefits more closely to earmarked contributions.

On the other hand, the political economy of some countries (for example,
Australia, Denmark, Switzerland) has allowed them to use general revenue finance
or to forego a ceiling on taxable wages, thereby delinking benefits from contribu-
tions and making the system more redistributive from rich to poor. But in recent
years, fiscal pressures have caused these arrangements to be downsized and supple-
mented by contributory pillars. Most mandatory systems now include components
that require wage-based taxes and return benefits that depend in some way on
wages or contributions.

The Consequence: Groups without Formal Labor
Market Experience Are Not Covered

While possibly ameliorating the political and economic limits to taxation and gov-
ernment spending, contributory programs based on earmarked payroll taxes cre-
ate a new problem—a distinction between covered and noncovered groups that
depends on labor market experience. The uncovered group consists of two subsets:

• Those who engage in home work, instead of market work (primarily
women).

• Those who engage in market work but whose jobs are not covered by con-
tributory schemes (for example, the self-employed and agricultural workers), ei-
ther because they cannot find covered jobs or because they (or their employers)
choose to operate in the informal sector in order to avoid taxes and regulations.

Women presumably expect their monetary needs to be met through the fam-
ily system, so they work in the household, without earning wages or pension rights.
Their problem is that this expectation in their youth may not be realized when they
grow old. Workers who engage in market work that is not covered earn wages to
satisfy their monetary needs when young but fail to accumulate pension rights that
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will provide an income when they grow old. Sometimes they contribute just enough
to qualify for benefits, albeit modest, and evade thereafter, thereby making the sys-
tem fiscally unsustainable even though their pension remains modest.

In all these cases, the family system has been the traditional means of old age
support, but if this system breaks down, these groups are in trouble, and if they are
living at the edge of poverty, their problem becomes a social problem. Indeed, a man-
datory old age system developed in part to gather the resources to avoid this social
problem. What can be done about these groups who are outside the formal old age
systems?

IS INCREASED COVERAGE BY CONTRIBUTORY SCHEMES
THE SOLUTION?

Should governments seek to increase coverage in the contributory scheme? While
this is possible within limits, I argue that vastly increased coverage is neither fea-
sible nor desirable in low-income countries.

Figure 7-1 demonstrates the close relationship between per capita income
and coverage of workers under formal social security programs. Per capita in-
come alone explains 89 percent of the variance in coverage. We observe that in

FIGURE 7-1

Relationship between Public Pension Coverage and Income per Capita

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



154 SHIELDING THE POOR

low-income countries such as India and Sri Lanka, coverage of the adult popula-
tion is as low as 10 percent, while in high-income countries it is close to 100 percent.
We also observe some (small) variance in coverage for any given level of income.
This suggests that, while coverage can be influenced to a minor degree by country
policies, structural factors tied to stage of development play the major role in deter-
mining coverage by contributory programs. These structural factors come from
two sources—the low tax-collecting capacities of governments at early stages of
development combined with the prevalence of small enterprises and self-employ-
ment, which make it infeasible to extend coverage; and the fact that it may not be in
the best interest of low-income workers to participate in contributory old age
schemes, which makes coverage undesirable as well. It is very difficult to implement
a mandatory program unless most workers perceive it as in their best interest.

The Difficulties in Collecting from Small Enterprises
and the Self-Employed

The rationale for mandatory old age programs is that people may be myopic, may
not make provisions themselves on a voluntary basis, and may hope to fall back on
society's largesse should the need arise. The government mandate is designed to
overcome these problems of myopia and moral hazard. But it leaves the govern-
ment with a large enforcement problem, as workers try to evade the mandatory
payments that they would not have made on a voluntary basis. Governments in
developing countries often lack the necessary enforcement capabilities. The struc-
ture of the economy makes it difficult for them to compel compliance. Thus they
face a trade-off between maximizing nominal coverage and minimizing evasion.
After some point the increase in evasion may exceed the increase in nominal cover-
age, so effective coverage may decline if the government tries to expand the system
beyond its capacities—evasion is a contagious social disease.

It is relatively easy to collect from large companies but more difficult to
collect from small enterprises or the self-employed or subsistence agriculture or
transient workers. Small enterprises have short life spans; they may come and go
before they are registered and taxed. The self-employed, who must pay both the
worker's and employer's share, have a double incentive to evade and find it easy
to underreport their earnings. Keeping track of transient workers who work
irregularly for different employers is a daunting task. Self-employment, small
enterprises, subsistence production, and transient workers dominate in agricul-
ture, the mainstay of most developing economies.
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These problems exist in industrial countries as well, but they are multiplied
in developing countries, where the "difficult" groups are disproportionately large
and the government's capacity is weak. Many developing countries do not even
try to cover these groups, and those that try often fail. For example, the self-
employed, who constitute about a third of the labor force, are not covered in Chile.2

They are covered in Argentina, which is considering excluding them because of
high evasion. In many Asian countries employers with fewer than 10 or 20 workers
are not covered. In most African countries only employees of the government and
large state or multinational companies are covered. It may be wise for developing
countries to concentrate their limited enforcement capacities in sectors where they
are most likely to succeed—but this leaves the majority of workers uninsured.

Rational Reasons for Nonparticipation among the Poor

Even if increased effective coverage were feasible, it might not be desirable. The
costs of coverage must be paid either by workers or employers, depending on the
elasticity of labor supply and demand. Many workers may be better off outside the
formal retirement old age security system, with higher take-home pay, which would
be reduced by social security contributions. And the economy may be better off
with more jobs, coming from lower labor costs, if employers operate outside the
social security system. Policymakers thus face a trade-off between higher coverage
and higher take-home pay for workers, hence greater current consumption; and
between higher coverage and lower labor costs for employers, hence greater em-
ployment. While this trade-off may be decreased if a low target replacement rate
and required contribution rate are chosen, some trade-off always remains.

Low-income workers may have perfectly rational utility-maximizing reasons
for preferring to stay out of the old age system and for evading contributions if
they are nominally covered. Often they are living close to the poverty level. They
have relatively short expected lifetimes, so it may make more sense for them to use
their meager incomes to survive at present rather than saving for the distant fu-
ture, when they may not be alive. This effect is accentuated if, at the annuity stage,
they are merged with high-income workers who have greater expected longevity,
thereby depressing benefits and returns for the poor. This practice is common in
mandatory social security systems, making it rational for low-income workers to
evade such systems.

World Bank (1994); Queisser (1998).2
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156 SHIELDING THE POOR

Moreover, even when they save, the best rate of return for them may come
from investing in land, homes, tools, or the education of their children, who will
return the loan by supporting them in the future. In most low- and middle-income
countries, older people live in multigenerational households and their consump-
tion level therefore depends on the earnings of their children more than on their
own pensions. Investing in the human capital of their children may be the best old
age security program for them. Investing in a family business may be the next best
alternative. Lacking access to well-functioning credit markets and facing a high
risk premium, farmers, the self-employed, and low-income groups generally are
forced to pay exceedingly high borrowing rates or to use personal savings to fi-
nance these investments. They may, understandably, be reluctant to lock up their
modest savings in a long-term retirement program that will not be available to
meet shorter-term investment, educational, health, or other emergency needs.

Consistent with this hypothesis, a study of contribution patterns in Peru shows
that the self-employed, farmers, and low-income workers are less likely to contrib-
ute regularly.3 Empirical evidence from saving programs targeted to the poor in
Mexico and Indonesia shows that these groups will indeed save, but they place a
high value on liquidity and therefore choose short- rather than long-term financial
instruments. Moreover, such savings are invariably small, much less than needed
for old age security.4 Experiments with informal systems show that workers are
willing to save small amounts to meet short-term contingencies, in contrast to old
age security arrangements that require large long-term illiquid payments.5 Extend-
ing coverage by requiring low-income informal sector workers to contribute to old
age security programs would not be in the best interests of these workers in such
circumstances, even if the government had the capacity to enforce the mandate.

Usually employers are responsible for part of the contribution, giving them
an incentive to operate out of the system if they see this as a way to reduce labor
cost. While the market may eventually require a compensating wage increase for
employers who are outside the formal old age system, employers may not perceive
this in the short run, or even in the long run if they can attract workers who do not
place a high value on social security benefits. If employers can keep their labor
costs low by staying out of the system, this increases their international competi-
tiveness and consequently the level of employment—especially important in coun-

3 Queisser (1998).
4 Aportela (1999).
5 Van Ginneken (1999).
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tries with high levels of unemployment or underemployment. Governments must
weigh carefully the questions of who will bear the payroll tax if effective coverage
is extended and how high the tax can be to avoid negative consequences on em-
ployment.

Will a Closer Link between Benefits
and Contributions Encourage Participation?

Multipillar social security reforms in recent years have featured a strengthening of
the benefit-contribution link. A second, funded defined-contribution pillar has been
added, in which benefits ultimately depend exclusively on contributions plus in-
vestment income. In addition, these schemes usually include a public pillar that is
redistributive and applies only to those who have contributed to the second pillar;
it provides a safety net to the low earners among the contributors. In a sense, this
can be regarded as an example of the risk category differentiation mentioned above.
The hope is that this will increase the incentive of low-earning workers and their
employers to participate in the formal sector and thereby reduce the number of
uninsured.

These reforms should enable revenues to cover obligations and hence make
the system more sustainable for those who do participate. Since fiscal sustainabil-
ity is a precondition for responsible coverage expansion, these reforms may set the
stage for actions by the government to extend coverage. Moreover, they may en-
courage compliance among long-term workers and their employers and enhance
the welfare effects of participation, owing to the smaller tax element and the hope
of a higher rate of return.

However, compliance may be discouraged among those who no longer re-
ceive windfall gains—some of whom were rich and some poor. And benefits are
reduced substantially for those who contribute for only part of their working lives,
and hence may not be eligible for the redistributive first pillar. Thus, pension cov-
erage among the old poor may actually decrease.

For example, Chile provides a minimum pension guarantee of 25 percent of
the average wage to workers who have contributed for at least 20 years to their
individual accounts in the second pillar, and many other countries have followed
this example. Accumulations in the second pillar are supplemented by the govern-
ment to bring the annual benefit to this level. This guarantee will protect low-income
covered workers, especially those who have contributed for only 20 years. For this
reason, many low-income workers may stay in the system for 20 years. But work-
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158 SHIELDING THE POOR

ers who do not anticipate 20 years of participation will have a continued incentive
to stay out of the system. A guarantee that increased with years of contributions
might have been more equitable and effective at constraining evasion.

The Brazilian social security system has long included an "age" pension which,
at a specified age (65 and 60 for urban men and women, 60 and 55 for rural men
and women, respectively), pays 70 percent of the wage base to workers who have
contributed for at least five years. The typical pension was one times the minimum
salary, which is about 30 percent of the average wage. The Brazilian system also
included a much more generous pension based on length of service, which required
30 years of covered employment and paid five to six times the minimum salary
(150 percent of the average wage) to the average beneficiary. The "length of ser-
vice" pension went mainly to urban men who worked in the formal labor force for
most of their lives and earned relatively high salaries. The age pension went mainly
to women, especially low-income rural women. For example, in 1997 out of 5.2
million recipients of the age pension, 75 percent were rural dwellers and 62 percent
were women, while 83 percent of the 2.9 million recipients of the length of service
pensions were urban men.6

Because of its low employment requirement, the age pension was a near-
universal benefit, targeted toward rural areas and women. However (as a conse-
quence of this and other features), Brazil faces severe fiscal and evasion problems
as workers were increasingly tempted to escape to the informal sector, contribute
for only five years, and collect the age pension. As part of the reform process that
began in the mid-1990s and is ongoing today, the contribution requirement for
the age pension will gradually increase to 15 years.7 This change will likely improve
urban compliance and sustainability, but rural women and others who do not
have a chance to participate in the formal labor market for 15 years may become
uninsured.

As another example, Uruguay previously had an age pension that required
10 years of covered employment, but the required contributory period was raised
to 15 years in Uruguay's recent pension reform.8 Undoubtedly, this will have the
same beneficial effects on fiscal sustainability, but the fate of the uninsured is
unclear.

6 Institute Nacional do Seguro Social (1998).
7 World Bank (1998).
8 Queisser (1998); Law 16.713, chapter II, article 68.
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Policy Changes That Might Increase Coverage at the Margin

Figure 7-1 shows that per capita income strongly influences but does not com-
pletely determine coverage by formal programs. What kinds of policies might in-
crease coverage, in an enforceable and welfare-enhancing way at the margin?

Low contribution and target replacement rates. Many developing countries choose
a relatively high replacement rate target of 60-70 percent, which requires a high
contribution rate for sustainability. A lower target replacement rate and contribu-
tion rate would decrease the trade-off with take-home pay and unemployment,
thereby encouraging workers and employers to participate. Thailand recently in-
stituted a scheme for private sector workers with a target replacement rate of 20
percent.

Paying a high rate of return on funded plans. One would expect that workers
would be more likely to use retirement savings accounts if the rate of return were
high and administrative costs low. However, since these funds are committed for
the long term, workers would have to trust that high returns would continue for
many years; it is not clear that such assurances could be given.

Increasing the credibility of the contributory scheme. The incentive to participate
in the system will increase if workers believe it is financially sustainable and will
survive to pay the promised benefits in the future when they retire. That is one
object of multipillar systems—but it may take many years for their credibility to be
established.

Permitting borrowing against retirement funds or lump sum withdrawals upon re-
tirement. This would make retirement funds more liquid and therefore diminish
resistance to participation—but these depleted accounts might never be replen-
ished and lump sums might be quickly spent, defeating the original purpose of the
old age program.

Offering better terms to low earners in view of their lower life expectancy and higher
opportunity cost. This may take the form of lower contributions or higher promised
benefits. Such incentives are widely viewed as redistribution. They may alterna-
tively be an implicit recognition of the fact that low earners belong in a different
risk category from high earners, because they are likely to live shorter lives; hence
if both groups face the same contribution-benefit ratio, perverse redistribution from
poor to rich goes on, and it is quite rational for the poor to try to stay out of the
system.

Differentiated risk categories have, in effect, been introduced in the multipillar
systems of many countries: the Netherlands has a flat benefit formula in the first
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pillar; Mexico makes a flat contribution to each worker's individual account; Swit-
zerland places a ceiling on first-pillar benefits while having no ceiling on taxable
wages; and in Uruguay, low- and middle-income contributors to the new funded
pillar receive an extra benefit.9 In Colombia a "solidarity tax" of 1 percent is im-
posed on salaries above a specified level and used to finance subsidies to low-
income contributors.10

These better annual payoffs or lower charges may marginally encourage par-
ticipation by low earners—although the high discount rate and liquidity demand
of this group limit this effect. At the same time, if such measures are viewed as
redistribution rather than risk categorization, they may encourage evasion by high
earners and may simply not be viable for political economy reasons. Moreover, if
the differentiation is not justified on actuarial grounds, it may make the system
financially unsustainable. Thus, there are real limits to the ways in which policies
can be shaped to make inclusion in a contributory program desirable for large groups
of workers in low-income countries.

In sum, until the government's capacity to enforce tax collections increases,
the structure of the economy changes to facilitate this, and the earning capacity of
the bottom half of the labor force grows—all of which occurs with the process of
economic development—it is difficult and not necessarily desirable to extend con-
tributory old age security coverage to the entire population.

VOLUNTARY AND UNIVERSAL SOLUTIONS OUTSIDE
THE CONTRIBUTORY SCHEME

Some analysts have urged that voluntary contributions should be permitted to ex-
tend pension insurance to those who do not have covered jobs. In Japan, men are
encouraged to make flat contributions for their wives in exchange for the promise
of a flat benefit. In China, workers in township and village enterprises are subject
to social pressure to contribute to their individual accounts on a "voluntary" basis.
Making coverage voluntary avoids the evasion and unemployment problems dis-
cussed above. In several countries community organizations such as nongovern-
mental organizations (NGOs) have tried to set up small-scale self-help schemes for
informal sector workers.11

9 Queisser (1998).
10 Valdes-Prieto (1998).
11 Van Ginneken (1999).
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Are Voluntary Contributions the Answer to the Coverage Problem?

While the availability of voluntary retirement savings instruments is probably util-
ity improving, I believe we should not expect them to accomplish very much. After
all, a basic reason for the existence of mandatory programs is that many people,
especially low-income people, will not save voluntarily for their retirement, and
the basic reason for limited coverage is that, even when the program is mandatory,
many workers and employers will try to avoid contributing because they believe
that participation does not make them better off. In addition, the transactions costs
of collecting many small voluntary contributions might be relatively high.
Voluntarism and self-help schemes are more likely to succeed in programs when
the costs are small and the benefits immediate (as for microfinance or primary health
care). It is likely to be only a small part of the solution to a large long-term old age
security problem.

In addition, I would offer at least three caveats to this approach. First, if annu-
ities are promised in the voluntary program, they should be actuarially fair, except
for deliberate redistribution that is planned and funded from the start; otherwise,
the voluntary program could explode into a large, unfunded, unexpected obliga-
tion. Second, in an individual account saving plan, workers should be given accu-
rate information about the real rate of return they will receive and the replacement
rate it will provide. In China, where some new enterprises have begun to cover
workers on a "voluntary" basis (augmented by social pressure to pay), workers
have been led to expect a high nominal rate of return based on the assumption of a
high rate of inflation. Workers may not realize that this nominal rate will fall if
inflation falls, so its real value is minuscule. Third, voluntary contributions are likely
to be small, at best. In China, the negative real rate of return combined with the
small size of the voluntary contributions will not provide much security in old age.

Will Universal Benefits Solve the Problem of the Uninsured?

Some countries do not have a problem of "uninsured old" because they have uni-
versal flat (uniform) or very broad means-tested old age security benefits. These
include many OECD countries, such as the Netherlands, Denmark, Norway, Canada,
New Zealand, and Australia. In these countries, employment and contributions
are not required for inclusion. Instead, the old age benefit is typically financed out
of general revenues, and all residents are eligible to receive it once they reach the
specified age. When these countries adopt a multipillar system, this universal ben-
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efit in effect becomes their first pillar. This approach solves the problem of cover-
age since there are no uninsured, and it eliminates poverty in old age so long as the
benefit is above the poverty line.

However, it poses several other problems, chief among them being fiscal prob-
lems. Universal flat old age benefits are costly and will become more costly as popu-
lations age. A contributory program with earmarked taxes and with more narrowly
targeted redistributions would cost less. To finance these large expenditures with
aging populations requires either a large increase in tax rates, which may be
distortionary, or a cut in other important social programs. This approach also poses
political economy problems, stemming from the need to reach a collective agree-
ment on the level of the uniform benefit and from the redistribution inherent in
such programs.

Are universal uniform general-revenue-financed old age benefits a good op-
tion for developing countries? Recently Bolivia established such a first pillar in the
form of the "bonosol," a universal benefit financed from the proceeds of a "collective
capitalization fund" that contains the government's shares of state enterprises in the
process of being privatized. The benefit initially was slated to be 11 percent of the
average wage, 50-85 percent of the income of poor workers.12 However, it was quickly
cut, and it is even less clear what will happen when the capitalization fund is ex-
hausted. Probably for most developing countries, a universal flat old age benefit is a
luxury they cannot afford, nor is it the best use for their limited public resources.

The great income inequality in developing countries also makes a universal
uniform benefit implausible, because it would be hard to reach a collective deci-
sion on its size and method of financing. When income is unequal, a uniform ben-
efit that is reasonable from the point of a poor worker would be negligible for a rich
worker, who would therefore be uninterested in supporting it. But a benefit that is
high enough for the rich worker would exceed the wage level of a poor worker and
would be very expensive for the economy as a whole. Relatedly, when incomes are
very unequal, typically only a minority of people pay general taxes, and these people
would oppose financing a universal benefit—making it infeasible from a political
economy point of view. Bolivia, where incomes are very unequal, tried to avoid
these problems by using proceeds associated with a privatization program, but it is
not clear that the bonosol will last. Note that the OECD countries with universal
benefits all have a high degree of income equality.

12 Queisser (1998); von Gersdorff (1997).
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HOW TO PREVENT POVERTY AMONG OLDER WOMEN:
FORMALIZING THE INFORMAL FAMILY SYSTEM

What, then, will work? This chapter proposes two solutions—one aimed at women
who are married to covered men and the other aimed at members of both genders
who did not have covered jobs when young and are close to the poverty line when
old.

The majority of old people are women, and this is even truer of the very old.
Among the old that are poor and uninsured, women are disproportionately repre-
sented. They often lack the labor force participation that would entitle them to
contributory benefits, and even if covered, they are usually only "partially insured"
because their levels of education, wages, and years of service are low. They are less
likely than men to have inherited property, and in some cultures, assets acquired
by women are taken over and owned by men. Their greater longevity means that
they are dominant among the very old, who are most likely to be poor, having used
up whatever savings they previously accumulated.

The absence of labor force participation and asset ownership among women
was part of a traditional family system in which husbands participated in the for-
mal markets and wives worked in the home. Women provided nonmonetized ser-
vices, especially when young, while their monetary needs were supposed to be
covered by their spouses, and eventually their children. But in many cases this
system fails, especially in old age, when women are at the receiving end of the
lifetime contract. Marriages break up, and the husband is the one with the formal
income. Husbands die earlier than wives, with their retirement benefits used up,
and often do not leave adequate resources to support the surviving spouse.13 Chil-
dren move away or have income problems of their own. In these cases, the mon-
etary support that the family was supposed to provide is not forthcoming, and the
low personal income of women becomes a social problem.

Social security systems could be designed to enable women to enforce the
implicit family contract that was agreed to earlier in life. Eventually women are
likely to participate more broadly in the labor market and to be covered on their
own, but in the meantime public policies can ensure that the family support system
they counted on when young continues into old age.

13 For evidence that families do not choose adequate survivors' insurance, even in countries where this
is available, see Auerbach and Kotlikoff (1991).
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164 SHIELDING THE POOR

Some traditional defined-benefit social security systems provide dependents'
and survivors' benefits to wives of covered workers; the wives are covered by vir-
tue of their husbands' coverage. But this means that society at large, rather than the
individual husband, takes responsibility for dependent wives. The benefits to house-
wives are financed partially by taxes paid and benefits foregone by unmarried men
and by wives who participate in the labor market—a high implicit tax that discour-
ages female labor force participation and accentuates the problem. Men who marry
much younger women late in life are heavily subsidized, and women who are not
married to covered men do not receive any benefit. This system may work well
when almost all men and women are married, at socially determined ages, and few
females work in the formal labor market. But it raises serious efficiency and equity
problems when marital and labor force participation patterns change and become
more discretionary.

In the context of these changing individualized patterns and multipillar sys-
tems, which attempt to link the individual's benefits with his or her contributions,
the following measures might be considered to incorporate the informal family
contract into the formal old age security system:

• The required purchase of adequate survivors' benefits by those inside the
contributory system and the availability of low cost survivors' benefits to those
outside

• The requirement that insured workers contribute toward the personal ac-
counts of their nonworking spouses or that mandatory retirement savings be con-
sidered the joint property of both spouses

• Mandatory joint annuitization, with price indexation, so that the money
accumulated in workers' accounts is not quickly used up and the lifetimes of both
spouses are covered

• The use of unisex mortality tables, so that women do not receive lower
annual benefits than men because of their greater longevity (this implies a redistri-
bution from men to women that will be controversial and may be difficult to imple-
ment in a competitive annuities market)

• Splitting the accrued benefits and retirement accumulations between the
spouses, a provision that becomes especially important in case of divorce

• Increased emphasis on female education and labor market equality to aug-
ment the earning power and pensions of women

• Changing inheritance, property, and divorce laws to give women equal
rights.
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Measures such as these would take care of the needs of the largest group that
is not covered—spouses who have not participated in the labor market for much of
their lives—and as such would go far toward eliminating poverty among the unin-
sured old.

SOCIAL ASSISTANCE AND MEANS-TESTING

For individuals who remain outside the formal old age system and are poor, we are
driven to the need for means-tested social assistance that is universal and noncon-
tributory. Indeed, most countries have some such social assistance program, aimed
at the poorest groups. And these programs have been increasing in some countries
to supplement new multipillar systems with a close benefit-contribution link.

In recent years several OECD countries have replaced their single-pillar uni-
versal systems with multipillar systems because of the growing fiscal strain. That
is, the universal flat benefit, in reduced form, has become the first pillar, while a
second mandatory pillar that is contributory, funded, and privately managed has
been added. (In these countries, the second pillar generally builds on preexisting
plans established by collective bargaining and now extended by government.) The
existence of the second, contributory, pillar permits cutbacks in the size of benefits
from the first, universal, pillar, but it also creates a new problem of the "partially
uninsured." Commonly, this has been addressed by offering larger means-tested
benefits for those who are not in or who receive only small benefits from the con-
tributory second pillar.

For example, Denmark recently decided to raise contributions to funded oc-
cupational defined-contribution plans (its second pillar) to 9-12 percent of wages,
which should eventually provide a replacement rate of 40-45 percent, and to
decrease the size of the universal flat benefit (its first pillar) to 25 percent of the
average wage. Of course, this means that those with limited employment experience
(women, self-employed, farmers) will receive smaller benefits than others in their
cohort and less than they would have previously. In this sense, they are only par-
tially insured. To offset this result, the government will offer a means-tested benefit
to those without second-pillar pensions. So, it is supplementing the first (public
universal) pillar with a second (private contributory) pillar on the one hand, and a
means-tested "zero" pillar for the partially insured on the other hand.14 The United

14 Ploug (1993) and discussions with author, 1998.
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166 SHIELDING THE POOR

Kingdom has decreased the value of its flat basic pension relative to the average
wage and increased the roles of both private defined-contribution pensions and
public means-tested supplements.15

Key issues that must be dealt with in designing a well-functioning social as-
sistance program are: How large should the program be relative to other social
programs? How does the availability of noncontributory assistance affect the fiscal
sustainability of the contributory program and, conversely how does the structure
of a contributory program affect the demands upon social assistance? How can
moral hazard problems be avoided? How is eligibility for assistance determined?
Should these criteria be different for the old and the young? And primarily, how
can the program be structured to maximize the probability that assistance will reach
the targeted groups, with a minimum of leakage to others?

Tradeoff between Social Assistance and Human Capital Creation

In setting up their social assistance programs for the old, governments face a trade-
off with other public programs, such as education and health services for the young,
that may help people build human capital and diminish reliance on social assis-
tance in the long run. How much should be spent on social assistance for the old
versus job creation for the young and other public goods? In the face of severe
budget constraints in developing countries, there is no easy answer and no one
right answer for all. But the question must be asked in all cases.

Interaction between Contributory Programs and Social
Assistance: Moral Hazard

Social assistance is paid to mitigate hardships on the noninsured old, but it also
creates incentives to become noninsured—the moral hazard problem. Low-income
workers may fail to participate in the contributory scheme, which may eventually
lead to its collapse, if they think that in this way they will qualify for social assis-
tance. Despite this disincentive, society may feel it must offer social assistance to
the truly needy. The end result may be both inadequate social assistance and
unsustainable social insurance.

Partly in response to this problem, many contributory programs include a
redistributive component—for example, the first pillar in multipillar systems pro-

15 Johnson (1998); Whitehouse (1998).
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vides a safety net for contributors. This arrangement recognizes that low earners
really belong in a different risk category than high earners because of their lower
life expectancy. It also encourages compliance by giving them better terms. Access
to a safety net within the contributory scheme helps to overcome the moral hazard
problem by making participation for low earners more attractive. The impact on
evasion and fiscal sustainability depends on the generosity of the social assistance
program relative to the redistribution in the contributory program. The latter should
be greater than the former to encourage contributions. So society faces a dilemma
because of the moral hazard problem: if social assistance benefits are generous,
they make the contributory program less sustainable; if they are miserly they leave
the uninsured in poverty even those who had no opportunity to get a covered job.

This negative impact of social assistance on the contributory program is height-
ened if it is financed out of the social security budget, as in Brazil and Uruguay
prior to their recent reforms, where the social security system was charged for
beneficiaries who had only five or 10 years of contributions. While reducing the
benefits from contributing, this simultaneously increases the tax burden on
contributors, hence their incentive to participate in the contributory program is cut
from both directions, and the program ultimately becomes unsustainable. General
revenue finance, which has a broader base, is preferable, both on efficiency and
equity grounds, for universal means-tested programs.

How to Target Benefits: Keeping Official and Unofficial
Transactions Costs Low

The essence of means-tested social assistance is that it is targeted to low-income
groups. Depending on data availability and country standards, "means" may be
defined in terms of income (commonly), assets (as in Australia), or the presence or
absence of scarce consumer goods such as water, electricity, and motorcycles in the
households (appropriate in developing countries). Chile offers a small social assis-
tance benefit, about 12 percent of the average wage, to the poorest of the noninsured
groups over age 65, using traditional means-testing techniques. The size of the total
social assistance budget is predetermined, as is the benefit level. This automati-
cally constrains the number of beneficiaries—below the current number of eligible
households. Thus, many localities have waiting lists of qualified individuals without
access to benefits. Not surprisingly, most recipients are women who did not have
an opportunity to participate in the labor market for enough years to qualify for
the contributory guaranteed benefit.
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168 SHIELDING THE POOR

But targeting incurs transactions costs. In cases where beneficiaries are poor,
this may lead to a large leakage of funds to the middle-class bureaucrats who ad-
minister the system. Besides the official salaries that they receive, there is ample
opportunity for unofficial side payments to induce rapid and favorable treatment.
For example, in several Indian states, old people complain about patronage and
the side payments they must make to get their applications processed.16

Traditional means-testing may also lead to take-up problems as some people
do not apply because of ignorance or stigma, and criteria may not be applied uni-
formly. In Thailand, village elders identify the rural poor, mostly widows without
children. This system may work well in some villages, but one can imagine per-
sonal favoritism playing a role in others.17 Finally, means- and asset-testing create a
moral hazard problem: people may be discouraged from saving for their own old
age.

Realizing these disadvantages of traditional means-tested programs, coun-
tries have begun experimenting with nontraditional approaches and with proxies
for need, which reduce these transactions costs. Such methods may not target pre-
cisely, but the savings from reduced leakage may more than compensate. For ex-
ample, in the Progresa program in Mexico, a computerized model that aggregates
several socioeconomic variables is used to identify poor communities, especially
those in rural villages, and their residents. The econometric model is structured to
give heavy weight to families with children and to provide an incentive for these
children to attend school. But old people also benefit—and the relative weights
given to school-attending children versus the old become a political issue.

A categorical approach is also used to reduce transactions costs: very old age
may be a proxy for need. The very old who are women are often among the poorest
groups, so this is an even narrower proxy for need. Argentina targets the "very
old" in its social assistance program. All people whose age exceeds 70 and who
have contributed for 10 years qualify. Presumably the transactions costs of this pro-
gram are lower than in Chile. But given the correlation between income level and
longevity, many poor people die before they ever collect, while many of those who
collect are well above the poverty line. Benefits in Argentina are 19 percent of the
average wage.18 This contrasts with Brazil and Uruguay, where 15 years of contri-
butions are required for the age-based social assistance pension but benefits are

16 Van Ginneken (1999) and fieldwork by the author.
17 Van Ginneken (1999).
18 Ley de Seguridad 24.241; Vittas (1997).
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higher, and Chile, where benefits are lower but can be received at an earlier age
and contributions are not required. In general, we observe a tradeoff between tight-
ness of eligibility criteria and size of benefits.19

Still another approach to means-testing involves self-selection: to offer assis-
tance in a form for which mainly low-income people will apply. Self-selection can
be achieved by requiring queues for receipt of small cash benefits, a cost that high-
income people are less likely to be willing to incur, or by offering in-kind benefits
such as free lunches that only low-income people would accept. NGOs may pro-
vide the service at lower cost and in a less bureaucratic way than the government,
particularly when small-scale ventures are involved. In some countries the poorest
old are accommodated by soup kitchens or dormitories run by NGOs but financed
by governments. The advantage of self-selection is that it avoids the transactions
costs and possible misidentification of an application process. The disadvantage is
that the benefit and quality levels may not be optimal, and many needy old people
may end up not participating.

At this stage, we do not really know which of these methods entails higher
transactions costs and other leakages and which is more effective at targeting needy
old people. This should be a high priority topic for further research.

Old versus Young Candidates for Social Assistance

Should different criteria apply to old versus young candidates for social assistance,
and how much priority should be given to poor families with children versus the
poor old? These two questions are interrelated.

On the one hand, some analysts argue that eligibility criteria should be more
stringent for the young, since they can work and should be encouraged to seek
work, while the presumption is that the old cannot work or have low productivity
when they work. The old, therefore, can be offered social assistance without the
labor disincentive effects that would be incurred by the young.

Of course, the expectation of receiving assistance when old may discourage
saving when young, a different type of disincentive problem. In effect, means- and
asset-tested social assistance impose a high marginal tax rate on savings. In Austra-
lia, the young who are unemployed and the old without adequate income and
assets are guaranteed the same level of benefits, but with different eligibility crite-

19 For a discussion of these tradeoffs in the contributory program as well, see James (1998).
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ria regarding efforts to find employment, since the presumption is that the young
can work (hence work incentives should be retained) while the old cannot. But the
government in Australia feared that saving when young might be discouraged by
its means- and asset-tested age pension, so it recently established a contributory
mandatory saving plan for workers. This will eventually reduce the moral hazard
problem regarding saving, leaving different work requirements for the old and the
young.

On the other hand, one can argue that priority for social assistance should be
given to young families with children, who have their entire lives ahead of them.
According to this line of thought, children should not be penalized for the failure of
their parents to obtain a well-paying job. Helping the children may be a better long-
term investment for society. Of course, money given to families may not better the
condition of the children—this depends on how the marginal income is spent. The
Mexican Progresa program is interesting in this regard because it makes school atten-
dance one of the criteria for aid, and the money is given directly to the mothers, who
have been shown to be more likely to spend it to enhance the welfare of the children.

The Role of the Extended Family in Social Assistance Programs

The family is the oldest form of social insurance system.20 If the old and the young
live together in multigenerational households, the tradeoff between them in the
allocation of social assistance is less critical. To illustrate: in South Africa a means-
tested pension is paid to most older blacks who are living in rural areas. This pen-
sion originated in apartheid days and was intended for the small number of urban
whites who had failed to accumulate their own private occupational pensions. A
much smaller stipend was paid to blacks. But with the elimination of apartheid, the
entire black population became eligible for the larger stipend, which has cut-off
points and benefit amounts that are very high relative to rural black incomes. Of-
ten, family income goes up substantially when a member reaches the eligible age.
Since old and young live together in multigenerational households, both groups
benefit from the age stipend. But the tradeoff is not completely eliminated. The
program is very costly and other uses for the money may be more targeted toward
the young and may have a greater social payoff, such as increased spending on
education. This is a controversial issue in South Africa today.

20 See Kotlikoff and Spivak (1981) on risk sharing through the family.
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When the family support system is strong, it is necessary to determine whether
the income and assets of the entire family should count in applying the means test,
or only those of the old person. In Western industrial societies, the move toward
individual responsibility has meant that the government replaces the family as the
social safety net and only the individual's means are counted. In contrast, in sev-
eral Asian societies, such as Hong Kong and Singapore, children have a legal re-
sponsibility to take care of their parents, and old people can enforce this legally,
albeit at great personal price. In Hong Kong, before the means-tested benefit is
paid, children must testify that they are unable to support their parents. China is
thinking of adopting a similar system. Indeed, in multigenerational households it
is difficult to separate out the means of the parent and the child, since both share
common living arrangements. But the share of total household consumption that
accrues to different age groups is unknown to outsiders. Giving the older member
a small stipend may increase his or her bargaining power to receive a pro rata share
and in this sense may improve the welfare of the old beyond the stipend cost.

This leads to a broader question: how can governments offer social assistance
while encouraging the continuation of family responsibility? How can penalties
and incentives be structured to complement and crowd in, rather than crowd out,
family care? Earlier work has shown that every dollar of social security benefits
partially displaces private family transfers.21 Incentives that governments have put
in place to counteract this effect are tax rebates for children who care for their parents
in Malaysia and for children who expand their homes to accommodate parents in
Japan, Sweden, and Norway; and day care centers or respite care to give caregivers
temporary relief in Hong Kong, Singapore, France, Germany, and the United
Kingdom.22 But in developing countries, where family support is strong and inter-
generational households are the norm, it seems likely that such public subsidies
might have only a small marginal impact, mainly constituting a financial relief for
families who would have provided the services anyway. I am not aware of any
careful research evaluating the efficacy of these measures. Such research would be
worth doing, to inform other countries that might be considering these policies.

21 Cox and Jimenez (1990).
22 World Bank (1994).
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CONCLUSIONS

The growth of formal coverage will accompany the process of economic develop-
ment. Until that happens, a large proportion of the population will be uninsured or
partially insured. The recent pension reforms tying benefits more closely to contri-
butions are a step in the right direction for the contributory systems and are a
necessary precondition for fiscally sound coverage expansion, but they cannot be
expected to increase coverage in the short run and may even have the opposite
effect. This chapter has surveyed the issues that policymakers need to address as
they consider how to provide old age protection for the uninsured. While economic
growth is the key to higher coverage, good policies also help.

Coverage expansion in contributory programs may be marginally encour-
aged by policies such as putting the social security system on a financially sustain-
able basis to enhance its credibility, choosing a modest target replacement rate that
requires a relatively low contribution rate, allowing workers to receive a high
(competitive) rate of return on their long-term retirement savings, and offering
low-income workers access to safe saving instruments and partial benefits such
as survivors' insurance (term life insurance), on a voluntary basis. These policies
may reduce the number of "uninsured," but I would expect the impact to be small.
Nonparticipation in formal old age security programs is a rational response among
low-income workers, given their short expected lifetimes, high discount rates, and
strong liquidity needs. For these reasons, forcing low earners to contribute to a
formal program may not be optimal or feasible. But it leaves society with the prob-
lem of how to deal with the uninsured who survive to old age, are poor, and are
unable to work.

This chapter has suggested two subgroups and courses of action that respond
to their needs in an affordable way. First, for spouses of covered employees, who
worked in the home rather than the market as part of the household division of
labor, specific measures (such as the requirement to purchase survivors' benefits
and joint annuities) might ensure that the implicit family contract is institutional-
ized and continued into old age. Second, for workers who participated in the labor
market in noncovered jobs, earning enough to support themselves when young
but with no surplus to save for old age, social assistance is essential. Social assis-
tance should be financed out of general revenues and should offer less than the
redistribution given to the low-income groups who have contributed, to reduce
moral hazard problems. C
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Means-testing should be used to target social assistance, but this practice of-
ten entails high transactions costs and potential abuses. Computerized economet-
ric models, use of proxies and categorical eligibility, self-selection mechanisms, and
provision of in-kind benefits by NGOs (financed by government) are worth serious
consideration in lieu of traditional targeting mechanisms. How to minimize moral
hazard and leakages while maximizing the proportion of expenditures that reaches
the targeted group is the key challenge—for practitioners and for researchers. As
Latin American countries consider their second generation of pension reforms, they
should be, and in some cases are, moving in these directions.
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CHAPTER EIGHT

Social Assistance on Pensions
and Health Care for the Poor

in Latin America and the Caribbean

Carmelo Mesa-Lago

This chapter analyzes social (public) assistance protection for the poor and certain
low-income groups in Latin America and the Caribbean (LAC) in old age, disabil-
ity, death, and sickness. Social assistance can be informal or formal. The informal
variety is based on solidarity, tradition, and custom, and is voluntarily provided by
family, friends, community, or work groups. For instance, among rural families in
LAC, old or disabled family members unable to work and sustain themselves are
helped by younger active members. And yet the processes of modernization, cre-
ation of job opportunities, urbanization and rural-to-urban migration, shift from
extended to nuclear families, and change in cultural patterns have significantly
eroded such informal help, particularly in the more developed countries. In the
1980s, only 8 to 9 percent of the population above 65 years old in Argentina and
Chile (among the most urbanized countries in the region) received income from
their family, but 73 to 74 percent received income from pensions, while in Costa
Rica (much more rural) the proportions were 23 percent and 46 percent, respec-
tively.1 In another type of informal group solidarity, coworkers or members of a
trade or occupation contribute to a common pot in order to help those afflicted by
sickness, temporary disability, or death (funeral expenses). This second type of as-

The author gratefully acknowledges the materials and comments supplied on Argentina by Fabio
Bertranou, professor of economics at Universidad de Cuyo; on Brazil by Helmut Schwarzer, Tecnico de
Planejamento e Pesquisa at IPEA; on Chile by Monica Valencia Corvalan, secretary general of
Superintendencia de Seguridad Social, and Alberto Arenas de Mesa, chief of the Research Center of
Ministerio de Hacienda; and comments on the whole study by two anonymous reviewers.
1 World Bank (1994).
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176 SHIELDING THE POOR

sistance, nevertheless, is little extended and lacks permanency and sufficient re-
sources to support old members of the group when they become unable to work, as
well as inactive dependents of a deceased member. For reasons of space limitations
and treatment elsewhere, I do not discuss informal social assistance in this chapter.2

Formal social assistance is legally established and institutionalized, as part of
a general social security system that also includes social insurance. The latter is
mandatory and constitutes a right generated through payroll contributions paid
by the insured and usually the employer (often by the state also, in the form of
subsidies or payroll contributions). Social assistance is neither insurance nor a right
(is not based on such contributions), but a government concession often based on
need and conditioned to the availability of fiscal resources. The above-mentioned
processes of modernization and development, which eroded informal means of
protection, have conversely led to an expansion of social security, but the insurance
scheme has grown considerably more than the assistance program. Within the lat-
ter, this chapter focuses on health care and pensions for old age, disability, and
death (survivors). Excluded are other social security schemes such as unemploy-
ment insurance and emergency employment programs, as well as social safety nets
(discussed in other chapters of this book). In any event, the poor are never covered
by unemployment insurance, while social safety funds do not grant pension assis-
tance, although they may offer certain basic health services. Because of space limi-
tations and lack of data, I also exclude formal types of assistance to the poor out-
side of social security, such as those provided by charity institutions (religious,
nongovernmental organizations [NGOs]).

The main target population group of this chapter is the poor, that is, those who
are under the overall poverty line, measured by the cost of a basket of food and
nonfood basic needs. In addition, other low-income, vulnerable groups are consid-
ered: nonsalary workers in the urban informal sector (for example, self-employed),
rural workers and peasants, and some salary earners who receive a low wage and
work in certain occupations (for example, domestic servants, employees of informal
microenterprises). Although this second group does not always overlap with the poor,
it is not commonly covered by social insurance and, hence, lacks social protection.

A major obstacle I confronted is the lack of data on this subject, especially
statistics. This vacuum is explained by several reasons: social assistance is of con-
siderably lesser importance and extension than social insurance; it is not based on

World Bank (1994); Zeller in this book.2
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PENSIONS AND HEALTH CARE FOR THE POOR 177

a right and lacks an organized constituency capable of exercising pressure to get
information; and few countries in LAC have social assistance programs that go
beyond charity and a token help for a minimal fraction of those in need. For in-
stance, the U.S. Social Security Administration in its biannual report Social Security
Programs throughout the World only includes six out of 34 countries in LAC as hav-
ing social assistance programs. The International Labour Office in its latest trien-
nial report The Cost of Social Security published social assistance expenditures for
only 10 of those countries. The World Bank report Averting the Old Age Crisis in-
cludes only a couple of statistical tables and very scarce information on social assis-
tance programs in LAC, while the 1999 World Bank annual report does not contain
any data at all. The latter is also the case with the United Nations Development
Programme's Human Development Report.3 Partly because of those reasons and de-
spite the growing interest and number of publications on poverty in the 1980s and
1990s, technical and academic literature on this topic and region is scarce, and a
good part of it is my own work.4

COVERAGE OF THE TARGET POPULATION BY SOCIAL ASSISTANCE

In analyzing protection of the poor and other vulnerable groups it is necessary to
distinguish between legal entitlement and statistical coverage. The former is stipu-
lated by law but not necessarily enforced in practice, and the latter is the estimate
by social security institutions of the number of affiliates to the system. Although
the statistical coverage is much more accurate than the legal one, it does not neces-
sarily reflect reality, due to estimation flaws; figures on coverage of the poor are
usually nonexistent. Census and survey data are more reliable but seldom provide
data on coverage by social assistance.

Health Care

At the start of the 1990s, the Pan American Health Organization (PAHO) roughly
estimated that 130 million poor (about 70 percent of the total) had no access to
health care in LAC. A similar estimate is not available for the end of the century, but
this section reviews the most recent legal and statistical data.5

3 U.S. SSA (1997); ILO (1996); World Bank (1994); UNDP (1998).
4 Mesa-Lago (1983,1990,1992a, 1992b, 1994a, 1994b, 1997,2000a).
5 The general source is Mesa-Lago (1992a).
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178 SHIELDING THE POOR

Legal coverage of health care for the total population in 33 LAC countries is
summarized in table 8-1 (no data are available on Suriname). In 15 countries there
is a unified and standardized national health system, usually managed by the
Ministry of Health, which covers all residents: in all the non-Latin Caribbean
(NLC), Brazil, and Cuba. In the remaining 18 countries of Latin America (LA),
there is a dual health care system: one provided by the social insurance scheme,
which mainly covers the salaried labor force, and another by the Ministry of
Health, which offers public health care to the noninsured poor and low-income
population (Nicaragua had the first system in the 1980s but shifted to the second
in the 1990s). Besides health care, table 8-1 exhibits coverage of cash benefits (for
example, sickness and maternity paid leave): in the countries with a national health
system such benefits are granted by social insurance (and are separately shown
in the table for salaried, self-employed, domestic servants, and rural workers);
while in the countries with a dual health system, coverage in the table refers to
both health care and cash benefits.

The national health system entitles all residents to health care and, hence, le-
gally the poor and low-income groups have access to the same basic care as the rest
of the population. Under the dual system in LA, 10 countries entitle all the salaried
labor force to health care by social insurance, eight extend that protection only to
part of the labor force, and Haiti lacks health insurance (table 8-1). The poor and
low-income groups in LA are legally under the care of the ministry, which tradi-
tionally is underfunded and offers worse quality care than does social insurance.
Within the social insurance scheme, only two countries legally extend mandatory
coverage to self-employed workers (but of dubious enforcement), 10 permit volun-
tary affiliation, and seven exclude them all together. Nine countries grant manda-
tory coverage to domestic servants, two by voluntary affiliation, and eight exclude
them. Finally, half of the countries provide mandatory coverage to salaried rural
workers and a few to members of cooperatives, and the other half excludes them.
In all these countries, peasants and unpaid family workers are always excluded, as
well as the long-term unemployed. Under the national health system all these groups
are entitled to health care.

Costa Rica has the most extensive and equal coverage in LA under the social
insurance scheme, with compulsory coverage for domestic servants, rural work-
ers, employees of microenterprises, and the unemployed (for a period after dis-
missal), while self-employed workers have voluntary coverage but are subsidized,
and virtually all of them are covered; furthermore, all the dispossessed (indigentes)
are freely covered by the social assistance (noncontributory) program administered
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by social insurance, and their treatment is the same as that of the insured. In Brazil,
a law of 1990 mandated universal coverage through the United Health System,
guaranteeing health care as a basic social right. In Chile, indigentes and low-income
groups are covered by the public health program, while part of the middle-income
and virtually all the high-income strata are affiliated to private insurance, which
offers better quality of care at a cost unaffordable to the poor and low-income strata.
In Argentina and Uruguay, the poor and low-income groups are also covered but
under a stratified system of care, virtually all of them by public health, while the
insured are protected by union-managed schemes currently undergoing reform (in
Argentina), and mutual aid societies and cooperatives (Uruguay).

Statistical coverage for the total population of health care is exhibited in table
8-2 for all LA countries (except Haiti) and three NLC countries: the third column
shows coverage by social insurance alone, and the fourth column combines all health
care programs, normally smaller in the former group than in the latter. The most
socially developed group of countries in LA have close to universal coverage un-
der all programs combined: 92 to 96 percent in Argentina, Brazil, Chile, Costa Rica,
Cuba, and Uruguay. Poverty incidence in these countries ranges from 13 to 24 per-
cent of households (except in Brazil, where it is about 41 percent), the lowest in the
region, which means that a large majority of the poor and low-income groups are
effectively covered.6 Conversely, the group of least developed countries in LA has
very low coverage under social insurance (6 to 22 percent) and higher but still quite
low under all programs combined (34 to 59 percent) in Bolivia, Dominican Repub-
lic, El Salvador, Guatemala, Honduras, Paraguay, and Peru. Poverty incidence in
these countries is the highest of the region (52 to 73 percent), hence, the poor and
the low-income groups are not protected. Finally, LA countries in the middle group
have a combined coverage of about three-fourths of the population: 75 to 79 per-
cent in Colombia, Mexico, Panama, and Venezuela. Poverty incidence in these coun
tries ranges from 30 to 49 percent; therefore, the majority of the poor lack effective
protection. Data from three NLC countries indicate that they have reached a level
of coverage under their national health systems similar to that of the most socially
developed countries of LA: from 89 to 98 percent in the Bahamas, Barbados, and
Jamaica, hence effectively protecting a large majority of the poor, particularly in
the first two countries.

' Poverty data from CEPAL (1996,1997).
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Table 8-2. Statistical Coverage for the Economically Active and Total
Populations of Pensions and Health Care in Latin America and Selected
Caribbean Countries, 1990-95
Percent

Country

Latin America
Argentina
Bolivia
Brazil
Chile
Colombia
Costa Rica
Cuba
Dominican Republic
Ecuador
El Salvador
Guatemala
Honduras
Mexico
Nicaragua
Panama
Paraguay
Peru
Uruguay
Venezuela

Non-Latin Caribbean
Bahamas
Barbados
Jamaica

- Not available,
a. Most recent data for more than \
noted,
b. Coverage for pensions,
c. Coverage for health care by sic
Public Health, except in countries v
d. Gross estimate of total populatk
e. Official figures on coverage of thi
figure for population coverage is pi
f . Includes coverage of the poor (it
universal,
g. Based on legal coverage; no stati
h. Includes the Social Insurance Ba
Source: Mesa-Lago and Bertranou (

Economically -
active

Year3 population1"

81.4
13.6
61.8
80.0e

1985-88 30.2
55.0

1980 93.0s
12.7
28.0
22.6
27.6

1985-88 12.8
43.7
14.3
61.0
8.7

32.0
1985-88 73.0
1985-88 54.3

-
1985-88 96.9
1985-88 93.2

talf of the countries are from 1990-95; for the

kness-maternity program of social insuranc
vith national health systems such as Cuba.
MI coverage combining all health care progr;
2 economically active population are inflated
robably inflated too.
idigentes); if coverage by the Ministry of He,

istics are available,
nk, the Ministry of Health, the armed forces
1998) and additional information.

Total population

By social
insurance0

21.3
-

100.06

16.0
86.2f

lOO.Qg
5.6

17.2
14.2
16.3
10.3
58.4
13.0
54.0
22.3
23.8
87.7h

49.9

98.0
-

; rest, the most rece

:e. Excludes cover

ams.
[ and the figure is a i

alth is added, total

i, and Mutual Aid S

Global
coverage"1

92
34
92
93
75
96
-
71
61
59
50
46
77
69
79
54
44
96
76

-
97
89

nt year available is

age by Ministry of

rough estimate; the

coverage is almost

locieties.
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Pensions

Legal coverage for the economically active population of pensions is smaller than
that of health care, because employment is a condition for entitlement: out of the 33
countries, in 25 all salaried workers are mandatorily covered (virtually all in NLC
and 12 in LA), and in another eight only part of the salaried labor force is covered.7

Legal entitlement to social assistance programs of the poor and other vulnerable
groups in LAC is summarized in table 8-3. According to the U.S. Social Security
Administration only three LA countries (Cuba, Nicaragua, and Uruguay) provide
social assistance or noncontributory pensions for the poor, and three more in the
NLC (Antigua and Barbuda, the Bahamas, and Bermuda).8 Checks on the legisla-
tion actually show that four other LA countries (Argentina, Brazil, Chile, and Costa
Rica), as well as at least two in the NLC (Barbados and Trinidad and Tobago), pro-
vide social assistance pensions for the poor (on the other hand, the Nicaraguan
program no longer appears to be in operation). A total of 11 countries, therefore,
legally have this program.

In addition, 13 countries grant mandatory coverage to self-employed work-
ers and 10 grant voluntary coverage, while 10 exclude them altogether. Seventeen
countries entitle domestic servants to mandatory coverage, one provides volun-
tary coverage, and 16 exclude them. No special pension programs are available for
rural workers except those who are salaried in large plantations. Unemployed and
unpaid family workers, as well as peasants, are always excluded.

Statistical coverage for the economically active population of contributory
social insurance pensions is presented in table 8-2. Similar to health care, the most
advanced LA countries, as well as those in the NLC for which data are available,
show the highest coverage (but lower than in health care): 73 to 97 percent in Ar-
gentina, Barbados, Chile, Cuba, Jamaica, and Uruguay. Coverage of the middle LA
group ranges from 30 to 64 percent, and in the least developed countries coverage
ranges from 13 to 28 percent. As the proportion of coverage of pensions is lower
than that of health care, it is obvious that the poor are uninsured, although they
might be eligible for assistance pensions in a few countries. In the 1980s the following
proportions of the population above 65 years appeared to receive assistance pen-
sions in six countries: Costa Rica and Brazil, 20 to 22 percent; Jamaica and Uruguay,

7 Mesa-Lago and Bertranou (1998).
8 U.S. SSA (1997).
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Table 8-3. Legal Coverage of Social Assistance Pensions for the Poor and

Other Vulnerable Groups in Latin America and the Caribbean, 1997

Noncontributory
(social assistance)

Country3 pensions for the poorb

Latin America
Argentina x
Bolivia
Brazil x
Chile x
Colombia
Costa Rica x
Cuba x
Dominican Republic
Ecuador
El Salvador
Honduras
Mexico
Nicaragua x
Panama
Peru
Uruguay x
Venezuela

Non-Latin Caribbean
Antigua and Barbuda x
Bahamas x
Barbados x
Belize
Bermuda x
Guyana
Jamaica
St. Kitts and Nevis

Trinidad and Tobago x

a. Dominica, Guatemala, Haiti, Paraguay, St. Lucia, and St. Vi
vulnerable groups,
b. Means-tested. No country provides flat rate universal pensi
Trinidad and Tobago do have social assistance pensions but ai
ragua is included but currently does not provide such pensioi
c. In some countries, these pensions are subject to special con
d. Voluntary affiliation.
Source: Author's calculations, based on U.S. SSA (1997) and a>

Contributory (s
pensions for vi

Self-employed

X

xd

X

xd

xd

xd

X

xd

xd

X

xd

xd

xd

xd

X

X

X

X

X

X

X

X

X

ncent do not have any progn

.ons. Argentina, Barbados, Br
re not included in the U.S. SS
"IS.

ditions and /or receive some

dditional information.

iocial insurance)
ilnerable groups

Domestic servants0

X

x
X

X

X

X

X

xd

X

X

X

X

X

X

X

X

X

X

ims for the poor and other

azil, Chile, Costa Rica, and
A tables; conversely, Nica-

type of subsidy.
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16 percent; Venezuela, 12 percent; and Argentina, 3 percent—the last figure is sur-
prisingly low and should be higher.9

Note that Costa Rica, which has virtually universal coverage in health care,
only covers 55 percent of the economically active population for pensions (table
8-2); however, this figure does not take into account social assistance pensions,
hence, total coverage should be higher but not close to universal. Affiliation in Costa
Rica's contributory pension program among the self-employed is only 9 percent
(contrasted with almost universal coverage in health care) because their affiliation
is voluntary and they do not receive a fiscal subsidy as in health care. The highest
percentages of affiliation of self-employed workers, albeit still a minority, are found
in countries where coverage is mandatory: 25 to 48 percent in the Bahamas, Uru-
guay, and Barbados (coverage appears to be high in Argentina also). Data available
for other countries, where coverage happens to be voluntary, show much lower
percentages: 1 to 11 percent in Chile, Peru, and Mexico. But one should not infer
from these scarce data that making coverage mandatory would solve the problem,
because there are other factors involved such as the proportion of the labor force in
self-employment (for example, low in Uruguay and very high in Peru), the higher
financial burden of affiliation imposed on these workers, and the significant diffi-
culties in affiliating them and collecting their contributions.10

ENTITLEMENT CONDITIONS AND BENEFITS

This section describes several programs of social assistance available in LAC (for
health care and pensions) and analyzes entitlement conditions and benefits in such
programs.

Entitlement Conditions

Social assistance can be granted for health care and pensions. For health care the
condition of poverty is not required under the national health system, as all resi-
dents regardless of income are entitled to free care. In the social insurance system
typical of LA, those not insured are normally entitled to free health care in the
public system managed by the Ministry of Health. In both systems only the poor

9 World Bank (1994).
10Mesa-Lago (1990); Mesa-Lago and Bertranou (1998); more on this later.
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186 SHIELDING THE POOR

might be exempted from paying user fees in countries that impose them. In a few
countries of LA access of the noninsured to the assistance health program calls for
a means test.

Social assistance pensions are of two main types. The most extensive type in
the world and in LAC is the benefit based on need and, hence, limited to the poor;
this is the most adequate type for developing countries that endure high poverty
incidence and income inequality, because it is targeted, demands fewer resources,
and has a progressive impact on distribution (particularly when financed by the
income tax); but it has administrative costs (identification of the poor, means test)
and conveys a stigma. Nonexistent in LAC is a universal benefit that is flat and
granted regardless of income and wealth; this type is administratively simpler and
cheaper than the first type and does not convey a stigma because it is universal.
However, it might stimulate both evasion in the contributory scheme and free rid-
ers. This type of pension is more appropriate to developed countries as they have
abundant resources and a more equal income distribution. Its regressive effect (be-
cause it is paid to middle- and high-income groups) could be eliminated by includ-
ing the pension in the income tax, but this would be difficult to enforce in LAC
countries because they have a low capacity to collect such a tax, and their main
source of fiscal revenue is the usually regressive sales tax.11 The first type of pen-
sion is the one found in at least 11 LAC countries, six in LA and five in the NLC
(table 8-3). We have information on nine of those countries, and all but one re-
quires the means test (table 8-4). In Barbados such a test was suspended in 1982,
although the rapid increase in costs thereafter might have forced its restitution.
The means test is commonly based on a minimum wage or pension level for the
insured or his or her family. In addition, in some countries the recipient of the
pension may not be supported by his or her family (Brazil, Uruguay), or a ceiling
is set on the number of assistance pensions granted (Chile), or the overall sum
depends on the resources available (Costa Rica). In the old Brazilian system, in
operation in 1975-95, it was required that the beneficiary had contributed for at
least one year to the social insurance program; that condition was eliminated in
the new system, which replaced the old one in 1996 and led to a significant in-
crease in pensioners.12

Social assistance pensions are invariably awarded for the risks of old age and
disability, but less so for survivors. Table 8-4 shows that only four of the nine coun-

11 World Bank (1994).
12IPEA (1998a, 1998b).

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



PENSIONS AND HEALTH CARE FOR THE POOR 187

tries in LAC for which data are available grant survivors' pensions, an important
difference from social insurance, which always provides this type of pension. Poor
widows and young orphans, therefore, are more devoid of aid than the elderly and
disabled.

Entitlement conditions for social assistance pensions are stricter than for so-
cial insurance pensions and depend on the risk covered. For instance, a minimum
age is required for an old age pension between 65 and 70 years (table 8-4), higher
than the ages required for retirement in the insurance scheme, and yet the poor
have a life expectancy lower than the insured (who normally enjoy better living
conditions). The higher minimum age is imposed to cut assistance expenses and
discourage the nonpoor from obtaining that pension. Disability assistance pensions
usually demand a medical test of the incapacity similar to that required from the
insured, but there are no data on whether that test is equally administered in both
cases. The new assistance pension system of Brazil expanded the definition of dis-
ability to include the congenital cases. The few countries that grant survivors' as-
sistance pensions often require that the dependent relative is poor also. In Costa
Rica, the widow should have children below 18 years of age or disabled, otherwise
she must be older than 55 years or disabled. In Cuba, single mothers who have
children qualify for a pension.13

Benefits

It has been mentioned already that the quality of health care usually available to
the poor under the Ministry of Health is lower than that provided by social insur-
ance and the private sector; hence, the poor receive (if effectively covered) the worst
care available. The economic crisis of the 1980s led to a cut in social expenditures,
and fiscal budgets for the Ministry of Health were substantially reduced in most
countries of the region, investment was halted, and the availability and quality of
care declined. A few countries tried to cope with the crisis, reassigning resources to
the poor and the infant-maternal group, and a modest recovery took place in the
late 1980s and 1990s. In Chile, the return of democracy in the 1990s led to an in-
crease in the health budget and some improvement in the infrastructure and per-
sonnel. In Cuba the crisis was postponed until the 1990s, when the socialist camp
collapsed and Soviet aid was terminated; in spite of an impressive physical plant,

1CCSS (1995); Mesa-Lago and Roca (1992).23
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equipment, and personnel, the health sector is suffering an acute crisis owing to
the lack of medicine, spare parts, and other crucial inputs.14

Both the number and expenditures of social assistance pensions are usually
lower than those of social insurance pensions, because of the former's tougher en-
titlement conditions and the considerably fewer resources assigned. Table 8-5 sup-
ports that general rule in five of seven countries for which data are available; the
table exhibits the proportions of assistance pensioners over total pensioners and of
assistance pension expenditures over total pension expenditures: 9.1 and 5.6 per-
cent in Uruguay, 8.2 and 4 percent in Argentina, 10.2 and 5.7 percent in Brazil, 34.7
and 7.4 percent in Chile, and 49.7 and 15.9 percent in Costa Rica. The opposite is
true in the two NLC countries: 58.5 and 39.9 percent in Barbados, and 76.5 and 45.5
percent in the Bahamas. There, the proportion of assistance pensioners is higher
than that of insured pensioners (in LA the proportion of insured pensioners is
higher). Such abnormally high proportions are explainable by the financial and
administrative systems, the relative low number of insurance pensions in young
schemes, and the liberalization of entitlement conditions for assistance pensions in
both countries in the 1980s—in Barbados, in the midst of political campaigns for
national elections, the means test was suspended, the age was reduced, and the
pension amount was increased.15

The average social assistance pension is and should be smaller than the insur-
ance pension in order to avoid both disincentives for the insured's compliance and
incentives for free riding (if the amount paid in the two types of pensions is close,
why affiliate and pay contributions to social insurance if one can get a similar pen-
sion free?). Table 8-5 confirms this assertion for all eight countries, but note that
while the ratio of insurance over assistance pensions is 5.2 in Costa Rica, it declines
to 2.9-2.4 in Chile, Argentina, and Cuba; 1.9-1.8 in Brazil and Uruguay; and 1.5-1.4
in Barbados and the Bahamas. In the last two countries the gap between the two
types of pensions is very narrow, hence generating adverse effects. In 1987 insured
workers in these two countries complained that their pensions were very close to
the assistance pensions and that part of their contributions to the insurance scheme
was used to finance the assistance pensions; this criticism was stronger in Barba-
dos after the elimination of the means test.16

The social assistance pension should be sufficient to cover the essential needs

14 Mesa-Lago (2000a, 2000b).
15 Mesa-Lago (1988,1994a).
16 Mesa-Lago (1988); the author was unable to gather more recent information on this issue.
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Table 8-5. Benefits of Social Assistance Pensions in Some Latin American
and Caribbean Countries, 1997-98

Percentage of social assistance
over total social security

Country

Argentina
Bahamasc

Barbados0

Brazil
Chile
Costa Rica
Cubad

Uruguay

- Not available,
a. In some countries
b. This figure might
c. Data are for 1986.
d. Data in the third c
Source: Argentina fro
from IPEA (1998a, 1
from UNDP (1997) a

Number of
pensioners'1

8.2
76.5
58.5
10.2
34.7
49.7
-

9.1

refers to number of pens
be inflated because it is t]

:olumn are for 1995.
m Schulthess (1995) and B
998b); Chile from SSS (19
nd Rivera (1999); and Un

Pension
expenditures

4.0
45.5
39.9
5.7
7.4

15.9
-

5.6

ions (one person may r
he average of several p

lertranou (1999); Bahan
'97, 1999); Costa Rica f
iguay from EPS (1998).

Ratio of social
insurance over

social assistance
average pension

2.5
1.5
1.4
1.9
2.9
5.2
2.4
1.8

•eceive more than one pen;
rograms not all of which a

ias and Barbados from Me
rom CCSS (1997) and Me:

Monthly average
social assistance

pension
(U.S. dollars)

150.00b

-
-

108.72
52.37
31.18
1.90

134.13

sion).
ire assistance.

sa-Lago (1994a); Brazil
sa-Lago (1998b); Cuba

Based on SSS (1999).

of the poor. Although we lack exact comparative data on the cost of living in these
countries, table 8-5 indicates that the average monthly assistance pension ranges
from U.S.$108 to U.S.$150 in Argentina, Brazil, and Uruguay but is considerably
lower (U.S.$31 to U.S.$52) in Chile and Costa Rica, and extremely low in Cuba
(U.S.$1.90). The cost of living in Chile is close to that in Argentina, Brazil, and Uru-
guay and Chile's social assistance pension is less than half that of the other coun-
tries; the cost of the basket to cover basic needs in Chile in mid-1998 was 50 percent
higher than the social assistance pension.17 Costa Rica has a lower cost of living
than the other four countries (Argentina, Brazil, Chile, and Uruguay), but its assis-
tance pension is 40 percent less than that of Chile and 71 to 79 percent less than the
assistance pensions in Brazil, Uruguay, and Argentina.

In Cuba, in the 1980s, the average value of a pension was low, but pensioners
received a basic package of rationed goods at subsidized prices, their house rent
was fixed and reduced if their income level was very low, transportation was very

17
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cheap, and health care was free and of adequate quality. The crisis of the 1990s
reversed those compensatory benefits: in 1998 the minimum social insurance pen-
sion was 60 pesos, or U.S.$2.86 (at the rate of exchange in state houses), and the flat
assistance pension was 40 pesos, or U.S.$1.90; furthermore, the package of rationed
goods has been dramatically reduced, prices in free markets have skyrocketed, trans-
portation has been cut to one-tenth, and health care has deteriorated.18

In Brazil, the old-system assistance pension was raised to equal the minimum
salary in 1991 (with retroactive effects to pensions paid since 1988), and that level
was maintained by the new system that began in 1996. The old system also elimi-
nated in 1991 the difference in the amounts of pensions paid in urban and rural
areas, hence raising the latter where the poverty incidence was higher: at the end of
1997, the proportions of pensioners and pension amounts in urban areas were 11
and 5 percent of the totals, respectively, while those in rural areas were 8.9 and 8.8
percent, respectively.19

FINANCING

This section analyzes the aggregate cost of social assistance, its revenue sources,
financial aid needed to incorporate special labor groups, and impact on income
distribution.

The Cost of Social Assistance

The amount usually assigned to social assistance programs in LAC is small in rela-
tion to both total social security benefit expenditures and GDP, although available
data are probably underestimated. The International Labour Office only reports
data on social assistance expenditures for 12 countries in LAC (see table 8-6; Brazil
was added by the author), the majority of them in NLC.20 Argentina, Chile, and
Uruguay do not appear in the table, although they have social assistance pensions.
The ILO figures are underestimated because expenditures of noncontributory pen-
sion and health care programs seem to be included as social insurance instead of
social assistance, and expenditures of some public health programs under the min-
istry are often excluded. Unfortunately these are the only data available and, in

18 Mesa-Lago (1997); UNDP (1997); Rivero (1999).
19IPEA (1998a, 1998b).
20 ILO (1996,1999).
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Table 8-6. Social Assistance Expenditures as Percentages

of Total Social Security Benefit Expenditures and GDP
in Latin America and the Caribbean, 1986-94

Country3

Latin America
Brazilb

Costa Rica
Cuba
Ecuador
Nicaragua
Panama

Non-Latin Caribbean
Barbados
Belize
Grenada
Guyana
Jamaica
Suriname
Trinidad and Tobago

a. Only countries that show social ;
b. Data are estimated by the authoi
Source: Based on ILO (1996, 1999).

Year

1994
1993
1990
1986
1992
1989

1986
1989
1989
1989
1992
1989
1989

assistance expenditv

Percentage of total
social security

benefit expenditures

5.0
3.9
3.4

17.2
12.9
0.4

5.5
9.4
6.2
1.6

30.8
31.7
17.1

ires are included.

Percentage
of GDP

0.27
0.29
0.52
0.51
0.07
0.04

0.25
0.09
0.17
0.03
0.32
0.82
0.41

eight countries, the most recent year reported by the ILO is either 1986 or 1989. The
World Bank gives data on social assistance pensions as a percentage of total old-
age pensions in six countries in the 1980s, including Venezuela, which is not re-
ported on either by the ILO or by the U.S. Social Security Administration.21

The proportion assigned to social assistance out of total social security benefit
expenditures is lower than 10 percent in eight countries (5 percent or smaller in five
of them), it increases to 13-19 percent in three, and reaches 31-32 percent in the
other two. In no country does social assistance expenditures as a percentage of
GDP reach 1 percent, and in 10 countries it is below 0.5 percent (it has been esti-
mated that 0.5 to 1 percent of GDP in transfers would suffice to eradicate extreme
poverty).22 In spite of the flaws mentioned, these data suggest that very little is
spent on social assistance in the region. The overwhelming majority of social secu-

21 World Bank (1994).
22 Lustig and Deutsch (1998).
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194 SHIELDING THE POOR

rity expenditures, therefore, go to social insurance, although in half of the countries
of LA less than one-third of both the economically active population and the total
population are covered by that program (table 8-2).

The scarcity of resources assigned to social assistance is often aggravated by
the failure of the state or other institutions to properly allocate those resources. The
overall amount for assistance is normally fixed without clear priorities, resulting in
a struggle among various dispossessed groups for the meager funds available and
encouraging political patronage.

Sources of Revenue

Social assistance in LAC has three main sources of revenue: a percentage contribu-
tion on the payroll earmarked for social assistance (separated from that for social
insurance); fiscal resources; and transfers from social insurance funds (this often
happens when the other two sources are insufficient to finance assistance costs).
Table 8-7 shows the sources of social assistance pensions in eight countries; financ-
ing of health care for the poor is generally done out of the state budget; some pecu-
liarities of these sources are explained below.

In Argentina and Cuba the only source of revenue for the two noncontribu-
tory programs is the state budget. In Chile, social assistance health care is totally
financed by the state, while noncontributory pensions are mainly financed by the
state but with the minor aid of a payroll contribution imposed on those insured in
the old social insurance system (those in the new private pension system do not
pay that contribution). In Costa Rica the two programs have different legal financ-
ing: health care for the poor is a state obligation, and fiscal transfers must be made
to the social insurance institute to cover the cost of care of indigentes; noncontribu-
tory pensions are financed by an autonomous fund (FODESAF) whose sources come
from an ad hoc payroll tax and sales taxes, and 20 percent of that fund is earmarked
for such pensions. In practice, neither the state nor FODESAF transfers all the re-
sources owed to the social insurance institute. In addition, the state has cut the
FODESAF budget by 50 percent, does not transfer to FODESAF all the tax revenue
collected, and has charged it with part of the cost of health care for the poor. As a
result, the social insurance institute is forced to cover the deficit of both programs,
and the public debt has been significant for many years.23 In Brazil, the old assis-

; FCN (1998b).
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Table 8-7. Financing and Administration of Social Assistance Pensions
in Latin America and the Caribbean, 1997-98

Source of revenue

Transfers from 

Percentage
Country of payroll

Argentina
Bahamas3

Barbados3 x
Brazil xb

Chile x
Costa Rica x
Cuba
Uruguayf

a. Data are for 1987.
b. Contributions to social insur;
new system is entirely finance
might be.
c. Social insurance manages th<
Social Assistance, decentralizec
d. There are no pension funds,
e. State designs policy, and adn
f. Data are for 1990.
Source: See table 8-4.

State

x
x

xb

X

X

X

ance (transff
d by the sta

3 old systerr
i, with parti

ninistration

insurance Common Separated insurance State

x x
X X X

X X X

xb xb xb xc xc

X X

X X X
d d e

X X X

jrs) were used to finance the old system, hence, there is a common fund; the
ite and the social insurance fund should not be touched, but in practice it

i. The new system is administered by the Ministry of Social Insurance and
icipation of local organizations.

is by organizations of people's power.

tance pension system was funded (and still is for those currently under that sys-
tem) by payroll contributions to social insurance (transfers, in reality), but the new
assistance system is financed by the state mainly by a tax on the gross turnover of
private enterprises.24 Barbados has a separate payroll contribution for social assis-
tance pensions, but it is insufficient, and transfers are made from social insurance.
In the Bahamas and Uruguay social assistance pensions are to be financed by the
state, but the amount assigned is insufficient, thus leading to transfers from social
insurance; the proportion of assistance pensions financed by the state in the Baha-
mas declined in the 1980s, while transfers from social insurance increased.25

In general, it is better to finance social assistance pensions from fiscal resources,
particularly if the major state revenue is the income tax, because the impact on

24IPEA (1998a).
25 Mesa-Lago (1988,1994a).

socialinsurance and
assitance pensionn funds unjh
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distribution would be progressive. The risk is that the state controls the budget for
those pensions and can cut them. A payroll contribution earmarked for social assis-
tance could avoid that problem but create others noted above. A valuable lesson
learned from past experience is that social insurance and social assistance pensions
should not be mixed but must have clear and separate sources of revenue, accounts,
and funds.

Financial Aid to Incorporate Special Labor Groups

Financial aid is needed to make possible the extension of health care and pensions
to other groups of the population with low income and special labor conditions.
When discussing the low percentage of self-employed workers who are covered by
social insurance, it was argued that the financial burden imposed on them is one
important cause. In the overwhelming majority of countries, the law imposes on the
self-employed a percentage of contribution equal to the sum of the percentages that
the salaried worker and his or her employer pay, the reason being that the self-em-
ployed lacks an employer. As a result, the percentage paid by the self-employed is
two or three times that paid by a salaried worker; because most of the self-employed
have an income below the minimum wage, establishing the latter as the tax base
does not solve the problem. It was shown that in Costa Rica, the self-employed have
a very high coverage by the social insurance health care program but a very low
coverage by the pension program. Apart from the issue of priorities of the insured
(health care being more urgent than long-run income security), a crucial explanation
for the difference is that the percentage contribution of the self-employed to health
care is slightly lower than that paid by the salaried worker but the contibution is
three times higher for pensions.26 One of the reviewers of this chapter rejected my
point that the self-employed have a heavier tax burden than the salaried worker
arguing that "there is no meaningful distinction between the portion of an employ-
ment tax [social security contribution] paid by the employer and the employee. The
employer is not going to pay a gross wage that exceeds the worker's marginal pro-
ductivity." And yet there is a long debate on whether the employer actually pays that
contribution or transfers it to the worker or to prices; in the first and third possibili-
ties the employee does not have the burden of such a contribution.

26 FCN (1998a, 1998b).
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To cope with the problem discussed above and avoid paying an assistance
pension to the low-income elderly self-employed, three alternatives could be
considered: establishing a lower level of income as the tax base, reducing that con-
tribution and adjusting the pension accordingly (making it actuarially fair), or sub-
sidizing the self-employed contribution for pensions. Probably, a combination of
the first and second options would be the best, because they do not require a fiscal
subsidy that could encourage a reclassification of work from wage to self-employed.
And yet, if the amount of the pension were excessively low, some type of subsidy
would be needed to effectively incorporate this group. Concerning health care,
national health systems or integrated social insurance systems, as in Costa Rica, are
adequate solutions for incorporating the low-income self-employed and similar
groups mentioned below.

Coverage of domestic servants tends to be somewhat higher than that of the
self-employed because they do have an employer (mandatory affiliation appears
to be an important explanatory factor here also), but the special nature of this con-
tractual relationship and the obstacles that impede the state's enforcement of the
law are factors that contribute to low coverage.27 Peasants are also difficult to incor-
porate into a pension program for several reasons: income that is below the mini-
mum wage and that may be unstable; lack or frequent changes of employer; isola-
tion and dispersion that make it very arduous to register, collect contributions from,
and pay benefits to them (more so than the urban self-employed); extremely hard
work and poor living conditions that reduce their life expectancy (the worker may
be dismissed when his or her ability to work declines with age); complex and long
bureaucratic procedures to prove their years of work and process a pension; and
the prevailing culture that their children will take care of them in old age, although
such informal protection is rapidly disappearing.28 In Brazil, workers in the rural
sector receive a pension financed by a tax on agricultural production.29 Special so-
cial insurance schemes and methods should be designed, tailored to the peculiari-
ties of these occupations, in order to facilitate affiliation, collection of contribu-
tions, and incentives to join.

27 Mesa-Lago (1990).
28 Mesa-Lago (1994b; 1998).
29 Schwarzer (1999).
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Impact on Income Distribution

It has been amply documented that state subsidies to social security in LA nor-
mally are not targeted to social assistance for the poor and extension of coverage to
low-income strata but are mainly assigned to social insurance and middle-income
strata that are already covered and often receive relatively good benefits. Such re-
gressive effects are illustrated by the following examples.

Studies conducted in the 1980s on the distributive impact of health care in
several countries of LAC indicate that public programs administered by the Minis-
try of Health (especially prevention and primary care), social assistance programs
for the poor, and special programs for rural areas were those with the most pro-
gressive effects, while social insurance health programs and those for privileged
groups (for example, the armed forces) had the most regressive effects. A realloca-
tion of state subsidies toward public health, prevention, and primary care, social
assistance, and rural areas, as well as extension of effective coverage to the poor
and low-income groups would considerably improve the progressive impact on
redistribution and help those in need.30

For pensions, in Brazil most social security expenditures and fiscal subsidies
are concentrated on private employees and civil servants living in cities and devel-
oped areas, who are earning relatively high salaries and are entitled to costly se-
niority pensions that result in a significant regressive effect. At the end of 1997, the
average seniority pension of private employees was about five times the average
social assistance pension; the average seniority pension for federal civil servants
was 2.5 times that of private employees, and that of federal judicial and parliamen-
tary servants was 7.5 times higher. Pensions in the new social assistance system ap-
pear to have a progressive effect on regional distribution as they are concentrated in
poor regions such as the Northeast, but their share of fiscal subsidies is so small that
it cannot compensate for the regressive effect of seniority pensions.31

Costa Rica has one of the fairest income distributions and one of the most
developed social security systems in LAC, and yet until very recently, fiscal subsi-
dies were focused on 19 independent pension programs for civil servants, con-
gressmen, judges, teachers, and so forth, who are among the best paid in the coun-
try; they accounted for 20 percent of the total number of pensioners but received 42
percent of the total amount of benefits; part of those pensions was fully financed by

30 Mesa-Lago (1992a); World Bank (1993).
31IPEA (1998a, 1998b).
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the state, and the rest received substantial fiscal subsidies. Reforms implemented
in the 1990s are reducing such inequalities by gradually incorporating all those
privileged groups (except the judiciary) into the general social insurance system,
and eventually their entitlement conditions should become standardized.32 In Chile,
although a good many of the inequalities of the old social insurance pension sys-
tem were eradicated, in 1997 at least 3.7 percent of GDP was spent by the state to
finance the pension deficit from the old system and subsidize the new fully funded
pension system, but less than 0.1 percent of GDP went to social assistance pen-
sions, which, as already noted, are insufficient to meet essential needs.33 All over
LA (except in Costa Rica), members of the armed forces enjoy the most generous
pensions and liberal entitlement conditions, and in most countries, also the best
hospitals; the state heavily subsidizes those programs. Reassigning state subsidies
away from middle-income and some high-income groups and directing them toward
the poor and low-income strata would help to extend coverage of pensions, reduce
poverty, and reverse the current regressive impact on distribution.34

ADMINISTRATION

There is an important need throughout LAC for the coordination of social assis-
tance with social insurance, as well as other antipoverty programs, such as social
safety nets, the health policy, and so forth. Different agencies are in charge of the
administration of social assistance in the region.

Health Care

The Ministry of Health manages integrated national health systems. In only one
country (Costa Rica), does the social insurance institute administer the noncon-
tributory health program through an integrated system (which unifies all preven-
tive and curative care), while the ministry sets policy, oversees the system, and
provides some minor services. The advantage of these two approaches is that their
services are integrated, and the poor tend to receive similar care as the rest of the
population (I have confirmed such equality of treatment in Costa Rica). When the
health system is dual or multiple, stratification results: the middle-income group is

32 Mesa-Lago (1994a, 1998).
33 Bustamante (1998); SSS (1998).
34 Mesa-Lago (1983,1990,1992a); World Bank (1994).
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covered by social insurance, the poor and low-income groups are legally left to the
care of the ministry, and the high-income and some of the upper-middle-income
groups are covered by the private sector (in Chile health maintenance organiza-
tions covered 27 percent of the total population in 1997). The best services are those
of the private sector and, normally, the armed forces, followed by those of social
insurance, and the worst services are those of the ministry. In about half of the
countries in LA, a minority of the population is affiliated to social insurance but
receives the large majority of the health care revenue; conversely the majority of
the population is legally assigned to the public program of the Ministry of Health,
which receives a small share of the budget.

With few exceptions, efforts to unify the services of the ministry and social
insurance and decentralize the provision of services have failed, in spite of numer-
ous reform attempts and recommendations of diverse international agencies (ILO,
PAHO, World Bank). In the early 1980s Chile implemented a thorough health care
reform, and a few other countries are doing the same in the second half of the 1990s
(Argentina, Colombia, Peru); it is too soon to evaluate the results of this second
round of reforms.35

Pensions

The administration of social assistance pensions is normally centralized. It is in the
charge of the social insurance institute in five countries: the Bahamas, Barbados,
Brazil (old system), Costa Rica, and Uruguay; and directly by the state in the other
four countries: Argentina, Brazil (new system), Chile, and Cuba (table 8-7). In the
Bahamas and Barbados, the management of social assistance was shifted from the
state to the social insurance institute in 1974 and 1982, respectively, while the oppo-
site has been occurring in Brazil since 1995-96. At least in two countries, there is
some degree of decentralization and input from below.

Brazil's old social assistance system was fully administered (and still is for
those already covered by it in 1996) by the social insurance institute. The new sys-
tem began with a complete reorganization of social assistance and is based on prin-
ciples of decentralization, but the social insurance institute on behalf of the state
still pays pensions, although this function is expected to be eventually transferred
to municipalities; popular participation is secured through local representative coun-

35 Mesa-Lago (1992a); Cruz-Saco and Mesa-Lago (1999).
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cils of social assistance, municipal services, and private institutions.36 In Cuba the
Ministry of Labor and Social Security designs the social assistance policy and su-
pervises the system, while local organizations of people's power (OPP) grant the
pensions; more information is needed on the OPP functions and whether they ac-
tually identify who are the poor, administer means tests, make suggestions on how
to improve the system, and so forth.

It is not rare to find abuse and free riders in social assistance programs: pen-
sions paid to those who are not poor, through political patronage or bureaucratic
connections. Recent reports on pensions in Brazil and Costa Rica assert that there
are irregularities such as the simulation of poverty (indigence), underdeclaration
of age, false witnesses' statements, clientelism, and political interference in the se-
lection of the beneficiaries.37

Some countries (for example, Costa Rica, Mexico) have tried to facilitate the
incorporation of and collection of contributions from peasants and self-employed
workers (an obstacle mentioned already) by using their cooperatives and associa-
tions to register and collect from them, but, although positive, the results have been
small, owing to the scarce managerial ability of such intermediaries and lack of
incentives offered by the social insurance institute for their effort.38 Social insur-
ance institutes should help to train their associations or cooperatives as efficient
intermediaries and pay a commission based on the number of affiliations and
amount of contributions collected. A question of administrative arrangement that
has significant financial implications is whether the social assistance and social
insurance pensions have separate funds or they are together in a common fund
(table 8-7). In the Bahamas, Barbados, and Uruguay there is a common fund for
both programs, thus facilitating the transfers from insurance to assistance. In Cuba,
there are no pension funds at all, and the state pays both types of pensions out of
general revenue. In Costa Rica, the two funds are separated, but due to FODESAF's
incomplete or complete but insufficient transfers to social insurance, the latter ends
up absorbing the difference (in the past, state debts have usually been negotiated
in and paid with government bonds, but resulted in losses for social insurance). In
Brazil, the old system had and still has a common fund (a minimum of 12 monthly
contributions to social insurance is required to qualify for the old assistance pen-
sions), while the new system is financed by the newly created state Fund for Na-

36IPEA (1998a).
37 IPEA (1998b); FCN (1998b).
38 Mesa-Lago (1998).
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tional Social Assistance (FNAS). Technically, the social insurance fund is separate
now and cannot be used to finance social assistance pensions but, in practice, the
FNAS delays the transfer to the social insurance institute to pay such pensions,
resulting in a bitter fight between the two institutions. Finally, Argentina and Chile
have a separate social insurance fund that cannot be touched for social assistance
pensions, which are directly paid by the state.

In view of the negative experience of several countries in LAC, it would be
better if the social insurance institute is not put in charge of the administration of
social assistance pensions. Even if the social insurance institute directly receives
the revenue of a special tax or payroll contribution, it would be responsible for
paying assistance pensions if that tax/contribution is insufficient to cover costs.
The same would happen if the owed state subsidy or transfer fails to materialize or
is insufficient to cover all costs. It could be argued that transfers from social insur-
ance to social assistance have a progressive redistribution effect, but it is more trans-
parent and less complex to achieve that end by reassigning fiscal subsidies in order
to target the poor.

TWO RECENT TYPES OF REFORM: BRAZIL AND COSTA RICA

This chapter has argued that a national health system or a universal, integrated health
care system is the best way to protect the poor and low-income groups, and several
countries of the NLC and Costa Rica should be models for LA. The same is not true of
adequate models for social assistance pensions, and this section provides two ex-
amples of them: the recent reform of Brazil (1991-96), and the proposal for such re-
form in Costa Rica (1998). These two countries are also important for the peculiarities
of their systems: the two have the highest coverage of social assistance pensions of
the population above 65 years in the region, and they have different types of admin-
istration. Costa Rica's system is managed by social insurance, while Brazil's is man-
aged by the state. Brazil's new system is decentralized, with participation from be-
low; and Costa Rica's proposed reform was the outcome of a process of national
consensus and advocates the universalization of the old age assistance pension and
the extension of coverage among self-employed with low income.

Brazil

The Organic Law of Social Assistance, widely discussed in Brazil since 1989, en-
acted in 1993, and regulated in 1995, established in 1996 a new national social assis-
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tance scheme.39 It has integrated several previous institutions and programs, is de-
centralized, institutionalizes the participation of representative organizations, and
claims to have abolished the old vices of the past: fragmentation and lack of coordi-
nation, clientelism, and corruption.40 Three agencies that dealt with social assis-
tance were integrated into the Secretary of Social Assistance, which is one of the
two main branches of the Ministry of Social Insurance and Social Assistance (MPAS);
the ministry elaborates the budget proposal and coordinates and supervises the
social assistance policy at the national level. A newly created National Council of
Social Assistance approves the national policy and assistance budget, registers the
various institutions devoted to social assistance policy, and designs the criteria for
transfer of resources to such institutions. The federal district, states, and munici-
palities have funds that receive the resources from the Union, contribute their own
share, and manage the funds according to previous agreements signed with the
MPAS. The implementation of the programs is done at the local level by Councils
of Social Assistance; trade unions, municipalities, and NGOs cooperate with the
councils. Norms for the social assistance policy, approved at the end of 1997, pro-
claim the principles of universalization, equality in access to services, efficiency,
and transparency.

In 1998 an internal evaluation of the reform process reported that 67 percent
of the municipalities have organized their councils, 57 percent have established the
funds, and 32 percent have developed their plans. Some difficulties are noted in
the report such as the need to develop managerial capacity at the local level to
manage the projects in order to secure an effective decentralization process. The
importance of coordinating social assistance activities at the three levels—national,
state, and local—is also noted. In addition, the evaluation focused on quantities of
services provided instead of their quality and targeting efficiency. Several munici-
palities are under severe financial stress and cannot provide their needed share for
social assistance.

The system includes five programs: social assistance pensions for the poor who
are old or disabled; lump sums for birth and death for poor families; assistance ser-
vices; other social assistance programs; and projects to fight poverty. The key fea-
tures and results of the first three programs are summarized as follows. Social assis-
tance pensions are totally financed by the Union budget and paid through the social

39 Lei Organica de Assistencia Social (1993).
40 This section is based on IPEA (1998a, 1998b).
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insurance institute. Entitlement conditions and benefits have been described already;
the number of these pensions increased twofold in 1996-97 and reached 38 percent of
the total number of assistance pensions being paid in the nation (it should be recalled
that the old system is closed but still is paying pensions, although the number is
declining as the beneficiaries die). There are no social assistance survivor pensions in
Brazil, but the new system grants lump sums for birth and death to families with a
monthly per capita income below one-fourth of the minimum wage. Finally, assis-
tance services (preventive, curative, and promotion of health) are currently provided
to 15 percent of the elderly poor, as well as services of rehabilitation and promotion
to 4 percent of the poor who are disabled. With the exception of pensions, other ben-
efits are still modest, but the system has been in operation for only three years and
the evaluation covered only the first two.

Attractive features of the Brazilian reform that should be followed are the
integration of the social assistance system, its decentralization, and participation
from below. An outside evaluation would be useful to assess the impact of the new
system on poverty, whether pensions are sufficient to cover basic needs, the finan-
cial shares contributed at the three levels, effective implementation at the local level,
managerial efficiency, and so forth.

Costa Rica

A Forum for National Consensus was held in Costa Rica in 1998 with wide repre-
sentation from most pertinent sectors of the population (workers, employers, co-
operatives, peasants, women, minorities, political parties, the Executive, NGOs) to
discuss several crucial issues, one of them being pension reform. At the end of
September, a document with recommendations had been elaborated by the forum
and sent to the government; reportedly, a legal draft had been finished at the end of
1998 and submitted to congress for its consideration in 1999 (it was approved in
2000). The document includes two important reforms: the universalization of a so-
cial assistance pension and the extension of social insurance pension coverage among
low-income groups.41

Principles of the document are the right of all people to a pension sufficient to
cover basic needs, the extension of coverage of the social security system to the
uninsured, especially among the poorest, the universalization of a noncontribu-
tory pension for the poor based on solidarity, and the state obligation to guarantee

41 This section is based on FCN (1998a, 1998b); Mesa-Lago (1998).
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such a pension. A noncontributory basic pension would be granted to all the popu-
lation more than 70 years old and not covered by current pension schemes, starting
with the least developed counties and gradually extending to the entire nation in
five years. A new permanent Solidarity Fund for that purpose would be estab-
lished, separate from the insurance pension fund, with the current resources pro-
vided by FODASEF (guaranteed by the government) and others from government
agencies, municipalities, and communities. The new pension, it is estimated, will
cost from 0.16 percent to 0.26 percent of GDP in the next twenty years. Costa Rica
already has a noncontributory pension for the poor older than 65, but it has a ceil-
ing, and a significant part of the target population does not receive such a pension.
Apparently, the new program would not eliminate the current one but would be
added to it. It is not clear, however, whether the new pension would be universal
regardless of income or based on need and submitted to a means test. The amount
of the new pension would be 50 percent of the minimum insurance pension, which
suggests it might be higher than the current average assistance pension (equal to
one-fifth of the average insurance pension) and close somewhat the existing gap
between insurance and assistance pensions.

The power to extend coverage to low-income self-employed workers, who
are not voluntarily affiliated to the insurance program, is left to the social insurance
institute, which will decide to establish mandatory coverage for various sectors
according to their characteristics, based on a public timetable. To facilitate the in-
corporation of these workers, the state will subsidize the portion of the percentage
contribution assigned to employers, totally or partially depending on the worker's
income. The pension will be at least equal to the minimum pension in the insur-
ance pension program, a controversial aspect because, combined with the explained
subsidy, it could encourage salaried workers (in combination with their employ-
ers) to report that they are self-employed. No estimates have been released on the
cost of this program. The proposal does not mention other groups in the labor force
that are difficult to incorporate into the contributory pension program (for example,
peasants), but says that the social insurance institute should evaluate its agree-
ments with associations or cooperatives of such groups and promote and help their
affiliation. A special program is proposed to encourage voluntary affiliation by
housewives to the contributory pension program.

The Forum document is generally positive, and most of its recommendations
appear to be feasible. The proposed universalization of the social assistance pen-
sion follows most of the recommendations of this chapter, but two of its features
are not clear: the type of the assistance pension and its relationship with the aver-
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age insurance pension. The estimated cost of this program, as a percentage of GDP,
is small, but details on the calculation are lacking. If accurate, the program should
be financially viable in Costa Rica. The proposal to extend coverage to the self-
employed also follows this chapter's recommendations, except, perhaps, for the
determination of the level of the pension for the self-employed. The process of build-
ing a national consensus to design the crucial elements of a pension reform in Costa
Rica is so far unique in the region and should be a model to follow.

CURRENT AND FUTURE PROBLEMS AND RECOMMENDATIONS

This section summarizes the major problems currently faced by social assistance
and the recommendations of this chapter (organized by the four sections of the
study) and explores potential future difficulties in this field.

Coverage

Problems

LAC countries with national health systems provide their services to all residents,
and hence appear to cover virtually all of the population, including the poor and
low-income groups; this is also true of at least the four most developed countries
with social insurance systems in LA, through a combination of social insurance
and assistance. In the rest of the countries with social insurance systems, total popu-
lation coverage combining all programs ranges from 75 percent to 34 percent and,
therefore, leaves out most or all the poor and low-income strata. Those legally en-
titled to protection by the public health system managed by the Ministry of Health
do not have effective access to care, or the quality of the services they receive is
very poor. Only one country with a social insurance system (Costa Rica) has inte-
grated all health services and provides coverage to the poor (under social assis-
tance) as well as low-income groups (who receive subsidies), and their treatment is
equal to that of the insured. Health care coverage in rural areas (where poverty
incidence is higher) is lower and poorer in quality than in urban areas; indigenous
populations are usually poor, concentrated in rural areas, and largely unprotected
by health care. Informal workers in urban areas, most of whom are poor, also lack
effective health coverage.

Coverage of the economically active population by social insurance pensions
tends to be lower than that by health care and excludes the poor with very few
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exceptions: in the four most developed LA countries and two NLC countries, such
coverage ranges from 73 to 97 percent and, in some of them, a proportion of the
poor might be covered by social assistance. Legal and statistical coverage of the
self-employed, domestic servants, rural workers, and other low-income groups is
considerably smaller than that by health care too. In about eleven countries, social
assistance pensions are legally established for the poor, but the scarce data avail-
able suggest that they do not cover the majority of them.

Recommendations

National health care systems or integrated social insurance health systems that cover
all the population with primary health care should be established in order to pro-
tect the poor; ex ante coverage by social assistance of health (prevention, health
education, potable water, and waste disposal) is better and cheaper than ex post
curative care; where resources are very scarce to expand coverage, priorities should
be given to health care over assistance pensions; the least developed countries should
also target rural areas (and indigenous populations where they exist) over urban
areas; facilities should be given to middle- and high-income strata to buy addi-
tional coverage or better protection through different providers, including social
insurance and the private sector but without any fiscal subsidy; social assistance
pensions should be expanded to the poorest population after universal coverage in
primary health care has been achieved; and the incorporation into social insurance
of low-income groups, such as the self-employed, domestic servants, and employ-
ees of microenterprises could be facilitated by establishing mandatory programs
for some of them or creating ad hoc schemes with lower financing burden and
benefits (subsidized contributory programs ex ante are cheaper than and avoid the
stigma of social assistance ex post).

Entitlement Conditions and Benefits

Problems

Although comprehensive and accurate data are not available, it appears that about
one-third of the countries of LAC have social assistance pension programs in op-
eration. All of them are based on need, and all, with the possible exception of one,
are means tested. No country offers a universal, flat pension regardless of income,
which is more appropriate to developed countries. Assistance pensions are granted
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to the poor in old age and disability; only three countries legally provide pensions
to survivors (the Bahamas, Costa Rica, and Cuba), hence, poor widows and minor
orphans are left without protection. Minimum ages for old age assistance pensions
are higher than those required for contributory programs and range from 65 to 70
years; certain workers whose labor conditions are very harsh cannot in practice
gain access to the contributory pensions and must wait a longer period to qualify
for the assistance pension. We lack comparative data on how the medical test for
disability is administered. In at least two countries (the Bahamas and Barbados),
the levels of the social insurance and social assistance pensions are very close, hence
creating disincentives for affiliation to the contributory program and encouraging
free riders. Three countries (Argentina, Brazil, and Uruguay) provide minimum
assistance pensions that appear sufficient to cover basic needs (in Brazil, to avoid
indigence), but in other countries (Chile, Costa Rica, and Cuba) those minimums
seem to be insufficient. Cuba used to provide low minimum pensions, combined
with a social safety net that protected the poor, but the crisis of the 1990s has dras-
tically reduced that minimum in real terms and virtually destroyed the additional
social safety net.

Recommendations

The social assistance pension based on needs and means tested is recommended
for most of LAC because of the region's scarcity of resources, high poverty inci-
dence, and income inequality; poor widows with minor children and single moth-
ers with a large number of children should be protected by social assistance
(workfare, nutrition, health care, childcare, and training programs should be pref-
erable to cash transfers when feasible); there must be a sufficient difference be-
tween the pension paid by social insurance and social assistance, but the reduction
of the latter may result in a sum grossly insufficient to cover basic needs (changes
in social assistance, therefore, should be coordinated with a reform of social insur-
ance pensions); and ad hoc pension programs should be designed for groups of the
labor force working under very harsh conditions.
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Financing

Problems

The available data on social assistance expenditures are scarce and plagued by im-
proper definitions. Such data indicate, nevertheless, that only a small proportion of
social security is devoted to social assistance, and most of that goes to social insur-
ance, despite the fact that, in half of LA, two-thirds of the population and labor
force are not covered. As a percentage of GDP, assistance expenditures are usually
lower than 0.5 percent, suggesting that a more significant effort is needed and could
be financially feasible in many countries, particularly the most developed, if there
is the political will. Ceilings are normally set to the overall sum assigned to assis-
tance pensions, without clear priorities, which leads to a struggle for the scarce
resources available. Very high percentage contributions imposed on the self-
employed worker (due to the lack of an employer) are triple the percentage contri-
bution assigned to the salaried worker, making very difficult the incorporation of
the self-employed and increasing the chances that they will eventually become as-
sistance cases. Evidence from several countries (Brazil, Chile, Costa Rica) shows
that the bulk of fiscal subsidies is allocated to social insurance pensions for privi-
leged groups (for example, congressmen, the judiciary, other civil servants, mem-
bers of the armed forces), and very little is assigned to social assistance for pen-
sions and health care, with a regressive impact on income distribution.

Recommendations

A higher proportion of social security expenditures and GDP could be devoted to
social assistance programs (an increase in the proportion of GDP must be preceded
by a careful feasibility evaluation); when ceilings on the amount of assistance pen-
sions are set, clear priorities should be established to select the beneficiaries. One of
the following three alternatives or a combination of them should be considered to
facilitate the incorporation of the low-income self-employed into social insurance:
establish a lower level of income as the tax base, reduce the contribution and adjust
the pensions accordingly, or subsidize the contribution. Assistance programs for
health care and pensions for the poor and low-income groups should receive fiscal
subsidies currently assigned to the social insurance that covers middle-income
groups and generous pensions for privileged groups. C
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Administration

Problems

A major obstacle for the study, evaluation, and policy design of social assistance
programs in LAC is the very scarce data available on them; only the ILO provides
some financial statistics (incomplete and mostly outdated), and the remaining in-
ternational and regional organizations do not publish any data. There is a lack of
coordination among antipoverty programs, including social assistance, and between
this scheme and social insurance. The administration of health care in LA is nor-
mally under numerous institutions that provide unequal treatment to various
segments of the population, generating stratification and inequalities. The admin-
istration of social assistance pensions is highly centralized, without input from lo-
cal levels and beneficiaries (the poor). In a good number of countries, the pension
funds for social insurance and social assistance are not separated or the state does
not fulfill its financial social assistance obligations, thus resulting in transfers from
social insurance to assistance, which erode the financial and actuarial stability of
the former. Enforcement of the means test is not always efficient, and there are
cases of fraud, political interference, and corruption.

Recommendations

An effort should be made to coordinate all antipoverty programs (social assistance,
social safety nets, emergency employment), as well as other related programs such
as primary health care, and those targeting vulnerable groups (children, women,
ethnic groups); the current stratification in the administration of health care should
be eliminated through an integrated but decentralized system capable of securing
at least primary care for the poor and low-income groups, as well as facilitating
their participation; the administration of social assistance pensions should also be
integrated and decentralized, stimulating active participation from local levels and
beneficiaries; social Insurance and assistance pension schemes should be coordi-
nated, but their funds must be separated and the state should fulfill its financial
obligations to avoid transfers from and destabilization of the insurance scheme;
associations or cooperatives of low-income groups should be stimulated and helped
(training personnel, paying commissions) to become intermediaries that affiliate
and collect contributions from them; the means test must be applied periodically
(to check changing poverty conditions) in a simple and efficient manner (relying
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more heavily on the information provided by local communities than on central-
ized bureaucratic procedures, and without political interference and fraud); and
statistical data and information on social assistance programs should be gathered
and published by countries and international organizations to better understand
and evaluate those schemes and design adequate policies.

The Inter-American Development Bank has considerable resources and a well-
designed poverty reduction policy but little experience in direct transfers to the
poor and social protection of informal sector workers.42 The Bank could help in this
important policy area by providing financial and technical aid on the following
aspects, among others: developing information and statistics on social assistance
programs; assessing the financial feasibility of establishing these programs in LAC
countries or reforming those in existence; targeting the poor and designing simple
but efficient means tests; studying effective mechanisms for incorporation of the
informal sector in both health care and pension noncontributory programs; and
promoting administrative decentralization and participation.

Lessons from the Experience of Brazil and Costa Rica

Brazil and Costa Rica have recently introduced systems of universal social assis-
tance pensions and, because these countries already have the highest regional cov-
erage of social insurance pensions for those above 65 years, they should reach all
the elderly population including the poor. The Brazilian system has the following
features: it is managed by the state and totally financed by the Union, it integrates
all previous social assistance programs, it is decentralized at the local level and
procures participation from representative organizations. An outside evaluation of
the system is needed to assess its impact on poverty, whether pensions are suffi-
cient to cover basic needs, its effective implementation at the local level, and its
managerial efficiency. The result of a process of national consensus, the Costa Rican
system will universalize social assistance pensions for all of the population 70 years
and older and extend social insurance pensions for low-income self-employed with
a state subsidy that will totally or partially substitute for the employer's contribu-
tion. It is important to clarify whether the assistance pension will be universal re-
gardless of income or submitted to an income test, the calculation of the cost of this
program requires more precision, and the administration appears to be centralized

42 Lustig and Deutsch (1998).
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212 SHIELDING THE POOR

without representation. Features of both systems that should be emulated are the
provision of a universal social assistance pension for the elderly poor (in Costa
Rica, also a subsidized social insurance pension for low-income self-employed),
the full financing of such pensions out of fiscal revenue, and the separation of fi-
nances for social insurance and assistance pensions. Administrative decentraliza-
tion and representation from below in Brazil and the process of building national
consensus in Costa Rica are additional commendable features.

CONCLUSION

Several potential future problems can be envisioned. The number of poor has been
growing in LA since the beginning of the 1980s and reached between 150 million
and 196 million in the 1990s. The poverty incidence of the total population rose
from 41 percent to 46 percent in 1980-90, while such incidence among households
increased from 31 percent to 41 percent in that period but declined to 39 percent in
1994. Although the incidence of poverty has decreased in the majority of countries,
it has risen at least in Argentina, Mexico, and Venezuela.43 The crisis of 1998-99
(particularly in Brazil) may result in an increase in the number of poor and inci-
dence of poverty in the region, thus making it more difficult and costly to protect
them. The least developed countries have the highest poverty incidence and the
lowest resources to help the poor. Hence, their problem is the gravest. Poverty inci-
dence in rural areas is much higher than in urban areas: among the total popula-
tion it was 61 and 39 percent in rural and urban areas, respectively, in 1990, while
among households it was 55 and 34 percent, respectively, in 1994. As the poor are
concentrated in rural areas, dispersed, and often isolated, it is more expensive to
provide health care to them. Yet the rural population is declining in LAC, hence,
this problem should be reduced in the long run, but that does not exonerate the
leadership from its current responsibility to help the rural poor.

The urban informal sector is also affected by poverty, but access to health care
is relatively easier there than it is in rural areas, and yet this is not the case with
pensions. Low-income groups in the urban sector, such as self-employed and un-
paid family workers, employees of microenterprises, and domestic servants, con-
stitute the bulk of the informal sector that has been expanding since the 1980s.
These people either lack an employer or have one who often evades registration

43 CEPAL (1992,1996); Lustig and Deutsch (1998).
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and payment of contributions. The immense majority of them are not covered by
social insurance and in many cases do not meet the requirements to qualify for
social assistance, particularly in pensions. As their numbers expand, this problem
worsens, and the focus of public social policy should change.

The poor are uneducated, receive the lowest income, and are not organized.
Hence, they lack political power to press for government help. Conversely, the most
powerful groups of insured are well educated, have relatively high income, and
are strongly organized (for example, civil servants, teachers). Hence, they exercise
effective pressure to improve their coverage and benefits, as well as obtain fiscal
support. In some countries, like Argentina and Uruguay, pensioners are organized
into very powerful groups, which successfully lobby for the protection of their pen-
sions. The risk of political-economic destabilization will increase in the future un-
less the poor are organized and exercise pressure on the state to provide essential
services (or elect political leaders willing to do that job) or the state takes the initia-
tive to socially protect the poor.44

A few LA countries have gone through the demographic transition and have
aging populations and the oldest pension programs in the Americas (Argentina,
Cuba, Uruguay), which means that expenditures on pensions and health care for
the old will continue to expand. The majority of countries of LA are entering the
demographic transition and still have relatively young populations, but that situa-
tion will change soon and fast. In 1990 the proportion of the population 60 years
and older was 16.4 percent in Uruguay, 13.1 percent in Argentina, and 11.8 percent
in Cuba. Those proportions will jump in 2030 to 22.5,19.3, and 27.2 percent, respec-
tively. However, the proportions of the youngest countries (the least developed:
Bolivia, Guatemala, Honduras, Nicaragua) in 1990 were 4.2 to 5.4 percent, but in
2030 will increase to 9 to 10 percent, still lower than the 1990 figures of the oldest
countries.45 The combination of aging with increasing poverty (the "aging of pov-
erty") could become a grave problem, hence the need to tackle now the protection
of the poor and low-income groups.46

44 Lustig and Deutsch (1998).
45 World Bank (1994).
46 Lustig and Deutsch (1998).
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CHAPTER MIME

Manfred Zeller

This chapter explores the role of microfinance for income and consumption smooth-
ing. In a nutshell, improved access to financial services can have two principal
effects on household outcomes. First, it can raise the expected value of income and,
therefore, of consumption and future investment and asset accumulation. This is the
traditional and often sole argument for provision of services by microfinance institu-
tions (MFIs). Second, it can decrease the downward semivariances of income or con-
sumption. It is the second effect that is relevant for the subject of this chapter.1

For the food-insecure, it is particularly important to reduce the downward
risk of falling below some minimum threshold levels for consumption of food and
other basic needs. Therefore, the poor tend to value financial services that address
the risk-coping motive more whereas the wealthy can afford to demand more of
financial services that generate income and accumulate assets. For example, while
the rich and well-cushioned in developed countries buy stocks, middle- and lower-
income families prefer to hold more certificates of deposit, and the poor keep their
money in a checking account or under the pillow. Similar behavior, albeit using
different financial products, including myriad informal financial substitutes, can
be observed among the wealthy and poor in developing countries.

This chapter seeks to assess the role of microfinance for income and consump-
tion smoothing by the poor.2 The principal policy implication is that the role of

1 I note that it can sometimes be more efficient to reduce the downward risk in consumption by increas-
ing the mean income, for example, through adoption of technology.
2 For the definition of these terms, see Morduch (1995).

The Safety Net Role
of Microfinance for Income

and Consumption Smoothing
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218 SHIELDING THE POOR

microfinance for risk-coping mechanisms is not well recognized and therefore
underutilized in policy and microfinance practice. Although it is admittedly more
difficult to offer savings and insurance services than credit, recent product innova-
tions by a few microfinance institutions suggest that there is room to exploit this
potential more efficiently.

Generating extra income (or growth) is the traditional argument for the pro-
vision of credit and savings services.3 Financial services that potentially raise the
income of households are microenterprise credit, seasonal agricultural credit,
medium- and long-term investment credit, and term deposits and savings accounts
that earn interest income. For this type of service I use the ierm financial services for
income generation. These services are fairly common among MFIs and constitute
most often the only type of financial services they offer.

Credit, savings, and insurance services that address the demand for reducing
ex ante the variance of income, or ex post the variance of consumption, are rarely
offered by MFIs. Such services include insurance, the provision of savings services
that are liquid and can be withdrawn at short notice, and the provision of con-
sumption credit, or less controversially expressed, the provision of general house-
hold credit for maintaining family labor and the household's human and social
capital. These services provide a shield against future risks and can thereby enable
households to bear more risks. Since technology adoption and the level of produc-
tion and investment increases with risk-bearing capacity, the provision of financial
services for consumption smoothing (PCs) can have an indirect and positive effect on
ex ante income generation.4 PCs can potentially reduce the cost of income and
consumption smoothing by, for example, substituting for some higher-cost informal
savings or higher-cost informal sources of consumption credit. PCs are particularly
demanded in environments of considerable interannual and seasonal income fluc-
tuations and are, therefore, particularly relevant for rural households depending
mainly on agriculture for their livelihood. Moreover, PCs gain in relative importance
over MFIs for disadvantaged clientele groups such as women and wage laborers.
Labor, their major production factor, is exposed to a number of health risks that can
jeopardize earnings income at any time.

Policy may be well advised to recognize not only the microfinance nexus for
poverty alleviation through growth but also its potential for providing social protec-
tion that can complement other measures for public and informal safety nets.

3 See Zeller and others (1997).
4 See Eswaran and Kotwal (1990).
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COPING WITH CO VARIANT AND IDIOSYNCRATIC RISKS THROUGH
MICROFINANCE SERVICES

In this section I attempt to systematize the risks that poor households in develop-
ing countries face and that motivate the households' demand for financial services
for income and consumption smoothing. I contrast this demand with the type of
services commonly supplied by microfinance institutions. The gap between cur-
rent supply and demand by the poor defines areas for potential policy action as
well as further research.

Tables 9-1,9-2, and 9-3 list various categories of risk that affect the process of
income generation or consumption by households. These risks cause income to
fluctuate and may create additional unexpected expenses that need to be met by ex
post consumption smoothing measures. The second column in the three tables lists
examples of typical informal responses to these risks, whereas the last column in-
dicates the relevance of microfinance policy for addressing these risks.

When considering the risks listed in the tables, it is important to distinguish
between idiosyncratic and covariant risks, that is, risks that affect only individuals
or larger groups of people in the same locality, respectively. This is because the
informal responses to risk that are differentiated in the second column of the tables
are less effective in covering covariant risks than in protecting households against
idiosyncratic risks. In general, informal responses are of a localized nature, mostly
based on actions by individual household members or by informal institutions at
the local community level. Mark Rosenzweig and Kenneth I. Wolpin find that sales
of bullocks in India are motivated by the need to smooth consumption. Yet the
effectiveness of traditional forms of savings can be severely hampered by covariant
risk such as drought. Czukas and others explore the role of livestock as a form of
precautionary savings in Burkina Faso.5 Their results show that livestock transac-
tions play less of a role in consumption smoothing than is often assumed. This
phenomenon suggests that drought as a covariant risk can equally threaten the
effectiveness of specific forms of precautionary savings. This is particularly true if
poorly integrated markets for the assets lead to drastic declines in prices exactly at
a time when a large part of households seeks to sell.

Table 9-1 systematizes the risks related to the generation of income and dis-
tinguishes between income from self-employment in farm and nonfarm
microenterprises as well as wage labor income. While the latter covers the risk of

5 Rosenzweig and Wolpin (1993); Czukas, Fafchamps, and Udry (1995).
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unemployment, the former are specific risks related to the availability of inputs
(with respect to quantity, quality, and price risks), the stochastic production func-
tion of the enterprise, and the availability of markets where products of the house-
hold and its enterprises can be sold. For brevity, I chose not to differentiate the risks
affecting income generation in idiosyncratic and covariant risks. It should be noted,
however, that many of these risks are covariant. For example, risks related to the
conduct and performance of input, output, and labor markets have similar effects
on households that engage in the same enterprises. The less diversified the local
economy, the larger the share of the population that is potentially affected by the
same source of risk. In other words, the resilience and ability of informal networks
to deal with these types of covariant risk factors diminish with greater specializa-
tion of the local economy. Negative effects on income are of course exacerbated by
poorly integrated labor, financial, and commodity markets. The proper function-
ing of these markets often critically depends on infrastructure.

Table 9-1 highlights the potential of microfinance policy to partially address
these risks. The principal remedy to address these risks may not necessarily lie in
improving financial markets but in investing in road infrastructure, technology
development and transfer, or improving the performance of commodity markets.
The extent to which microfinance matters ultimately depends on the specific cir-
cumstances. With respect to risks occurring in the availability and quality of in-
puts, credit disbursed in cash may be of little use, and addressing the underlying
bottlenecks and imperfections in input markets is likely to be more relevant in many
circumstances. Yet, member-based financial institutions can exploit economies of
scale, scope, and risk by collective acquisition of inputs.

The role of microfinance tends to increase when one considers risks related to
the production function itself. Access to credit can help households to adopt risk-
reducing inputs, such as investment in irrigation or use of disease-resistant crop
varieties and pesticides. It can further assist to diversify risks by entering into new
enterprises for which profits are weakly correlated with the traditional income port-
folio of the household. For certain types of production risks that can be easily moni-
tored and therefore insured, sustainable provision of insurance is possible.6 How-
ever, as far as farm enterprises are concerned, the provision of crop and livestock

6 Hazell (1992) distinguishes three characteristics that make a risk insurable. First, the likelihood of the
event must be readily quantifiable. Second, the damage it causes must be easy to attribute and evaluate.
Third, neither the occurrence of the event nor the damage it causes should be affected by the insured's
behavior (that is, absence of moral hazard).
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224 SHIELDING THE POOR

insurance is riddled with many difficulties, although a number of crop insurance
schemes exist that are linked with credit.7 Yet, research points out that these schemes
are heavily subsidized and tend to benefit larger farmers over smaller ones.8

The principal difficulties in crop insurance increase further when one consid-
ers the conditions of small-scale farming in developing countries. New informa-
tion technology and satellite imaging that can decrease the cost of monitoring may
change the future prospects for sustainable insurance of risks in smallholder agri-
culture. However, at present, the role of financial sector policy in addressing these
risks appears fairly limited. Sensible loan repayment schedules, especially the flex-
ibility to reschedule loans in case of crop failure, can mitigate the borrowers' risk but
may also introduce the problem of moral hazard. Last, for risks related to output
markets, reasoning similar to that for input markets holds. Insofar as access to fi-
nance can enable households to diversify their portfolio of enterprises to smooth
income risks, microfinance could possibly make a contribution. However, for most
circumstances, lack of road infrastructure and communications and policy distor-
tions in output markets are likely to play a greater role in volatility of household
incomes.

The discussion of risks related to income volatility points to a somewhat lim-
ited role of savings, credit, and insurance services related to income smoothing.
The principal direct role that can be identified is that savings and credit services
can enable households to acquire the necessary start-up capital for establishing
new enterprises for which profits are weakly correlated with their existing portfo-
lio. Moreover, access to credit and savings services can facilitate household invest-
ment in risk-reducing inputs such as irrigation or pesticides.

As is discussed next, access to financial services can have a far greater role for
smoothing consumption and thereby increasing the risk-bearing capacity of house-
holds for increasing future income. Table 9-2 refers to rather infrequent but very
large risks that can wipe out the productive capacity of a household, whereas table
9-3 lists risks that frequently occur and cause transitory shocks to consumption.9

7See Hazell, Pomareda, and Valdes (1983).
8Hazell, Pomareda, and Valdes (1983).
9 Insofar as these risks concern the productive capacity of the household by affecting the ability of house-
hold members to work and generate income, these risks could also be viewed as affecting income gen-
eration and be listed under labor inputs in table 9-1. However, I chose to list these risks as ex post
shocks as they create additional potential demand for unanticipated consumption expenditures (such
as the treatment of human diseases).
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The household's ability to deal with large, infrequent risks—such as war, po-
litical upheaval, successive major droughts, and other natural disasters—through
informal responses is quite weak (see first row in table 9-2). This vulnerability is
caused by the covariant nature of these risks (and the related weakness of informal
responses to deal with such risks) or by the large impact of the risk on the house-
hold. Regarding these covariant and large risks, the role of insurance and credit is
fairly limited. Insofar as these sources of risk are covariant, the provision of sus-
tainable insurance schemes appears quite impossible under the conditions of most
low-income countries unless the insurance company is well diversified at the na-
tional level and can possibly benefit from reinsurance services so that it can spread
the risks over a large client base. In most cases, it is the state that is called upon to
be the implicit insurer by providing social assistance. This assistance can take the
form of permanent income transfers to secure a minimum standard of living, for
example, in the case of permanent disability that impedes earning an income, or
temporary transfers to replenish productive assets of households and to treat con-
ditions of workers' disability. Once the ability to earn an income is restored through
private or public assistance so that the capacity to repay a loan and to save is re-
gained, savings and credit services can assist households to expand the productive
capital in successive periods. However, moral hazard problems may emerge once
the government is relied upon as the insurer of last resort.10

One may argue that temporary transfers by the state to replenish assets could
be given on a loan instead of a grant basis. If the administrative network to prop-
erly administer such loans is in place and can be used with low transaction costs to
the government and the target groups, it could be justified to choose a loan over a
grant system. Yet, if governments use—as often is the case—local-level employees
of certain line ministries who are inexperienced in the handling of credit, the re-
payment rates for disaster loans—such as after droughts or floods—are often ex-
tremely low. Repayment rates that hover in the teens and twenties, combined with
additional administrative costs of loan provision and recovery, may well lead to
total costs of service provision that are far higher for loans than for grants. More-
over, loosely monitored and ill-targeted disaster credit schemes by the state run the
risk of destroying repayment motivation.

For all three types of risks listed in table 9-3, precautionary savings services
could be important. A particularly large potential appears to exist for cushioning

10 See Besley (1995).
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the risk of permanent disability and for the case of old age and the death of family
members. However, in the case of old age or permanent disability that is caused by
idiosyncratic risk such as an accident, insurance services can play an important
role, too. For these risks, however, there appears to be no role for credit simply
because the risk under consideration wipes out the capacity to earn an income and,
therefore, to repay the loan. However, if the disabled person possesses assets that
provide a source of income (such as a rental house) or are good collateral to the
bank, consumption credit can in principle be offered.

Table 9-3 lists risks that usually have transitory effects on the ability to earn
an income. They therefore cause transitory shortfalls in consumption if informal
responses are inadequate. A major source of risk for the poor is ill health caused by
covariant diseases, such as malaria and flu, or by many idiosyncratic diseases. The
impact of health risks increases with the level of poverty because labor is the major
production factor the poor have. The rich may substitute for their own family labor
by acquiring hired labor in case of temporary illness. Just as in the case of imperfect
commodity markets, if the public health system does not function well, so that
proper medical care and medicines are not available, access to financial services
may not do much good. It appears, therefore, generally more appropriate to invest
in health infrastructure and in access to safe water and sanitation that can directly
tackle these health risks. Only if a health infrastructure is in place and is accessible
by the poor can financial services make a difference. In studies by the International
Food Policy Research Institute, the short-term impact of access to financial services
on nutrition was found insignificant in all cases.11 In the long term, however, access
to financial services may increase the income of households and thereby enable
communal action to use part of that income to invest in health infrastructure by, for
example, funding a communal water borehole. If health services can be purchased
locally, access to precautionary savings services and to credit are expected to have
a considerable potential for assisting the poor in dealing with transitory health
risks. The role of financial services is equally important for financing consumption
goods during illness.

Other sources of transitory risks causing volatility in the poor's consumption
include the manifold claims that the social network can voice. These claims include
the need to advance or reciprocate help to the extended family, friends, and neigh-
bors, and requirements for financing social events to satisfy cultural norms, such as

11 See Zeller and Sharma (1998); Sharma and Schrieder (2000).
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marriage and burial. For these types of transitory events, the provision of precau-
tionary savings appears very appropriate. Since these shocks can frequently occur,
and some are hard to anticipate, a range of precautionary savings services that
differ with respect to liquidity and return could be offered. For example, long-term
savings products are more appropriate for predictable events such as marriage,
whereas frequent and unanticipated claims by the social network could be dealt
with by means of current accounts and highly liquid savings services. Another
source of social risk that arises from the networks at the community level is that of
communal conflict regarding access to and use of resources by different socioeco-
nomic groups, such as drinking water, land, and other natural resources that are
essential for income generation or for human welfare.

The above discussion pointed to several specific risks, mostly related to con-
sumption smoothing, that potentially can be addressed by MFIs. These risks are
mainly of an idiosyncratic nature, and the dominant financial service that appears
most feasible to be implemented by microfinance institutions as a response to these
risks is precautionary savings and credit. The willingness of the poor to pay for
financial services for income and consumption smoothing depends of course on
the effectiveness and costs of informal responses, including informal forms of pre-
cautionary savings, consumption credit, and insurance.12 Importantly, formal finan-
cial services responding to these safety net aspects of finance can crowd out informal
responses, implying a smaller net benefit of formal services. If formal services are
subsidized by the state, they can create social costs that exceed social benefits. Hav-
ing said that, the evidence shows that informal responses are far from adequate.

To find the right mix between publicly and privately provided safety nets is,
then, the true challenge. In a nutshell, some form of public assistance is necessary
to alleviate poverty and protect the poor from major shocks. The main question is
which policy, or even better, which bundle of policies addresses this problem in the
most efficient manner. Moreover, informal responses are greatly weakened in their
effectiveness if risks are correlated over time. They are also less effective for the
vulnerable and socially excluded in society, that is, those who lack sufficient access
to informal self-help networks. Thus, informal responses are likely to provide ad-
equate cushioning for some, but not for others, particularly the poor. Secular
trends, such as the break-up of the extended family through migration and

12 On informal responses see also Alderman and Paxson (1992); Cox and Jimenez (1992); Townsend
(1995); Walker and Jodha (1983); Udry (1990).
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urbanization, and demographic shifts, such as fertility decline and extended life
expectancy, tend to reduce over time the efficiency of informal responses, particu-
larly regarding old age and disability insurance. Because of this weakening of
informal networks over time, the demand for publicly provided safety nets as well
as the demand for financial services for consumption smoothing that is provided
by microfinance institutions is likely to increase in low-income countries.

RECENT INNOVATIONS OF MICROFINANCE INSTITUTIONS

In the following, I mainly focus on idiosyncratic risks, for which the implementa-
tion potential of microfinance appears to be largest and for which product innova-
tions have already been introduced by microfinance institutions.

Since most MFIs in developing countries at present are too small in terms of
size of clientele and geographical coverage, they are often unable to effectively
cover covariant risks, either by direct insurance services or by pooling emergency
funds financed by clients. However, as MFIs grow over time and reach operational
scales like those achieved by the Bank Rakyat Indonesia (BRI), BRAC, or the
Grameen Bank, there is also considerable potential for sustainable coverage of co-
variant risks. For example, the Grameen Bank and BRI both have rescheduled loans
to clients in areas of natural disasters. BRI can do this without assistance from the
state because of its high profits and business conviction that losing a good bor-
rower is also a loss to BRI. The Grameen Bank has also rescheduled loans in the
past for clients affected by flood. The Grameen Bank obligates members to deposit
small amounts of savings in a so-called emergency fund. The pooling of such funds
over larger areas can in principle address covariant types of risks.

The major sources of idiosyncratic risk that cause consumption to fluctuate
are listed in table 9-4 and summarized in the first column: health risks, including
pregnancy and temporary or permanent disability caused by accident or disease;
old age and death of family members (again, as far as death is not caused by cova-
riant risks such as war and AIDS); claims by the social network or expenses for
social events that need to be met by the household; and social risks such as the
break-up of families because of divorce and other reasons that leave vulnerable
household members at risk, especially children, women, and the elderly. The sec-
ond column in table 9-4 describes innovations in financial products that specifi-
cally address these risks. The third column gives examples of MFIs that provide
such services to their clients. C
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The provision of health insurance for low-income people in developing coun-
tries faces a number of great challenges that are not discussed in this chapter. In
developed countries, and in the case of formal sector employees in developing coun-
tries, health insurance is usually provided by specialized nonbanking institutions.
Therefore, I view the role of microfinance institutions in providing health insur-
ance as quite limited. Yet microfinance institutions can provide precautionary sav-
ings services and consumption credit that can indirectly address health risks. For
example, village banks that follow the FINCA model or the model developed by
the French NGO Centre International de Developpement et de Recherche (CIDR)
raise funds for internal lending to their members.13

The village bank model allows the members to decide on interest rates for
savings deposits and for internal loans. For example, the village banks supported
by CIDR in Madagascar set savings rates between 24 and 36 percent a year, and on-
lending rates at 36 to 48 percent a year, although the formal lending rate of the
agricultural bank was only 14 percent. The lending rate decided by the village banks
was found to be much higher than the one for loans from friends and relatives, but
less than the lending rate of about 60 percent that socially distant moneylenders
charge on seasonal consumption loans.14 In many village banks, the members ex-
plicitly allowed for consumption loans financed by internal funds. Some of the
village banks even provided interest "subsidies" to members in need of such loans.
Other examples of MFIs that explicitly provide consumption credit include Caja
Social in Mexico and BRAC in Bangladesh. BRAC members can borrow up to 75
percent of their savings deposit for emergency purposes. SEWA in India targets
microloans to very poor women and allows its borrowers to stop loan repayment
during pregnancy.

Health risks can also be addressed by the provision of precautionary savings
services. This type of service is useful for all types of risk listed in table 9-4, pro-
vided that the maturity of the deposit, the interest rate, and the transaction costs
for depositing and withdrawing funds at short notice are adjusted accordingly. Fo
health risks that occur relatively frequently and demand immediate response, the
costs and time for withdrawal must be minimal. A current account at a village bank
or a nearby bank branch offers such features, as does a term deposit that can be
withdrawn at short notice with a penalty. To protect savings deposits, banking laws

13 Chao-Beroff (1996); Nelson and others (1996).
14 Zeller (1998).
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232 SHIELDING THE POOR

often hinder semiformal MFIs (such as village banks and group-based savings and
credit schemes) from offering and diversifying their savings products in response to
customer demands.15 Yet those MFIs that are registered under the banking or coop-
erative law often have a variety of savings products that respond to the demand for
precautionary savings to cover risks of health, disability, social claims, or old age.
Examples of banks that successfully offer savings services to a diverse clientele, in-
cluding the urban and rural poor, are BancoSol in Bolivia and BRI in Indonesia.

Poor households may accept nominal interest rates for savings deposits that
are below the inflation rate if the costs and time of withdrawal of savings are mini-
mal compared with alternative informal sources of savings. Nonetheless, diverse
savings products that provide different forms of tradeoffs between liquidity and
return are required to address the full range of savings needs of the poor. The
optimal choice of savings products can be conditioned by the clients' access to
labor, food, and commodity markets. For example, if food markets during the hun-
gry season are segmented and food prices are highly volatile, households may con-
tinue to save in the form of food, even if formal savings options with high liquidity
and low transaction costs are accessible. Often such conditions are found in remote
areas with poor infrastructure. For example, in the rice market of Madagascar, re-
gional and seasonal price differences reach up to 300 and 100 percent, respectively.16

The imperfections in the food marketing system explain why the growth and
performance of member-managed rice "banks" in Madagascar, linked with a cash
credit program, were quite successful during the 1990s. The rice bank scheme of-
fers groups of smallholders the option to store their rice after harvest when output
prices are low and to take out cash loans to finance consumption and to invest in
off-farm enterprises during the dry season. The rice serves as collateral. Four to six
months after the harvest when rice prices are high, the farmers sell their rice and
repay their consumption loans. This credit with an in-kind savings scheme is at-
tractive to farmers who face volatile food markets as it allows households to more
effectively smooth their consumption during the hungry season.

Another important type of risk for the poor is a disability that hinders or
prevents working. Village banks in Kenya that are promoted by FINCA provide an
innovative example. The members of the village banks can purchase group disabil-
ity insurance from a specialized insurance company. FINCA assists in retailing these
services to the members of the village banks.

15 Wisniwski and Hannig (2000).
16 Minten (1998).
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SAFETY NET ROLE OF MICROFINANCE 233

A number of MFIs offer life insurance services to cover risks of death or lack
of care during old age (table 9-3). Most often, however, the insurance contract only
covers the outstanding debt of the borrower in case of his or her death. This is the
case, for example, for BRI in Indonesia or ASA in Bangladesh. BRAC, however,
offers a life insurance contract to its members that pays a predetermined sum in
case of death of the member.17 The insurance contract can respond to two principal
motives. First, in the case of women in particular, in rural Bangladesh the death of
a husband usually results in the woman's loss of access to all the major assets of the
household. The widow is then completely dependent on her children, brothers,
parents, and father- or brothers-in-law. By buying life insurance and designating a
beneficiary in her family, the woman can gain increased bargaining power to ob-
tain care during old age. Second, women in single-parent households can provide
some security to their children by buying life insurance.

Because of sociocultural constraints, women often cannot get a loan unless
they are married and their husband is a cosigner on the loan application.
Microfinance institutions ought to insist that such discrimination is not practiced
for their loan and savings products. By providing women with individual credit
lines and savings accounts, their bargaining power during marriage could increase
(although this effect may not materialize).18 Moreover, individual accounts for
women would enable them to have a much stronger economic position in case of
separation from the family, for example, because of divorce or the death of the
husband.

CONCLUSIONS

Access to microfinance has the potential not only to assist the poor in earning in-
come from microenterprises but also to smooth their income and consumption.
The first potential effect is the traditional argument for microfinance, which one
may call the growth argument for microfinance. It is presently the primary motiva-
tion for the microfinance movement. Yet the second effect gains relative impor-
tance with the increasing poverty level of MFI clients. This is the safety net argu-
ment for public support of microfinance institutions.

17 When I visited Bangladesh in 1995, a BRAC member showed me her insurance certificate. In case of
her death, the contract would pay 5,000 taka (about U.S.$110) to her son. When asked for her motive for
buying this insurance, she replied that the insurance gives her children more security in case she dies
early and gives her more security during old age, when she has to depend on her children.
18 See Goetz and Sen Gupta (1996).
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234 SHIELDING THE POOR

This chapter sought to distinguish these two principal effects of, and argu-
ments for, public support of microfinance institutions. Microfinance can address
aspects of growth as well as safety net policy. I entirely focused in this chapter on
the safety net role and discussed the types of risks that cause fluctuations in in-
come as well as in consumption. The largest potential for microfinance is seen in
addressing idiosyncratic risks such as risks related to ill health, disability, old age,
and divorce. When microfinance institutions grow in scale and reach out to diverse
client groups, they also increase their potential to address covariant risks of their
clientele.

Several innovative microfinance institutions offer financial products that re-
spond to these risks. Most commonly found are precautionary savings services
that provide clients with various products that offer choices concerning the trans-
action costs of withdrawal and the return earned on the deposit. Some MFIs offer
explicit lines of consumption credit, especially the member-based financial institu-
tions that give their members the flexibility to raise savings deposits for lending to
members at terms freely decided by the members. Many village banks in Latin
America and Sub-Saharan Africa offer consumption credit that is financed by in-
ternal savings collected from the banks' members. Some MFIs have ventured into
insurance and developed their own insurance products, mainly life insurance. Other
experiences suggest that MFIs have a potential for retailing insurance products
from the formal insurance sector to their clients.

The poorer the declared target group of an MFI, the more important it is that
the MFI offer financial services for income and consumption smoothing. By im-
proving its product mix as recommended in this chapter, an MFFs costs of target-
ing to the poor may decrease, as the poor will have a greater incentive to become
clients. However, when MFIs choose to broaden their outreach of financial services
with safety net characteristics, they must be aware of the potentially greater portfo-
lio and liquidity risks that such a strategy entails. I argued in the chapter that the
MFIs will not need to worry much about idiosyncratic risks, but they need to do so
for covariant risks. Prudent behavior would therefore suggest that MFIs first target
areas with low covariant risks and only gradually expand client outreach in higher
risk areas. Higher liquidity reserves and larger equity capital also appear to be ad-
equate responses to covariant risks. Client-funded emergency funds that are pooled
over large areas have the potential to spread these risks at sustainable levels.

The poor's willingness to pay for financial services for income and consump-
tion smoothing will of course depend on the effectiveness and costs of informal
responses, including informal forms of precautionary savings, consumption, and
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SAFETY NET ROLE OF MICROFINANCE 235

insurance. Thus the provision of financial services may crowd out informal re-
sponses. To the extent that services by MFIs are indirectly subsidized by the state—
for example, by grants for product innovation, staff training, and institutional ex-
pansion—formal financial services can create social costs that exceed social ben-
efits. Yet the evidence from recent research suggests that the informal responses are
far from adequate and that publicly supported institutional innovations in
microfinance can offer in many circumstances a viable policy instrument that gen-
erates net social benefits.

To find the right mix between publicly and privately provided safety nets
remains, therefore, the true challenge. Under many conditions, it appears that MFIs
could offer safety net-type services that are largely or exclusively financed by the
clients. Alternative forms of safety net provision supported or directly implemented
by the state, such as ex post income transfers or public works, can carry high
administrative costs for delivery and targeting and may require considerable
response times after the shock has already occurred. In comparison, precautionary
savings, insurance, and consumption credit are demand driven. And by using
local information, MFIs can adapt their services to the specific demand patterns of
various clientele groups. Depending on the subsidy level of the MFI, the costs of
service provision can be financed to a large extent or to a full extent by the clients
themselves. MFIs that are already established can offer financial products for in-
come and consumption smoothing at relatively low variable costs as the core busi-
ness is already supported by growth-oriented financial services.

For these reasons, MFIs that want to increase their relevance for the poor are
well advised to innovate financial services for income and consumption smooth-
ing. Public action could further promote this strategy by supporting pilot projects
and related action research. The latter is especially needed to evaluate the potential
crowding-out effects on other formal and informal services and the net financial
and economic benefit of the introduction of new financial products. Nonetheless,
evaluations of MFIs that receive support from the government or donors so as to
make a contribution to the alleviation of poverty ought to include checks on whether
the MFI provides financial products for income and consumption smoothing such
as precautionary savings services, emergency credit, insurance services, or implicit
insurance substitutes. Such checks can be undertaken rapidly and at low cost by
simply looking at the terms of the financial products currently offered, and they
can identify further poverty-oriented product innovation that could easily be imple-
mented and could increase the business volume and profitability of the MFI. C
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CHAPTER TIN

Consumption Smoothing
and Extended Families: The Role of
Government-Sponsored Insurance

Orazio Attanasio and Jose-Vfctor Rfos-Rull

The main aim of this chapter is to provide a conceptual framework to evaluate the
provision of aggregate insurance schemes within environments characterized by
both aggregate and idiosyncratic risk. Obviously the results we provide cannot be
fully general, as they will depend on the particular institutional features that we
discuss in our model. Our framework, however, stresses that to evaluate the desir-
ability and the design of various insurance schemes, one has to pay attention to the
way in which such schemes interact with existing private (and often informal) in-
surance mechanisms.

We focus on a situation in which individuals facing idiosyncratic risk can
partly diversify it by entering a contractual agreement with another agent. The
contract we study, however, cannot fully achieve the best possible allocation within
the pair because of the presence of enforceability problems. In equilibrium, some
agents will enter into pairwise relationships from which they have no incentives
to deviate. We characterize the equilibrium and show that the amount of idiosyn-
cratic risk that can be insured away depends, among other things, on the difference
between the individual's intertemporal welfare and the amount she would achieve
under "autarky."1

Jose-Victor Rios-Rull thanks the National Science Foundation for Grant SBR-9309514 and the Univer-
sity of Pennsylvania Research Foundation for their support. The authors are also grateful to Fabrizio
Perri for his comments and for his help with the code and to Ethan Ligon and Robert Holzmann.
1 This result has been proved in a number of studies, such as those by Thomas and Worrall (1988); Ligon,
Thomas, and Worrall (1997); and Kocherlakota (1996).

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



240 SHIELDING THE POOR

In our model, we show what the effect is of reducing aggregate uncertainty
for the functioning of the private insurance mechanism.2 As we interpret the reduc-
tion in aggregate uncertainty as the provision of a "safety net" on the part of some
external agent, such as an international organization or the central government, we
can view our exercise as an attempt to quantify the extent to which such mecha-
nisms might possibly crowd out private insurance mechanisms at the risk of wors-
ening individual welfare.

The intuition behind our results is quite simple. If the provision of a "safety
net" is equivalent to the elimination of the left tail of the distribution of aggregate
shocks, it is possible that it reduces the amount of idiosyncratic risk insurance
achieved by an enforceability compatible private contract. In other words, the pro-
vision of aggregate insurance, as it makes "autarky" outcomes less unattractive,
might make the enforceability constraint more severe. The overall effect on welfare
will depend on the ratio of aggregate to idiosyncratic variance and a variety of
other model parameters.

The welfare computations to evaluate a proposed safety net involve a variety
of components. First of all, one has to evaluate the direct effect of the transfers
involved with the scheme. Obviously, by transferring resources to individuals we
are increasing their welfare. To control for this effect we consider only actuarially
fair schemes: that is, in "good times" we subtract a fair insurance premium from
the flow of income of the individual involved in the scheme. Second, one has to
evaluate the effect on aggregate welfare of the reduction in aggregate variance and
compare it to the effect of the possible increase in idiosyncratic variance caused by
the worsening of the enforceability constraint. The overall effect depends on the
curvature of the utility function and, once again, on the relative variance of aggre-
gate and idiosyncratic risks.

In a related but independent paper the properties of progressive taxation are
explored.3 These taxes are not distortionary. However, they change the relevant
individual endowment and therefore the value of autarky. They show that the per-

2 There is a slight abuse of language here. As will become clear below, for all pairs of individuals the
uncertainty is aggregate. This is because the shocks to each member of the pair are not perfectly nega-
tively correlated as in Kocherlakota (1996). Some of the uncertainty that they face is aggregate for the
pair but not for the economy as a whole. The purely aggregate uncertainty is the one that the govern-
ment might attempt to insure away. Therefore, when we refer to aggregate insurance, we will be refer-
ring to the villagewide aggregates, while when we refer to idiosyncratic, we mean idiosyncratic to the
pair but not to the village as a whole.
3 Krueger and Perri (1999).
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CONSUMPTION SMOOTHING AND EXTENDED FAMILIES 241

verse effect that we study in this chapter may be very pervasive. Their model is
different, and they study partial insurance mechanisms that involve all agents.

The considerations above suggest that the simple provision of aggregate
insurance, which just shrinks the variance of aggregate shocks without considering
the possible crowding out of private insurance, is not necessarily optimum. And
even when such a scheme is welfare improving, it might be worth thinking about
the possibility of alternative designs for safety nets that minimize the crowding out
of private arrangements to insure idiosyncratic shocks. In particular, we consider
the possibility that the provider of aggregate insurance requires the joint participa-
tion of the partners in the private insurance mechanism for the aggregate insur-
ance. The ideas proposed here are somewhat similar to those behind the "peer
monitoring" proposed to overcome adverse selection problems in credit markets
with asymmetric information.4

The design of aggregate insurance mechanisms that satisfy the condition that
they not interfere with existing private insurance arrangements are by no means easy.
The main problem is likely to be the identification of the particular kind of mecha-
nisms at play in a specific situation and the number of partners involved in it.

From what we have said so far, it is clear that the empirical relevance of our
results depends on a variety of characteristics that can potentially be measured.
For this reason, in the last part of the chapter, we discuss the implications of our
result for the design of microeconomic surveys that could eventually be used for
evaluating alternative safety nets. In particular, we discuss the necessity of measur-
ing the relative importance of aggregate and idiosyncratic variance and of identify-
ing the existence and the operation of private insurance mechanisms.

THE MODEL

We consider a stochastic endowment economy with only one good per period, which
cannot be stored. There are a large number of identical separate islands that do not
communicate with each other. Except when we talk about the government budget
constraint, we look only at what happens on a generic island. Each island is popu-
lated by a large number of agents, normalized to be of measure one. Some of these
agents are paired with another agent; by this we mean that they are enabled to enter
a long-term relationship that will provide partial insurance. We think of these pairs

4 See Armendariz and Grollier (1997); Armendariz (1998); Banerjee, Besley, and Guinnane (1994).
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242 SHIELDING THE POOR

of agents as "extended families." We assume that these pairings are given exog-
enously and are immutable in the sense that they cannot be created or destroyed,
and that not all agents are paired. A fraction 2(0, < 1 of the agents is paired with one
and only one other agent. The measure of such pairings is then |i< 1/2. This mea-
sure may vary across islands. We think of islands where |i is large as being socially
very cohesive in the sense that private institutions, the extended family, provide a
mechanism to partially insure their members. On the other hand, we could think of
islands with low |i as being ones where private social arrangements are weaker. W
think of (i as a quantity that could potentially be measured and that is prone to vary
substantially across environments.

There are different kinds of shocks in this economy. Let z denote an aggregate
shock with finite support in Z. Furthermore, the shock z is Markov, with transition
matrix F 2, = Prob(zf+1 = z' I zt = z). Let se S denote an idiosyncratic Markov shock to
each household that may be multivalued, so that it can incorporate both temporary
and permanent elements. This shock also has finite support. The aggregate shock z
is common to all agents on the same island. Given the large number of islands,
there is no aggregate uncertainty in the economy as a whole. Conditional on two
consecutive realizations of the aggregate shock, we write the stochastic process for
s as having transition F22,s, = Prob(st+1 = s' I zt+l = z', zt = z,st = s). In each state {s, z
agents get endowment e(z, s). We write compactly e ={z, s} and its transition FE£,.

In general, agents can observe the aggregate shock and their own idiosyn-
cratic shock, but not other individual agents' shocks. An important exception arises
in members of a pair. These agents observe each other's endowment. Perhaps the
best way of thinking of membership in a pair is that members have the ability to
contact each other (and remember their past actions).5 For paired agents, we use
y.. = (z, s;, s.), with the convention that the agent with the lowest name (i < ;') is
referred to as agent 1, and the highest name as agent 2. When this is understood,
we use the compact notation y and we refer to its components as [z(y], s^y), s2(y)}.
We also write compactly the transition matrix of the pair as F ,. We denote by y*(y)
the stationary distribution of the shocks.6 Moreover, the history of shocks relevant
to the pair up to t is denoted by y1 = (y0, yv . . ., yt}. We use n(y' I y_a) to denote th
probability of history y1 conditional on the initial state of the economy y_r

5 This assumption about the observability and record-keeping properties of the shocks prevents the
endogenous formation of pairs in the economy.
6 We make sufficient assumptions on the F terms to ensure that there is a unique stationary distribution
and there are no cyclically moving subsets.
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CONSUMPTION SMOOTHING AND EXTENDED FAMILIES 243

There is a government in this model economy. The government does not ob-
serve the idiosyncratic components of household shocks, but it does observe the
island specific shock z. For now, we assume that the government does not observe
whether individual agents belong to a pair or not. However, the government knows
the number of individuals that are paired, that is, it knows (I. The government can
raise taxes across islands and uses the receipts to make transfers. In the process, it
keeps a balanced budget. Given the lack of storage, these taxes and transfers, which
are in effect a form of compulsive insurance, can be no better than actuarially fair.
We denote these taxes (net of transfer) by -T(Z), or -i(e), or -x(y), depending on the
context. However, it is understood that the tax only depends on the aggregate state.
This is the only role of the large number of islands that exist in the model, to sim-
plify the characterization of government policies.

We assume that the agents of our model maximize the expectations of a stan-
dard intertemporally separable, strictly concave and differentiable utility function,
in which future expected utility is discounted at a rate (3 < 1:

For any given unpaired individual agent, we assume that there are no trading op-
portunities except for those involved by the government transfer. Therefore the
consumption of an unpaired agent is c(e) = e(£) + i(e). We write the value of the
autarkic agent recursively as

Paired agents are affected by each other's idiosyncratic shocks and their joint con-
sumption is restricted by the pairwise feasibility constraint that now takes the form

In the absence of enforceability problems, agents would equate their marginal utili-
ties in all states of the world, taking into account the transfers from the government:
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244 SHIELDING THE POOR

While it is trivial to show that any optimal allocation has to satisfy equation 10-4/
theory is silent on how the surplus is split. Replication arguments and equality
between the agents imply that a competitive equilibrium allocation within the pair
would be symmetric. In any case, we denote with W(y, 1) the value of the first best
that treats both types symmetrically, starting from each of the possible states y.

Notice that in such a situation an actuarially fair aggregate insurance scheme
would be welfare improving, as it would diversify island risk across all the islands.
From the point of view of individual agents such a scheme would be equivalent to
a reduction of the variance of aggregate shocks. Both paired and unpaired agents
would gain from such a scheme, given the concavity of the utility function.

We characterize; the degree of enforceability of contracts between the two
members of a pair by a function P(y). This function denotes the cost for an indi-
vidual of breaking the agreed arrangement. When P(y) = °° we are in the standard
perfect enforcement case. When P(y) = 0 (no commitment) there are no external
means to enforce those contracts and it is the typical case studied in the literature.
This function can be used to study special institutions, such as the family, where
certain social activities can be used to increase the costs of breaking the agreement.
We further assume that if an individual breaks a contract, she will not be able to
enter any similar contract in the future and will be in a state of autarky that is
equivalent to the disappearance of the pair to which the agent belongs. We could
think of this as the most severe subgame-perfect punishment.8

Besides incurring cost P(y), upon breaking the contract agents get utility
Q[e(y)]. This means, among other things, that we assume that the government can-
not observe who broke a contract and who did not in order to select the transfer. If
this were possible, the government could use the transfer to enhance the set of
privately achievable allocations by reducing the value of autarky.

The paired agents can engage in a mutually advantageous relationship that
may allow them to smooth consumption even without commitment.9 Any alloca-
tion for the pair should satisfy enforcement constraints. That means that at each

7 It just follows from strict concavity and the possibility of transferring resources across dates and states.
8SeeAbreu(1988).
9 To describe how this is done we draw from Kehoe and Perri (1997), who in turn follow the recursive
approach of Marcet and Marimon (1992,1995). The characterization of the optimal contracts in a model
with imperfect enforceability is stated in different terms in Ligon, Thomas, and Worrall (1997,2000) and
Alvarez and Jermann (1997). We find the approach that keeps track of the current ratio of utility weights
both more transparent and computationally easier.
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CONSUMPTION SMOOTHING AND EXTENDED FAMILIES 245

point in time and in every state of the world, yf, the members of the pair prefer the
allocation they receive to autarky (after incurring in the cost P(yf) of breaking away).
These enforcement constraints, therefore, take the form

Let us consider the problem of maximizing a weighted sum of utilities subject to
the resource constraints and the enforcement constraints, that is, the problem of
choosing allocations {^(i/), c2(y

f)} for all yf to solve

subject to equations 10-3 and 10-5, where A,a and A,2 are nonnegative initial weights.
We can write the Lagrangian as

plus the standard terms that relate to the resource constraints.

Noting that n(yr I yf) can be rewritten as n(yr) = n(yr I y')7r(yf),we can rewrite the
Lagrangian as

plus the terms that refer to the feasibility constraint. The newly introduced vari-
able, M.(yw), is defined recursively as M;.(y_:) = X and C
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246 SHIELDING THE POOR

Note that at time t, the M.(y') terms are equal to the original weights plus the cumu-
lative sum of the Lagrange multipliers on the enforcement constraint at all periods
from 1 to t. The first-order conditions that can be derived from this modified
Lagrangian include

in addition to the complementary slackness conditions. The next step consists of
renormalizing the enforceability multipliers by defining

The virtue of this normalization is that it allows us to keep track only of the relative
weight x. Its transition law can be written as

by noting that [l-(pl(y
t)]M(yt) = M(yt 1).

We are now in a position to write this problem recursively. To do so we define
a mapping from values into values, to a fixed point at which the value functions
characterize the solution to our problem. To solve our model numerically, as we do
in the next section, we actually follow this procedure, that is, we iterate from a
certain initial set of value functions. Successive approximations have yielded in
every case the desired fixed point. The state variables are the current value of the
shocks y (recall that, due to the fact that the shocks are Markov, their current value
is sufficient to evaluate conditional expectations) and the current value of the rela-
tive weights x. We use three value functions, one for the planner, denote it V(y, x);
and one each for the agents, denote them V.(y, x). These functions satisfy the fol-
lowing property:

To update the value functions, that is, to obtain T(V), T(V2), and T(V2), we first solve
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10 There will typically be only one solution, given the monotonicity of all the functions involved.

CONSUMPTION SMOOTHING AND EXTENDED FAMILIES 247

the following auxiliary problem, where no incentive constraints are taken into ac-
count:

subject to the feasibility constraint (10-3), with solution c f . Note that in this prob-
lem the relative weight x is constant. Next, we verify the enforceability of the solu-
tion to equation 10-14. This means verifying whether

If equation 10-15 is satisfied, then T(V) = O(y, x), and T(V^) and T(V,) are given by
its left-hand side. It is easy to see that equation 10-15 cannot be violated for both
agents at the same time (just note that autarky is a feasible allocation). The only
remaining problem is to update the value functions when the constraint is binding
for one of the agents, say agent 1. In this case, we solve the following system of
equations in {c;, c2, x'}:

with solution {c*, c*, x*'}.10 To update the value functions we let
C
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248 SHIELDING THE POOR

A fixed point of operator T gives us the value for the problem of maximizing a
weighted sum of utilities.11 Moreover, it also gives us a way to completely charac-
terize the properties of such a solution by numerical methods. This means that for
any parameterization we can tell whether the enforceable allocation is autarky, the
first best, or anything in between. We can also study how the enforceable alloca-
tions are affected by changes in the environment.

One question that remains is how this allocation is actually implemented.
Like in the first best, the theory is silent about how to split the surplus initially.
Let's assume a symmetric split. This means that the starting value for x is 1. From
there a contract can be implemented by a state-contingent transfer, say 0(y, x), that
specifies what agent 1 gives to agent 2 (it can be negative) when the state is given
by the pair [y, x}. This transfer is just the difference between the endowment and
the solution to the problem above. The law of motion for the state variable x is also
given by the procedure described above.

This completes our description of the model and its solution. The steps be-
tween equation 10-13 and equation 10-19 reflect the steps of the simulation pro-
gram we use below to characterize the quantitative properties of some examples.

GOVERNMENT-PROVIDED INSURANCE

In the model above, we considered a particular form of government insurance. In
particular, we assumed an actuarially fair insurance that depends only on aggre-
gate shocks and that is distributed uniformly across individuals. In this section we
evaluate this type of scheme and show that it can crowd out private insurance and,
potentially, lead to a decrease in aggregate welfare. Obviously, the one we consider
is not the only possible insurance scheme. On the one hand, it can be argued that it
might be important to consider transfers that simply provide relief in exceptional
circumstances, such as natural disasters. If these transfers were financed by inter-
national organizations, it would not be necessary to consider the premium that an
actuarially fair insurance would imply in good times. Furthermore, a naive and
careless insurance scheme in some circumstances might bring about a reduction in

11 See Marcet and Marimon (1992,1995) for details.
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CONSUMPTION SMOOTHING AND EXTENDED FAMILIES 249

welfare by simply overinsuring the agents in the economy. On the other hand, one
might argue that the government could devise more complicated insurance schemes
to avoid or minimize possible interference by an aggregate scheme with the func-
tioning of private insurance mechanisms.

As far as the first objection is concerned, it should be stressed that a simple
transfer is very likely, especially if large in size, to increase the welfare of the agents
who receive it. By focusing on an actuarially fair scheme, we want to consider not
just the possible benefits of a proposed scheme but also its costs. Moreover, stress-
ing the possible crowding out effects that an aggregate insurance scheme might
have allows us to focus on its inefficiencies and possible ways to improve it. That
is, regardless of whether a proposed insurance scheme increases or decreases wel-
fare, the presence of crowding-out effects stresses that such a scheme might be
suboptimal and, subject to some caveats, could be improved.

These considerations lead us to the second objection, the subject of the next
two subsections. Under "A More Sophisticated Scheme," we consider more com-
plex schemes that attempt to avoid the problems considered under "Simple Aggre-
gate Insurance." It should be stressed, however, that in this respect the assump-
tions made about the information held by the government are crucial. Obviously, if
the government were able to observe idiosyncratic shocks, or even observe who
deviated from private insurance arrangements, it would be trivial to construct
schemes that would avoid crowding out. Under "A More Sophisticated Scheme"
we only consider situations in which the government does not observe idiosyn-
cratic shocks or is unable to identify the individual responsible for the breaking up
of an extended family. Indeed, we consider a situation in which the government
does not even observe membership of an extended family. We assume only that the
government has information on the nature of the various shocks and on the extent
to which private arrangements are able to diversify idiosyncratic risk.

Simple Aggregate Insurance

In this subsection we describe the effects of a simple aggregate insurance scheme
of the kind discussed above. The effect that simple aggregate insurance schemes
might have on welfare and on the performance of the economy described by our
model is complex and depends on a variety of factors. In particular, in addition to
preferences, the effects depend crucially on the properties of the aggregate shocks
and how they interact with individual shocks, on the amount of individual risk
that can be diversified in equilibrium, and on the relative importance of aggregate
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250 SHIELDING THE POOR

and idiosyncratic shocks. The full characterization of the effects of the introduction
of a government-sponsored insurance policy can only be done, within our model,
with numerical simulations.

We are mainly interested in the long-term properties of the policies and not
necessarily in those of the transition, that is, we define the properties of a policy in
terms of the long-term averages that it implies. As the stationary distribution of the
equilibrium values is hard to compute analytically, to compute these long-run av-
erages we simulate the model economy for long periods of time. Different policies
are valued by starting the economy at the same initial condition and letting it run
for a long time. We plan to investigate the issues involved with the introduction of
the policy in future work.12

Before presenting the numerical results, it is possible and useful to discuss
the intuition behind them and describe the effects of aggregate insurance in some
special cases. As we discussed above, the presence of enforceability constraints has
the effect of limiting the amount of idiosyncratic risk that individuals can diversify
by entering the private arrangements available to them in our model. The main
reason for this is that the contracts individuals enter have to satisfy the constraint
that each individual will never have the incentive to default and walk away from
the arrangement.

The amount of risk sharing that can be achieved by these types of contracts
depends on a variety of parameters, such as the discount factor, the variance and
persistence of idiosyncratic and aggregate risk, and the cost of default (over and
above the loss from being excluded from future contracts). In particular, we can
construct scenarios in which either the full insurance outcome is reached or no
private contract is possible. This is done in a very simple way by varying the dis-

12 This means asking what the effects of a switch of policies are (for the introduction of a policy, we think
of the previous one as being T(I/) = 0 for all y). Doing this means taking into account that the economy is
in some state at the time of the introduction of the new policy. In terms of our model, this implies that
at a point of time, the island economy is characterized by an aggregate shock z, a distribution of un-
paired individuals over their idiosyncratic shocks s with total measure 1 - \i, and a distribution of paire
individuals over the pairs of idiosyncratic shocks and the current state of their relative weights x. This
state is stochastic and depends on the history of shocks. To analyze policy switches, we will then gener-
ate a large number of possible initial states by simulation.

This is an important question, since there is no unique solution to the problem of which allocation gets
picked by each paired household. We will follow the principle of maintaining the relative weight that
households have. The problem shows up because the new policy will have changed the relevant range
where x lies. We will assume that the share of the newly defined surplus is the one that obtains from
keeping the relative weights x between the agents.
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CONSUMPTION SMOOTHING AND EXTENDED FAMILIES 251

count rate: for low enough valuation of future consumption assessment only autarky
can be implemented, while if agents care enough about the future (and, perhaps,
are sufficiently risk averse) the first best can be implemented, since agents have a
lot of distaste for autarky.

Introducing insurance against aggregate shocks has two effects. On the one
hand, it reduces the variance of aggregate shocks and therefore increases welfare
because utilities are concave. On the other hand, it reduces the amount of idiosyn-
cratic risk that can be diversified by enforceable contracts. The reason for this is that
increasing all individual endowments in bad states of the world makes autarky less
unappealing, and therefore the enforceability constraints are more likely to be binding.

The net effect depends on which of these two effects prevails. Obviously, if
we start from a situation in which no risk-sharing contract is enforceable (autarky
equilibrium), the introduction of the aggregate insurance scheme cannot make things
worse as it cannot crowd out any private insurance. However, if in the initial situ-
ation private arrangements are able to diversify a substantial part of idiosyncratic
risk, there is potential for a substantial amount of crowding out, which might lead
to a welfare reduction.

This result is not entirely surprising. Ethan Ligon, Jonathan P. Thomas, and
Tim Worrall, for instance, show that in a model similar to that considered here, the
introduction of storage possibilities can lead to a reduction in welfare.13 The reason
for their result is the same as that considered here. Giving the individual house-
holds the possibility of self-insuring via storage makes autarky less unappealing
and therefore, via the enforceability constraints, crowds out some of the private
insurance. Also, Dirk Krueger and Fabrizio Perri find that the private sector's abil-
ity to partially insure against shocks diminishes with a certain class of govern-
ment-sponsored redistributive policies (in their case, progressive taxation).14

If one is interested in overall or average welfare, an important parameter is ji,
the fraction of paired individuals. This parameter could be interpreted as reflecting
how widespread is extended family or other forms of private and informal insur-
ance arrangements. It is a parameter that, as we argue later, could be measured by
appropriately designed surveys. Low values of |i make it more likely that a govern-
ment program increases welfare, as there is less scope for crowding out private
insurance mechanisms.

To evaluate the overall effects one has to use numerical simulations. In the

13 Ligon, Thomas, and Worrall (2000).
14 Krueger and Perri (1999).
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252 SHIELDING THE POOR

rest of this section we: present some simple results to illustrate that, indeed, simple
aggregate insurance can be welfare reducing for parameter values that are not ex-
treme. Furthermore, in addition to the effects on welfare, we try to quantify the
amount of crowding out induced by the introduction of a simple aggregate insur-
ance scheme. This is important to assess the amount of inefficiency implied by a
certain scheme, regardless of its overall welfare effect. For such a purpose we con-
sider two statistics: the average absolute amount of private transfers before and
after the introduction of the scheme and the ratio of the variance of idiosyncratic
endowments net of private transfers and aggregate shocks to the variance of idio-
syncratic endowments net of aggregate shocks but gross of private transfers. Un-
der full insurance the ratio is zero, as idiosyncratic shocks are completely diversi-
fied. Under autarky, however, the ratio is one. Therefore, the closer is the ratio of
the variance to zero, the more that enforceable private arrangements can insure
idiosyncratic risk.

As mentioned above, the effects of the aggregate insurance scheme depend
on the nature and importance of aggregate and idiosyncratic shocks. We started by
considering two types of aggregate shocks: multiplicative and additive. In the ad-
ditive scheme, individual endowments are given by z + s.. In the multiplicative
scheme, individual endowments are given by zs, In both cases, the Markov process
that describes the joint process {z, s.} is the one described above. Probably the mul-
tiplicative scheme is more realistic if one thinks of aggregate shocks as shocks linked
to weather and the like. In this case an aggregate shock increases the variance of
individual shocks. However, if we want to think of an aggregate insurance scheme
as a scheme that reduces the variance of aggregate shocks, it is probably better to
consider an additive shock. It is difficult to imagine, in the context of multiplicative
shocks, that the provision of an insurance scheme reduces the variance of these
shocks, as a government transfer would have to interact with the idiosyncratic
shocks. Therefore, in the case of multiplicative shocks, we do not interpret the
insurance scheme as reducing the variance of aggregate shocks but simply as pro-
viding an actuarially fair additive transfer. That is, we do not assume that the gov-
ernment is able to undo part of the effect of a multiplicative aggregate shock on
individual endowments. In any case, the model that we have chosen encompasses
additive and multiplicative shocks as special cases, since we think of the endow-
ment as a generic function of the shocks e(z, s).

We consider four simulations. In the first two we consider an additive aggre-
gate shock and in the second two, a multiplicative shock. The preference param-
eters, transition probabilities matrixes, and values of the aggregate and idiosyn-
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CONSUMPTION SMOOTHING AND EXTENDED FAMILIES 253

cratic shocks (albeit not those of individual endowments) are the same in the two
scenarios. In both the aggregate and idiosyncratic cases, we consider an actuarially
fair scheme that consists of providing consumers with 0.001 units of consumption
in bad aggregate times. In computing aggregate welfare, we only consider situa-
tions in which (I = 0.5, that is when all agents are paired. This is not important, as
we can make the set of unpaired consumers arbitrarily small. Furthermore, we
have set the function P(y) at zero, that is, we consider the case of no penalties (be-
sides the breaking down of the relationship) imposed on the agent responsible for
breaking down the extended family.

The functioning of the model is well illustrated by some simple pictures that
correspond to a model economy with additive shocks; no government insurance;
constant coefficient of relative risk aversion (CRRA) utility, with risk aversion pa-
rameter a = 0.8 and discount factor (3 = 0.85; aggregate states z e {1, 0.05}, with
persistence of good and bad aggregate states (0.95, 0.8} (diagonal elements of F,,);
and idiosyncratic individual s e {1, 0.015}, with persistence of good and bad indi-
vidual states Fs,= {0.95,0.75} (independent of the aggregate states). In this economy
there are eight possible states, corresponding to the different combinations of the
realizations of the aggregate shock and the two individual idiosyncratic shocks.

In figure 10-1 we plot the consumption function against the negative of the
log of the state variable,15 the ratio of the weights in the surrogate social planner's
problem, x, in each of the eight states of the world. We plot the consumption func-
tion for the first best allocation, where we get a function that reflects the fact that
the share of total output that goes to agent 1 is monotonically increasing in x. The
autarkic allocation is also plotted. It is independent of x, which implies that it is a
horizontal line. Finally, the enforceable allocation has the property that it coincides
with the first best only in certain regions of the relative weights. Outside those
regions, the first best is no longer enforceable. Agents can, however, still do better
than autarky in some of the states and get a small transfer bounding away their
allocations from the autarkic ones.

Figure 10-2 shows the value functions associated with x for each of the eight
states for the enforceable allocation, the first best, and autarky. As we can see, the
value of the first best is monotonically increasing and concave (note that given that
we are plotting the functions relative to the logs, they are more concave than they
seem). Note also that the autarky value function is independent of x, as it should

15 Negative so that it is increasing, log so that it is symmetric around zero. There is no loss of generality.
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254 SHIELDING THE POOR

FIGURE 10-1.
Consumption under Different Combinations

of Aggregate and Idiosyncratic Shocks

be. Moreover, note that the enforceable allocation is never below the autarkic one,
and in some instances is equal to it. Finally, notice that for x "= 0, where the two
agents are treated equally, the first best is strictly better than the enforceable equi-
librium. The exceptions are states 5 and 6 (the third row, where agent 1 is in much
better shape than agent 2 in both aggregate states), where in order to induce agent
1 not to go to autarky, he has to be offered more than the symmetric first best.

Note: Values are the consumption of agent 1 in autarky, perfect insurance, and implementable allocations environments
as a function of minus the log of the relative weights for each state of nature.
Source: Authors' calculations.
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FIGURE 10-2.

Value Functions under Different Combinations

of Aggregate and Idiosyncratic Shocks

Figure 10-3 shows the evolution of the negative of the log of the ratio of mar-
ginal utilities x for each of the eight states of the economy. We see that for the first
best, that ratio does not change over time and, hence, the graph shows a diagonal.
On the same chord, the autarkic allocation varies the most and reflects the ratio of
marginal utilities for the different endowment points. We represent this by a hori-
zontal line since it does not depend at all on the previous period's ratio of marginal

Note: Values are the consumption of agent 1 in autarky, perfect insurance, and implementable allocations environments
as a function of minus the log of the relative weights for each state of nature.
Source: Authors' calculations.

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b
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FIGURE 10-3.
Ratio of Marginal Utilities under Different

Combinations of Aggregate and Idiosyncratic Shocks

utilities. For the enforceable contract, we see that there are ranges over which the
variable remains constant and ranges where it no longer varies, sometimes at the
autarkic ratio of marginal utilities, sometimes at a different one that permits more
consumption smoothing.

In figure 10-4 we show a typical consumption path for agent 1 for the three
cases that we study. Note that for all arrangements—first best, enforceable, and
autarky allocations—consumption is volatile due to the existence of aggregate un-

Note: Values are the negative of the log of the ratio of marginal utilities, next period log of the relative weights in autarky,
perfect insurance, and implementable allocations environments as a function of minus the log of the relative weights
for each state of nature.
Source: Authors' calculation;;.
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Table 10-1. Summary Statistics for Four Simulations

certainty. Note also that the first best (or symmetric social planner) is least volatile,
next is the enforceable, and finally autarky. Moreover, for this particular example,
the enforceable allocation seems to be closer to autarky than to the first best. The
same can be seen in figure 10-5, which shows the log of relative weights, or log-
ratio of marginal utilities. The first best is set at zero, given our symmetric initial
condition, and it remains there. The enforceable moves around, although less than
the autarkic one. Note that since the good state of the idiosyncratic shock is more
likely than the bad state, more than half the time the two agents have the same
endowment.

In table 10-1 we report the summary statistics for our four simulations. The
statistics that we report are the expected values with respect to the stationary dis-
tribution of the shocks of output per capita, welfare in the three equilibria (enforce-
able, first best, and autarky), and private enforceable transfers. In addition, we repor

Multiplicative
Additive aggregate shocks aggregate shocks

No insurance Insurance No insurance Insurance
Statistic T(l) = 0 T (1) =.001 i (1) = 0 T (1) = .001

Average output per capita
Iy f (y) [efy) + e2(y)] 1.64583 1.64583 0.67702 0.67702

Average enforceable value function
Iy f (y) Vfy, 1) 4.44575 4.44558 3.30871 3.31925

Average symmetric value
function (first best)
Iy f (y) W(y, 1) 4.47292 4.47350 3.31717 3.32839

Average value function under autarky
Iy -y*(y) {Q.[el(y)] + Q[e2(y)]} 4.43563 4.43692 3.11841 3.13855

Sample average private transfers
Iy -f (y) [^(y) + T (y) - cfy, 1)] 0.01626 0.013780 0.18327 0.17971

Ratio of variances of private
consumption and endowment
(net of aggregate)

!„ f(y) [c,(y,l)-Iv 7* (y) c,(y, I)]2 0.88376 0.89550 0.40484 0.40537

ly f (y) [*&> i) + T (y) - 1, V (y)fe,(y, D + * (yW
Note: Values are computed statistics from the model economies, with the following parameters: o = .8, P = .85,
z e (1, .05), F Z|/z = .9, T z ̂  = .8, s e (1, .015), T Si/S] = .95, rS]/S] = .75, P(y) = 0.
Source: Authors' calculations.
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258 SHIELDING THE POOR

FIGURE 10-4.

Typical Consumption Path for Agent 1 under Three Cases

Note: The consumption path is for agent 1 given a sequence of realizations
for autarky, perfect insurance, and implementable allocations.
Source: Authors' calculations.

the ratio of the variance of idiosyncratic (net of aggregate) consumption and en-
dowments. As we discussed above, this ratio is inversely related to the amount of
idiosyncratic risk that is diversified in equilibrium. The variances are computed as
the sample variances over a very long simulation.

As can be seen from the first two columns of the table, for the case of an
additive shock and the parameters considered, the introduction of an insurance
scheme reduces the average welfare that can be obtained in an enforceable equilib-
rium. As should be clear from the discussion above, this result is not the only pos-
sible one. With different parameters, one would get an overall improvement. How-
ever, the mechanism through which this result comes about is quite clear from the
table. Notice that the introduction of aggregate insurance increases the value of
autarky (and of the first best allocation, for that matter). The increase in the value of
autarky crowds out some private transfers, as is evident from the 20 percent reduc-
tion in average private transfers. This reduction more than compensates for the
increase in welfare induced by the reduction in the variance of aggregate shocks.
The amount of crowding out induced by the public transfer scheme is also evident
in the increase in the ratio of variances (the ratio equals 1 under autarky and zero
under perfect insurance).

The story in the last two columns, however, is very different. The introduc-
tion of aggregate insurance in the additive case improves welfare. The average size
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FIGURE 10-5.

Marginal Utilities between Agents under Three Cases

Note: The figure shows the typical path for the relative weights (ratios of
marginal utilities) between agents given a sequence of realizations for autarky,
perfect insurance, and implementable allocations.
Source: Authors' calculations.

of private transfers decreases, but not enough to reduce welfare. The ratio of vari-
ances increases somewhat. But again, in this case the insurance scheme does more
good than harm, especially if we recall that in this case we are assuming that all
households are paired and therefore have some access to private insurance
arrangements.

A More Sophisticated Scheme

In the previous section, we have shown that the simple insurance scheme described
earlier is not efficient and can even lead to a decrease in average welfare. It is there-
fore profitable to think of alternative schemes that might not interfere with the
functioning of private insurance mechanisms. Obviously, the design of these
schemes will depend on the knowledge, on the part of the government or the orga-
nization providing them, of the types of private insurance schemes available in the
economy. In particular, it will be necessary to know the prevalence, importance,
and nature of various arrangements.

Suppose that the government knows the structure outlined above and can
identify the possible pairs in the village. Below we also analyze the possibility that
the government, even if it knows the nature of the private arrangements described
in the previous sections, cannot know which individuals are related by the private
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260 SHIELDING THE POOR

arrangements we have described. However, we will also assume that the govern-
ment has no knowledge of idiosyncratic shocks and cannot even identify the guilty
party if a private arrangement breaks down.

When the government can identify the extended families in the village, a simple
way to minimize the effect that the aggregate insurance scheme has on private
insurance would be to make the payment of the aggregate insurance conditional
on the agreement of both partners. If one of the partners were not willing to sign
the receipt of the aggregate scheme, both of them would lose the aggregate pay-
ment. This scheme might solve the issue of the crowding out of private insurance.
Basically, this mechanism would give the individuals within the extended family a
possibly very powerful punishment for the individuals who deviate from the
agreement. A reversion to autarky would mean not only the loss of the individual
insurance arrangement but also of the aggregate one. The same arguments that are
used to guarantee that some idiosyncratic risk is shared in the absence of aggregate
insurance can now be used to say that at least the same amount of risk is insured
after the introduction of aggregate insurance.

The situation is a bit more complicated if the government cannot identify the
members of the extended families and a fraction of the population is not actually
linked to anybody else. In such a situation, a possibility is to make an individual
register for the aggregate insurance scheme ex ante. Furthermore, those registering
in couples could be given a small premium, which would induce them to prefer
registration in couples (with a clause that makes future payment subject to the
couple's agreement). The assumption that one needs to make this scheme work is
that individuals not belonging to extended families would be able to find a partner
to participate in the aggregate scheme, even if they are unable to find one to share
individual risk. This assumption might not be very strong as it does not require the
observation on the part of unpaired individuals of the idiosyncratic shocks of per-
spective partners. Furthermore, it requires that the paired individuals participate
with their extended family partner in the aggregate insurance scheme. Again, this
assumption is not too strong, as it does not require a change in the information
structure of our economy.

Extensions

The model we sketched earlier can be extended in several directions. The first, ob-
vious, extension is to allow for the possibility of storage. As discussed in Ligon,
Thomas, and Worrall and by Fernando Alvarez and Urban Jermann, the problem
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CONSUMPTION SMOOTHING AND EXTENDED FAMILIES 261

becomes numerically much more complex because of the presence of nonconvexities
implied by storage.16 However, the main result obtained in this chapter, that simple
aggregate insurance schemes are inefficient and can potentially decrease welfare,
goes through. The only caveat one has to bear in mind is that the presence of stor-
age in a model with enforceability constraints might put severe limitations on the
amount of idiosyncratic risk that is diversified. This is because the possibility of
self-insurance makes autarky much less unappealing than without storage.17 When
considering the introduction of aggregate insurance, therefore, we start from a situ-
ation in which there is potentially very little private insurance to crowd out.

These considerations, however, do not affect the result that the simple insur-
ance can be improved upon and, depending on the particular features of the
economy, could be counterproductive. Indeed, in a situation in which intertemporal
allocation differs little from what would prevail under autarky because of the pres-
ence of an extremely binding enforceability problem, one could try to design ag-
gregate insurance schemes to overcome these types of problems and induce a greater
degree of risk sharing. In other words, in some situations, the role of the govern-
ment might be more useful in inducing more risk sharing than in providing aggre-
gate insurance.

IMPLICATIONS OF THE MODEL FOR THE DESIGN OF SURVEYS

In this section, we discuss the implications that the models discussed above have
for the design of household surveys. While we do not detail the questions that
might be included in a future questionnaire, we discuss some of the conceptual
issues that arise from the discussions above and that could and should be informa-
tive for the design of these questions.

Clearly, four elements are crucial for the design of any proposed insurance
scheme targeted toward aggregate shocks:

1. The prevalence, importance, and nature of private insurance schemes. One
can think of this as an attempt at measuring empirically the parameter (0,.

16 Ligon, Thomas, and Worrall (1997); Alvarez and Jermann (1997).
17 As mentioned above, Ligon, Thomas, and Worrall (1997) show that the presence of storage might
decrease welfare through the same mechanism. This possibility arises in our model with the introduc-
tion of aggregate insurance.
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262 SHIELDING THE POOR

2. The importance of enforceability constraints and the degree of risk sharing.
3. The variance and persistence of aggregate and idiosyncratic shocks.
4. The relative importance of aggregate and idiosyncratic shocks.

The main problems to be faced when one attempts to gather information on
these issues are that surveys are typically not targeted toward a small village but
are instead nationally representative surveys. They also typically lack a longitudi-
nal dimension. These limitations are particularly relevant for the third and fourth
points. It is therefore crucial to design questions that allow one to identify shocks
and disentangle, on the one hand, the idiosyncratic and aggregate component, and
on the other, the other permanent and transitory components.

Designing a number of questions on various types of private transfers and
arrangements that individuals might have access to is essential. It is possible and
desirable to collect information on the access to some schemes (credit, insurance,
informal transfers from and to relatives), about the extent of their usage, and on
their prevalence throughout the economy. It is important to quantify the amounts
involved in the transfers and collect as much information as possible on the func-
tioning of the relevant mechanisms. This information should be complemented
with information about assets and the extent to which these assets can provide self-
insurance. Finally, to be able to use these data, it is also crucial to complement the
information on transfers, income, and so on with information about consumption.

Designing questions that would allow one to identify particular problems
with the functioning of these arrangements (enforceability, asymmetric informa-
tion, and so on) is important. The very nature of the enforceability problems might
make the eliciting of this kind of information extremely difficult. One possible strat-
egy would be to get at the problem indirectly by attempting to measure the degree
of risk sharing among members of extended households. In this respect, the infor-
mation on consumption and how consumption reacts to various shocks is particu-
larly valuable. Obviously, deviations from perfect risk sharing could be explained
by a variety of reasons other than enforceability problems, such as asymmetric in-
formation. Moreover, it is important to take into account the possibility that indi-
vidual households might be engaged in different relationships providing different
amounts of risk sharing.

Evaluating aggregate insurance and its optimal provision involves, by defini-
tion, having an idea about the mechanism of intertemporal allocation of resources
and about the variances of the shocks received by individuals. As most surveys
have a very short or no longitudinal dimension, it is crucial to design questions
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CONSUMPTION SMOOTHING AND EXTENDED FAMILIES 263

aimed at collecting information about the dynamics of the income processes faced
by the individual households. These might include retrospective questions and
questions about expectations. The former could gather information about past lev-
els of income and perceived normal income and elicit comparisons of current and
normal income. The latter could include direct questions on households' expecta-
tions about the future and, possibly, about perceived variances. Substantial progress
has been made in survey design to obtain synthetic measures of perceived risk and
variance.18 Furthermore, questions about expectations can be used to obtain infor-
mation about the perceived persistence of shocks.19 The main advantage of this
procedure and more generally of using direct information on expectations is that it
cuts through the thorny issue of the difference between the information set of eco-
nomic agents and that of the econometrician.

As discussed above, within the framework of our model it is crucial to distin-
guish aggregate versus idiosyncratic shocks. There is now substantial evidence about
the fact that even in small and relatively homogeneous societies, such as rural vil-
lages, shocks that might be thought of as aggregate (such as the weather) have an
important idiosyncratic component. To identify aggregate versus idiosyncratic
shocks it is therefore important, when one does not have access to information
about other households in the same village, to design questions targeted toward
gathering information about the general environment in which the sampled house-
holds operate, about their perceptions of shocks compared with their neighbors
and the village in general. It might be useful to elicit information not only from the
sampled households but also from some village authorities (headmen) about vil-
lage conditions.

CONCLUSIONS

In this chapter we have analyzed the optimal provision of aggregate insurance in a
situation in which individuals in a small economy face both idiosyncratic and ag-
gregate risk. While we allow risk sharing among members of what we call extended
families, we are interested in situations in which idiosyncratic risk is less than fully

18 A number of studies on income expectations and income variability have been performed at the Bank
of Italy and at the University of Michigan.
19 In a recent paper, Pistaferri (1998) has shown how to use information on actual and expected income
in subsequent interviews to decompose exactly transitory and permanent shocks.
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264 SHIELDING THE POOR

insured because of the presence of enforceability problems. We show that in such a
situation, the provision of a simple insurance scheme is almost surely inefficient.
Furthermore, we show that it is possible to construct scenarios in which the provi-
sion of aggregate insurance decreases aggregate welfare. The reason for this ineffi-
ciency is that aggregate insurance makes the enforceability constraints worse and
therefore crowds out some private insurance.

We solve and simulate our model for the case in which individual house-
holds have access to no storage technologies. We conjecture, however, that the es-
sence of our results carries through to the case of economies with storage.

We also discuss, the possibility of designing an aggregate insurance scheme
that avoids the problems just mentioned. Finally, in the last part of the chapter we
present some thoughts on the implications of our model for the design of house-
hold surveys.
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CHAPTER ELEVEN

Social Protection for the Poor
in the Developed World

Timothy M. Smeeding and Katherin Ross Phillips

The purpose of this chapter is to review the recent evidence on the antipoverty ef-
fectiveness and other characteristics of social protection for the poor in the rich na-
tions of the world. We will show that a wide range of poverty rates and antipoverty
policies can be found among these countries. Within each country a unique set of
antipoverty policies combines with other social protection policies to help reduce
poverty. We examine the ways in which various private (though perhaps regulated
or mandated by governments) and public policies affect poverty among the overall
population and among several key groups: middle-aged workers, including those
who are fully or partially employed and those with no earnings; childless families;
families with children (including single parents); extended families (where living
together produces economies of scale to reduce poverty); and the elderly. We exam-
ine the effect of education attainment on poverty as well.

Our objectives are twofold: first, to describe the arithmetic effects of social
protection policies on poverty, and second, to attempt to infer their lessons for the
design of social protection systems and safety nets in the developing world. In
doing so, we discuss the responsiveness of modern society to a number of social
risks: traditional risks such as old age, unemployment, and disability, and new
risks such as single parenthood, care for children when parents are employed, and
the effects of demographic cycles on the costs of aging societies.

The authors would like to thank Kati Foley, Esther Gray, and Mary Santy for their help in preparing the
manuscript, and Gary Burtless, Dennis Sullivan, and two anonymous referees for comments on an
earlier version. Support for the chapter was provided by the IDE, Ford Foundation, and the MacArthur
Network on Families and Children.
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268 SHIELDING THE POOR

In the short space allotted to this chapter, we are limited in the extent to which
we can examine different measures of poverty and specific programs. We present
results for a set of rich nations at a point in time, with no direct analysis of poverty
trends over time. We concentrate on money-based poverty, with only a summary
discussion of the effects of noncash benefits on poverty. And we limit our poverty
measures to relative income-based headcounts of the poor. We are less concerned
about this final limitation than we would be if we were writing a paper on poverty
measurement, where a number of poverty concepts and measures should be ex-
plored. Yet, because the antipoverty effects of social protection systems are similar
whether one uses absolute or relative poverty concepts, the main points we make
in this chapter can be argued regardless of the poverty concept employed.1

MEASURING THE EFFECTS OF POLICY ON POVERTY

Cross-national comparisons of poverty have focused primarily on the distribution
of disposable money income after direct (income and employee payroll) taxes and
after transfer payments.2 While this definition of post-tax and transfer disposable
income is broad, it falls considerably short of the Haig-Simons comprehensive in-
come definition, typically by excluding much of capital gains, imputed rents, home
production, and in-kind income (including employment-related benefits).3 Most
cross-national studies of poverty employ either a measure of income gross of all
taxes or a measure that subtracts "direct taxes"—income and employee payroll
taxes—alone. In general, studies do not count personal property or wealth taxes as
direct taxes. Employer payroll taxes are implicitly assumed to fall on employees,
and indirect taxes are ignored.4

1 Kenworthy (1998); Smeeding (1997b).
2 Direct taxes are most often estimated from tax imputation models rather than official tax records. For
example, the after-tax data for Australia, Germany, and the United States are obtained using a tax impu-
tation model at the level of the individual household to estimate direct taxes. Sweden uses official records
of taxes paid.
3 Still, this definition is broader than some. For instance, the U.S. Census Bureau's annually reported
household income and poverty statistics use data from the Current Population Survey that include cash
transfers but exclude taxes, thus making it difficult to ascertain the long-term effects of even income
taxes on income inequality in the United States. U.S. Bureau of the Census (1998).
4 Because of differential reliance on employer and employee social security contributions across na-
tions, and because of the differential mix of personal, business, earnings, income, property, and goods
(expenditure, V.A.T., sales) taxes across rich nations, the manner in which taxes are collected may have
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THE DEVELOPED WORLD 269

Because we want to measure the effects of public policy on poverty allevia-
tion, we also examine the impact of public taxes and transfers on well-being by
estimating the percentage of persons with incomes below half of the adjusted-
median disposable income, based on their adjusted market income (MI). MI in-
cludes all forms of earnings (wages, salaries, and self-employment income) plus
capital income. Next we factor in "private transfers," including occupational pen-
sion benefits, interhousehold transfers, and private transfers, such as child sup-
port. Private income transfers therefore include everything but government transfers
and taxes. We also separate out the effects of two types of transfers on poverty:
universal and social insurance transfers, including such items as child allowances
and unemployment, disability, and old age insurance. Next the effects of payroll
and income taxes are estimated as defined above. Finally, social assistance or means-
tested and emergency benefits are counted. The latter category includes cash and
near-cash transfers, which are assumed equivalent to cash income. These near-cash
benefits include such items as food stamps in the United States and housing allow-
ances in Sweden. Each is easily measured in national currency terms. Once we
have added these together, we reach disposable personal income, or DI, which in-
cludes all types of income, including taxes and transfers.

These comparisons are designed to illustrate how universal benefits, social
insurance, and social assistance "welfare" programs—the social safety net—help
reduce poverty. They also tell us how the tax system, including negative taxes such
as refundable personal tax credits (for example, the U.S. earned income tax credit
[EITC] and the U.K. family tax credit), help raise the incomes of some families rela-
tive to others.

Because poverty is of greater concern when it is concentrated among vulner-
able groups (children, aged, unemployed) compared with others (for example, able
childless adults), we present poverty rates for several groups as well as for all per-
sons (figures 11-1 and 11-2 and table 11A-3 in the appendix to this chapter). We
first consider household poverty rates among households headed by a prime age
adult (25 to 64) in table 11-1. Here we break the aggregates into three groups: those
with a head or a spouse working full-year, full-time (to assess wage adequacy);

some effect on the results of cross-national comparative analyses of poverty. But in order to calculate the
burden of indirect taxes, a great deal of additional information is needed. Incidence assumptions (con-
sumers, labor, and capital) need to be made, and relative types and amounts of consumption need to be
identified. Largely because of these additional requirements, we know of no studies of poverty that
include the effect of indirect as well as direct taxes.
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270 SHIELDING THE POOR

those with only part-time workers (head or spouse) as a residual; and those with
no earners (who are either full-year unemployed or not in the labor force, includ-
ing the totally disabled). These analyses clearly focus on the questions of whether
or not participation in the labor market can by itself reduce poverty and also how
social protection affects poverty among working-age households.

We then turn to individual rates of poverty among adults (all persons aged 25
to 64) grouped into various demographic categories: couples (two adults present);
adults in "extended families" (multigenerational families with children and adults
other than the head aind partner); childless prime age adults (adults 21-64 in house-
holds without children); and elderly (adults 65 and over) (table 11-2). We do not
directly assess child poverty in this chapter. We do, however, investigate the pov-
erty of children indirectly by assessing the economic status of their parents.

We return to the household concept in table 11-3, where we present poverty
rates by education level. We have coded education groups into three categories—
low, medium, and high—for the nations that have these data (all but France and
the United Kingdom) in order to examine the relationship between one measure of
human capital (education level of the head) and poverty. Because of low levels of
human capital, policy implications for developing countries are perhaps most di-
rectly relevant. Income and poverty definitions are more completely summarized
in the appendix to this chapter and table 11A-1.

The database used to carry out this analysis is the Luxembourg Income Study
(LIS) database, which now contains information on child poverty for 27 nations in
100 databases covering the period 1967 to 1997.5 The LIS consists of a set of existing
household income microdata sets that have been "harmonized" (categories of in-
come and demography are made consistent), producing output files that are more
comparable than are the raw files. While the LIS process certainly raises the ratio of
"signal" to "noise" in cross-national comparisons of income, poverty, and economic
well-being, some of the noise remains. Hence, footnotes on noncomparabilities that
have been reduced but not eliminated still are worthy of note.6

From the LIS (table 11A-2) list we have selected nine data sets to examine
here: three young large Anglo-Saxon nations with "underdeveloped" welfare states
(United States, Australia, Canada); five European nations (United Kingdom, Spain,
France, Germany, and the Netherlands), which span the social policy spectrum;

5 See LIS homepage at http://liss.ceps.lu and table 11A-2.
6 Recent papers and publications on poverty, inequality and social protection using LIS include Gottschalk
and Smeeding (1997,2000); Danziger and Jantti (2000); Smeeding (1997a); and Kenworthy (1998).
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THE DEVELOPED WORLD 271

and one "advanced" Scandinavian welfare state (Sweden). While other choices of
nations were available, this set fairly well represents the types of social protection
systems available in rich nations.7

RESULTS

Our purpose is to assess the relative levels of poverty across the selected nations
and the effect of social protection systems on these societies. We begin with two all-
inclusive figures (based on table 11A-3) that paint the broad outline of poverty
patterns and antipoverty effects across these nations. These pictures help set the
stage for the detailed results that follow.

Overview

There is a wide range of relative income-based poverty rates based on dispos-
able income (DI) for all persons across the nine countries, as seen in figure 11-1
(derived from table 11A-3). The United States is clearly the outlier at either the
40 or 50 percent poverty line, with an 18.4 percent rate at our preferred 50 per-
cent of median standard. Australia comes next, at 15.7 percent, and then a group-
ing of the United Kingdom, Canada, Spain, and France, all in the 10 to 12 percent
range. Finally, poverty is lowest in (West) Germany, Sweden, and the Nether-
lands, all in the 6 to 7 percent range. At the more stringent 40 percent poverty
standard, only the United States has poverty in double digits, while Australia
has an 8 percent rate. The next four nations (United Kingdom, Canada, Spain,
and France) are all around the 6 percent poverty level, while the lowest three
(Germany, Sweden, and the Netherlands) are all around 4 percent. Beyond the
United States and Australia, which always rank highest, and the Netherlands
which is always lowest (or tied for lowest), there is no unique ranking. Although
country-by-country rankings vary by the level of median income at which pov-
erty is measured, three or four distinct groupings of nations and large differ-
ences across these nations are apparent in figure 11-1. The range of poverty rates
varies by two to three times across the extremes depending on which level of
poverty line is selected.

7 We deliberately exclude the newly reformed central and eastern European nations on the grounds
that their welfare states are in some ways remnants of the former Warsaw bloc and are hence in a state
of transition.
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272 SHIELDING THE POOR

FIGURE 11-1.
Incidence of Poverty across Modern Nations

a. Percent of all persons with adjusted disposable incomes less than 40 or 50
percent of adjusted median disposable income. Forty percent of the median is
chosen for comparison because it is almost exactly the ratio of the U.S. poverty
line to the U.S. median.
Source: Authors' calculations from the Luxembourg Income Study, Smeeding
and others (1998), and table 11A-3.

Market income (Ml)-based poverty rates (figure 11-2) are more closely clus-
tered than are Dl-based rates, with all countries facing pre-tax and transfer poverty
rates between 30 and 38 percent at the 50 percent of median poverty standard. The
antipoverty effects of taxes and transfers, however, differ greatly. In fact, the United
States and Australia begin with the two lowest Mi-based poverty rates but end up
with the highest Dl-based rates (figure 11-2). Canada begins at a point close to the
U.S. figure but then ends up with a better after-tax and transfer poverty rate. In the
low-DI poverty countries (for example, Sweden and the Netherlands but also France
and Germany), there is a much larger antipoverty effect but also a larger "target" Mi-
based pre-tax and transfer poverty group. The patterns at the 50 percent level are
largely similar to those at the 40 percent poverty level (for the latter, see table 11A-4).

A closer look at table 11 A-3 indicates that in every nation with the exception
of Australia and the United Kingdom, universal and social insurance transfers have
by far the largest impacts on poverty. In the United Kingdom, social assistance also
has a large and roughly equal effect on poverty. While all other nations make use of
social assistance payments, they play a far less significant role than does social
insurance in most nations. In every nation, private transfers play a small positive
role, while taxes play a small negative role, but neither is a prime mover for pov-
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THE DEVELOPED WORLD 273

FIGURE 11-2.
Antipoverty Effectiveness of Social Protection Systems:

Transfers and Taxes in Rich Nations, 1990-95

erty reduction. In the expansive welfare states of Sweden, Germany, France, and
even Spain, social insurance benefits account for 80 percent or more of the poverty
reduction derived from the social protection system. In Canada, the Netherlands,
and the United States, about two-thirds of the antipoverty effect can be attributed
to social insurance and universal transfers.8

Social insurance includes old age and survivors' benefits, temporary and per-
manent disability payments, unemployment compensation, and in some countries,
maternity allowances. Universal benefits include child allowances, maternity al-
lowances, and in some countries, guaranteed child support (child support assur-
ance). Because the effects of social insurance may be dominated by one or more of
these specific types of benefits, it behooves us to take a closer look at which types of
benefits are most prevalent and which packages have the greatest impact on pov-

8 While the terms "social insurance" and "universal benefits" are generally the same across all nations,
Canada has recently begun to target its child allowance ("universal") program and unemployment
insurance ("social insurance") program by phasing out the benefits at high income levels, for example,
$65,000 and above. We return to this point in the discussion that follows.

a. Percent of all persons with adjusted disposable incomes less than 40 or 50
percent of adjusted median disposable income. Forty percent of the median is
chosen for comparison because it is almost exactly the ratio of the U.S. poverty
line to the U.S. median.
Source: Authors' calculations from the Luxembourg Income Study and table
11A-3.
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274 SHIELDING THE POOR

erty. We accomplish this decomposition by examining impacts on more detailed
demographic groups in the next section of this chapter. We are not able to complete
a program-by-program analysis for each type of social assistance or social insur-
ance benefit. Indeed,, because there is no one particular type of social protection
instrument that dominates across several nations, such a detailed analysis would
be fruitless in any case. Rather we seek to demonstrate the general type of pro-
grams that affect the poor and to document the extent of the impacts for each type.

The preliminary figures suggest that there may be a relationship between social
protection efforts (for example, as measured by the percentage of GDP spent on cash
social protection) and reductions in poverty. Indeed, we examine the percentage
change in poverty from MI to DI (as in tables 11A-3,11-1, and 11-2), and compare it
with social protection expenditures (for example, those from the OECD).9 Figures
11A-2 and 11A-3 show that there is a strong relationship between social protectio
budgetary efforts and poverty reduction among the nonelderly (figure 11A-2) and
among all persons including the elderly (figure 11A-3). In general, higher spending
produces lower poverty rates. And this overall relationship is not solely driven by
social retirement expenses because the result also holds true for the nonelderly.10 In
both charts the United States is an outlier, suggesting not only that it spends little on
social protection (relative to GDP) but also that this spending is not well targeted to
the otherwise poor (as denoted by its being far below the trend line in figures 11A-2
and 11A-3). For instance, among the nonelderly, Australia has a larger but still below
average antipoverty impact for roughly the same level of expenditure, while among
all persons, it drops closer to the U.S. level.11 And among the midlevel countries in
terms of expenditures on and poverty reduction for the nonelderly, France seems to
achieve a larger impact than does the United Kingdom, Germany, or Canada. Swe-
den and the Netherlands achieve high levels of poverty reduction, but they also spend
large fractions of GDP on social protection. To investigate these results more closely,
we now turn to the more detailed results.

9 OECD (1999). The OECt) Social Expenditures database allows users to separate benefits paid to the
elderly (households with a head or recipient 65 or older) and the nonelderly. It also permits us to sepa-
rate health care spending from cash and near-cash benefits as in figures 11A-2 and 11A-3. Education
benefits are, however, not included in these figures.
10 The indirect effects of social expenditure on pre-tax and transfer poverty and infertility are discussed
below.
11 This is not to recommend the Australian income and means-tested social protection system,, but just to
note that targeted spending produces greater poverty reduction per dollar spent.

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



THE DEVELOPED WORLD 275

Working-Age Household Poverty and Social Protection

We begin by examining the effects of social protection on poverty among house-
holds headed by householders (household heads) of working age (25 to 64 years
old). Because of the importance of labor market income supplements, we break this
group into three subgroups in each country:

• households with either the head or spouse working full-year, full-time
• households with neither the head nor the spouse employed ("nonearner"

households)
• households with a part-time employed head or spouse (or both) and with

neither working full-year, full-time (the residual of the first two subgroups).

Overall poverty rates are also tabulated. In table 11-1 we examine the household
(not the person). Because countries often try to construct "income packages" for
different types of households, whereby all earnings, social insurance, and other
factors are taken into account, one could argue that the household is the proper
accounting unit and poverty reference group.12 The breakdown into these types is
to help tell us how various labor market groups are affected by the social protec-
tion systems in each country.13 In both tables 11-1 and 11-2, column A presents MI
poverty rates, column E presents DI poverty rates, and the last column presents the
overall percent reduction in poverty from MI to DI.

There are both large and subtle differences across countries in these results
(table 11-1). One of the most clear findings is that full-year, full-time workers begin
with low poverty rates and improve from there. The highest poverty rates among
this group (United States, 6.2 percent; Australia, 3.3 percent; Canada, 2.9 percent)
are also low-wage countries, that is, those with a large fraction of workers earning
less than two-thirds of the median wage.14 But even in these countries and for full-
year, full-time workers, the tax transfer system further reduces poverty. DI poverty
is less than MI poverty in each nation.

At the other end of the spectrum, nonearners almost by definition have ex-
tremely high MI poverty rates and hence must rely on the transfer system to bring

12 See Danziger, Rainwater, and Smeeding (1997). In table 11-2 we use individual poverty rates but
maintain the same household accounting framework.
13 In table 11-1 we exclude Spain and France because of the lack of comparable data on type of worker.
14 Smeeding (1997b).
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these rates above the poverty level. Since the "nonearners" can run as high as 20 to
30 percent of all such households (for example, see the United Kingdom and the
Netherlands in table 11A-6), this is a major problem in some nations. Social insur-
ance and social assistance are combined to bring about large poverty reductions in
some nations for this group (for example, the Netherlands, Sweden), while those
that do not have such strong institutions are much less likely to reduce poverty
rates to reasonable levels (for example, the United States).

In between these extremes, we find part-time (or part-year) worker house-
holds, where again outcomes vary according to the strength of the social protection
system. Resulting DI poverty rates vary from 3.5 to 35.4 percent for this group,
with social insurance playing the strongest role in poverty reduction efforts.

In every country, private income transfers and taxes play small, offsetting
roles, with taxes raising poverty by 1 to 2 percentage points and private transfers
having the opposite effect. The overall results at the bottom of each country's break-
downs reflect these patterns (and also the relative numbers of households in each
of the three categories). In almost all of the countries, social insurance benefits,
disability, unemployment, child allowances, workers' compensation, and mater-
nity benefits play the largest role in reducing poverty. Only in Australia, which has
a set of expansive income-tested social assistance schemes, and in the United King-
dom, where income-tested social assistance benefits are a relatively large part of
the safety net, do we find that social insurance is not the largest source of poverty
reduction. In all the rest of these nations, social insurance transfers provide two-
thirds or more of the antipoverty effect of the social protection system.

Adults, Parents, and Elderly by Family Type

Another way to examine the effects of social protection is to look at individual
adults, including parents with children in the household, according to their house-
hold living arrangement status, not their work status (table 11-2). Different nations
treat adults in different ways, depending on their family situation: presence or ab-
sence of children; presence or absence of other adults (extended families or single
parents). Because older retired households also receive large amounts of social trans-
fers, we examine the population 65 and over as well.15

15 The age line that separates the retired from workers is not always clear and may be below 65 in many
countries. See Smeeding and Quinn (1998) on this topic.
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The most striking findings here are the diversity of social transfer effective-
ness across the population types and the continued importance of social insurance
transfers in most nations. Adults 25 to 64 years old (tables 11-2 and 11A-4), not
surprisingly, look by and large like adult households with heads in the same prime
age range: social insurance drives the antipoverty system (with the exception of
Australia and the United Kingdom). Overall, there is a wide range in adult MI and
DI poverty rates, with the latter ranging from 3.1 percent in Sweden to 15.4 percent
in the United States. Among childless adults and extended families, this same pat-
tern persists: wide-ranging DI poverty rates and social insurance as the primary
antipoverty tool.

Among families with children, social assistance plays a somewhat larger role.
Couples with children still rely heavily on social insurance, but the presence of
children adds to the role of social assistance in most nations, especially in the United
Kingdom, but also in Canada, France, and Sweden. Couples with children have DI
poverty rates that range from 2 percent in Sweden to double digits in Australia
(10.6 percent), Spain (10.9 percent), the United States (11.8 percent), and the United
Kingdom (12.3 percent).

Single parents are a quite varied group, with MI poverty rates from 40 per-
cent in Sweden to 78 percent in the United Kingdom and the Netherlands and with
DI poverty rates ranging from 4 percent in Sweden to more than 50 percent in
Australia, Canada, Germany, and the United States. Even in France and the Neth-
erlands, single parent poverty rates run in the 28 to 30 percent range. In France,
Germany, and the Netherlands, we find that social assistance now tops social in-
surance in its antipoverty effect for single parents. Clearly most nations have not
done well in providing social protection to this vulnerable group. In Sweden (and
in Norway, Finland, and Denmark, not shown here), Mi-based poverty rates run
below the Dl-based poverty rates in many other nations, indicating that Sweden
(and to some extent France and Spain) has found a way to encourage single parents
to become more self-supporting through part-time or full-time work, thus reduc-
ing MI poverty by a greater margin than other nations.

While the elderly are a much better protected group in all nations except Swe-
den, where everyone is well-protected, a wide range of DI poverty rates emerge,
ranging from almost 33 percent in Australia (where an income-tested benefit sys-
tem substitutes for social retirement) to below 5 percent in the Netherlands. Only
Canada and Germany also have single-digit elderly poverty rates. In the United
States 22.7 percent of the elderly are poor, as are 13 to 17 percent of the elderly in
Spain, Germany, and France. For the first time, we see that private transfers, here in
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the form of occupational pensions, have a large role in reducing poverty, especially
in the Netherlands, but also in the United Kingdom, Canada, Germany, and the
United States. Social retirement still plays the largest role, but in Sweden, the United
Kingdom, Canada, France, and Spain, social assistance also plays a not-insignifi-
cant role among the elderly.

Education and Income Sources

Our final breakdowns of poverty are by education status of the head of the house-
hold. Cross-national levels of education are not coded in a comparable way in any
data set. In some, for example, the United Kingdom data set used by LIS, age of
leaving school is the only variable that is present. However, two recent LIS papers
have re-coded education into low, medium, and high levels and have assessed the
robustness of these results.16 We use these classifications in table 11-3.17

There is a clear and pronounced relationship between poverty status and
head's educational attainment. The largest differences across education groups
show up in the first column. Higher levels of education produce lower house-
hold poverty rates in every nation and this effect is most pronounced in the
high-poverty nations like the United States, where there is a more than sixfold
difference between the Mi-based poverty status of the least educated compared
with the highest educated. In every country smaller but similar differences occur,
with single-digit Mi-based poverty rates appearing in Germany and Spain as well.
Tax and transfer policy reduces MI poverty in all nations and with similar "per-
centage change" has an impact across education categories in most nations. But
the largest drops in the absolute numbers of the poor owing to tax and transfer
policy take place among the least educated in most nations. Only in the United
States do we find the lowest educated receiving the least antipoverty effect for
social protection systems relative to other groups.

The net effect of education on MI plus taxes and transfers reduces poverty to
7 percent or less for the highly educated in all nations studied here. The least edu-
cated reach single-digit poverty rates only in Sweden. In every other nation, those
with the least education have poverty rates of 10.8 percent or more, with rates of 25

16 O'Connor (1994); Sullivan and Smeeding (1997).
17 The actual re-codes of LIS education variables into these categories are available on the LIS website
(http://www.lis.ceps.lu) or from Sullivan and Smeeding (1997), which is also available online from this
same source.
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percent in Canada and 46 percent in the United States. Clearly the better educated
are the least poor, often by a wide margin, in every nation studied here.

Summary

The LIS data reveal a rich and varied pattern of social protection among the
nations examined. Self-protection, in the form of low MI or pre-tax and transfer
poverty rates, produces the best results for the highly educated and for childless
couples, extended families, and households with at least one full-time earner.
While they may not always be classified as a social protection, the labor market
and the extended family are clearly strong antipoverty devices in all rich na-
tions. Full employment policies and extended family have definite measurable
economic benefits.

Private transfers and taxes largely offset one another for most nonelderly
groups. Social assistance plays a large and often significant role in many nations
(for example, Australia, the United Kingdom) and for some specific groups (for
example, single parents, elderly). But two factors seem to hold the most promise
for poverty reduction: the education system, which directly produces lower Mi-
based poverty in every country; and the overall expense, extent, and generosity
of the social insurance system, which provides the bulk of antipoverty effect for
working-age adults (including those who are not at all employed) and for the
elderly in all nations (with the singular exception of Australia). While many na-
tions have responded well to the "traditional" needs for social protection, for
example, old age, extended unemployment, and disability, not all have done so.
And only Sweden, and to a far lesser extent France, Spain, and the Netherlands,
appear to have dealt at all well with social protection against the "new risk" of
single parenthood.18

DISCUSSION AND CONCLUSION

The ultimate question posed for this chapter seems to be, what, if any, lessons can
social protection policy for the poor in the developing world take from the social
protection policies and results in the developed world? The short answer is, that

18 Overbye (1997).
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depends. Here we assess the findings above in light of the institutional, demo-
graphic, and economic situation of the developing world.

Expansive social insurance systems are a double-edged sword. On the one
hand, large amounts of social protection have strong antipoverty effects as demon-
strated above. While extensive social insurance systems prevent widespread pov-
erty for most groups, without the problems of stigma or take-up found in social
assistance schemes, three negative factors associated with these programs need
also be taken into account: their aggregate expense; their effect on labor markets;
and the current nonsustainability of social insurance for the aged in pay-as-you-go
pension schemes. We will deal with each in turn.

As seen in figure 11-2, the more that a nation spends on social protection, the
better the antipoverty effects for working-age adults and for the elderly and near
elderly. But social protection is expensive: more than 12 percent of GDP for cash
programs for the nonelderly alone in the Netherlands and Sweden; 18 to 21 percent
of GDP or more in overall elderly and nonelderly cash outlays in the United King-
dom, France, and Germany; and 25 percent or more in Sweden and the Nether-
lands. And this does not count public expenditure for health care or public education.
These large outlays have significant effects on labor markets in three ways.

First and foremost, large social retirement systems, complete with early re-
tirement (at 55 or over) in the guise of disability transfers or unemployment insur-
ance (or clearly stated as "early retirement" or "unemployment retirement" benefits),
have reduced labor force participation for men at relatively young ages throughout
Europe and Scandinavia. One striking statistic: only 16 percent of Dutch men 61 or
over participate in the labor force. In the Netherlands, France, Germany, and many
other European nations, the fraction of men who work is now less than 35 percent
for 62-year-olds.19 The extension of early retirement benefits leads to work stop-
page in every nation studied, but especially in the high-unemployment nations of
northern and central Europe. Here "joblessness" is passively fought by finance
ministers and social ministers with social insurance programs, which effectively
remove most older workers from the labor market. In the face of ever-expanding
life expectancy in old age, these policies suggest the strong possibility of near fu-
ture fiscal catastrophe as suggested below.

Second, extended unemployment benefits are notorious for their negative ef-
fects on work and labor supply behavior in such diverse nations as Poland and

19 See Gruber and Wise (1998); Smeeding and Quinn (1998).
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Canada.20 Another rule of thumb is that the more recent the study, the greater the
negative effects of social insurance on labor markets. Disability insurance at younger
ages has similar impacts in every rich nation.21

Finally, income-tested (or means-tested) social assistance has negative effects
on work in most nations, though these are probably of a lesser magnitude than is
popularly believed. Some nations, for example, Sweden and France, have found
good ways to mix work and income support for low-income single parents (or
couples). Canada has found ways to phase out universal and social insurance poli-
cies such as child allowances and extended unemployment insurance at higher
income levels.22 Most nations, however, for example, the United Kingdom, have
not done well on this front, creating social assistance systems with severe work
disincentives or so-called poverty traps. Whether U.S.-style "welfare reform" will
work in these nations is open to question.

Hence, the costs of reduced labor supply must be counted in when assessing
such programs. Unfortunately, the negative effects of income transfers on work
effort are not well studied in any of these nations. Robert Moffitt finds modest
negative effects in the1 United States, where the tax and transfer system is the small-
est of the nations studied.23 An early comparative study of the United States and
the Netherlands found large negative effects of the Dutch tax and transfer system
on work effort compared to the United States.24 But we know of no later similar
studies for the overall transfer systems of other nations covered, much less for de-
veloping countries.

Most of the "classic" studies of the work-reducing effects of social transfers
are largely out of date.25 Many focus to a large extent on the third type of problem
mentioned above—that is, social assistance—at the expense of studying extended
unemployment or retirement income. The work-reducing effects of early retire-
ment are also largely ignored in several studies.26 The third major shortcoming of
expansive pay-as-you-go social insurance systems for the elderly is their economic
and demographic nonsustainability. The United States publicly worries about a

20 Schmidt and Gora (1998); Lemieux and MacLeod (1998).
21 Aarts, Burkhauser, and de Jong (1996).
22 Banting (1997).
23 Moffitt (1992).
24 Haveman (1985).
25 Danziger, Haveman, and Plotnick (1981).
26 For example, Atkinson and Mogenson (1993); Burtless and Haveman (1987); and Moffitt (1992).
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projected 2 percent of GDP shortfall between revenues and expenses for social re-
tirement in the year 2030. The Germans, French, Canadians, and Dutch only wish
their situation were so favorable. Early retirement and generous benefits mix with
ever-growing life expectancy at older ages and declining birthrates to produce rev-
enue shortfalls of 4 to 6 percent of GDP for social retirement schemes over this
same horizon in these nations.27 Even at this time, attempts to raise retirement ages,
cut pensions, or build in added tiers for occupational retirement are meeting in-
creased resistance.

Finally, we should mention measures to address the "new risks" of rich soci-
eties: social protection for single parents and work-enabling policies for mothers,
married and unmarried.28 Few Western nations have met this challenge in a mean-
ingful way. Child support by absent parents is either largely unpaid (United States,
Canada) or subsumed by "advance maintenance" social insurance benefits, which
provide for guarantees in the absence of payment by absent parents while more or
less ignoring the parental obligation.29 The problem of adequate levels of support
for single parents is an issue that is unsolved by most rich societies.30

In summary, Western-style tax and transfer systems are not currently
budgetarily affordable by developing nations, and they are liable to have large eco-
nomic costs in any case. While classic tax and transfer social protection systems are
liable to have large automatic stability effects on consumption levels, they are also
liable to retard economic growth in the developing world. Fortunately a more modest
set of policies also offers promises of universal social protection at lower costs.

27 Smeeding and Sullivan (1998).
28 Overbye (1997).
29 Skevik (1997).
30 For example, Smeeding and others (1998).
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APPENDIX. DIFFERENCES IN CONCEPTS OF WELL-BEING
AND POVERTY BETWEEN RICH AND POOR NATIONS

The measurement of economic poverty in all nations, rich or poor, involves the
calculation of economic well-being or resources relative to needs. Economic well-
being refers to the material resources available to households. (We use the terms
household and family interchangeably. Our formal unit of aggregation is the house-
hold—all persons living together and sharing the same housing facilities—in al-
most all nations. Only in Sweden does "household" refer to a more narrow definition
of the "family" unit.) The concern with these resources is not with material con-
sumption itself but rather with the capabilities they give household members to
participate in their societies.31 These capabilities are inputs to social activities, and
participation in these activities produces a particular level of well-being.32 Mea-
surement of these capabilities differs according to the context in which one chooses
to measure them, particularly within rich nations compared with poor ones.

All advanced or rich societies are highly stratified socially. Some individuals
have more resources than others. The opportunities for social participation are vi-
tally affected by the resources at the disposal of the family, particularly in nations
like the United States, where there is heavy reliance on the market to purchase such
social goods as health care, education, and child care services.33 Money income is
the central resource in these societies. But there are still other important kinds of
resources, such as social capital, noncash benefits, education, and access to basic
health care, all of which add to human capabilities.34 There are also many forces in
rich societies that reduce well-being by limiting capabilities to participate fully in
society, such as violent geographically and socially isolated neighborhoods and
poor quality public education. Earnings and job instability also increase economic
insecurity in many rich countries.

In poor nations, where poverty is more basic—often the difference between
life and death—real consumption of food and shelter is the preferred measure of
well-being. Economic poverty emerges and is measured by having too few resources
for survival or living on life's edge. Here life expectancy, mortality rates at young
ages, lack of access to public health, illiteracy, and other basic measures of poverty

31 Sen (1992).
32 Rainwater (1990); Colernan, Rainwater, and McClelland (1978).
33 Rainwater (1974).
34 Coleman (1988).
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and social exclusion are much more common and much more easily measured than
is income. And social capital in the form of family support may be the major form
of social protection in developing countries, particularly in rural communities.

In rich societies, lower life expectancy and higher infant mortality are also
correlated with poverty, though to a lesser extent than in developing countries.35

But in rich countries, consumption—or the ability to consume—is the key measure
of economic resources and the ability to avoid poverty, while income—consump-
tion plus change in net worth—brings with it more complicated issues of period of
measurement and life cycle considerations. However, income is a much more ap-
propriate and, we would argue, more easily measured index of well-being for rich
nations than is consumption.36 Further, an emphasis on income, in addition to con-
sumption, allows researchers to focus not only on today's consumption but also on
ability to protect future consumption, that is, savings and access to credit markets.

In rich nations, one measures poverty based on annual disposable money
income. Detailed comparable information exists on money income by source, taxes
paid, and certain kinds of transfers that have a cashlike character, such as housing
allowances, fuel assistance, and food stamps. We do not take into account the ma-
jor in-kind benefits that are available in most countries, such as health care, educa-
tion, day care and preschool, and general subsidies to housing. To the extent that
the level and distribution of these resources are different in different countries, our
analysis of money income must be treated with some caution. But since we are
interested in the effects of safety nets on poverty we prefer instead a measure of
poverty that focuses on the short-term responsiveness of governments and other
agencies in providing social protection to the poor.

Equivalence Scales and Economies of Scale

Households differ not only in terms of resources but also in terms of their needs.
We take differing needs, owing to differences in household size and other factors
(for example, urban-rural differences), into account by adjusting income for family
size using an equivalence scale. The adjustment for household size is designed to
account for the different requirements families of different sizes and different cir-
cumstances have for participating in society at a given level. Different equivalence
scales will yield different distributions of well-being. Several studies in Europe, the

35 Jung and Smeeding (1999).
36 See Johnson and Smeeding (1998) on this topic.
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United States, and Australia point to an equivalence scale that implies fairly large
economies of scale in the conversion of money incomes to social participation among
families with children and also among the aged.37 Because choice of equivalence
scale may favor small versus large families, depending on which scale is selected,
we aim to find a middle ground value that is appropriate for measuring vulner-
ability for both large families (for example, those with two or more children) and
smaller units (for example, single elderly women living alone).

Buhmann and others have proposed that disposable income be adjusted for
family size in the following way:38

Adjusted income = disposable income/sizeE.

The equivalence elasticity, or "equivalence factor," E, varies between 0 and 1; the
larger is E, the smaller are the economies of scale assumed by the equivalence scale.
The various studies reviewed in the survey make use of equivalence scales for analy-
ses of per capita income ranging from E = 0 (or no adjustment for size) to E = 1
(which ignores all economies of scale).39 Between these extremes, the range of pos-
sible values is evenly covered. The reader should keep in mind that all money in-
come estimates in this chapter are based on adjusted or equivalent income calculated
according to the above formula.

The obvious question is which measure of E to use for this study. Following
Anthony Atkinson, Lee Rainwater, and Timothy Smeeding, we have selected an E
value of 0.5, similar to that used by the OECD and Eurostat. For the most part, na-
tional rankings by overall poverty rates are not sensitive to the measure of E selected.40

However, subgroup poverty rates are very sensitive to the choice of equiva-
lence scale. As demonstrated in appendix figure 11A-1 for Spain, poverty rates
among the elderly (usually small families in rich nations) and children (larger fami-
lies, particularly in developing nations and in richer Catholic nations) vary system-
atically according to the level of the equivalence factor. When E = 0, there are
complete economies of scale and smaller households have higher poverty rates

37 Buhmann and others (1988); Bradbury (1989); Rainwater (1990). For the aged see Burkhauser, Smeeding,
and Merz (1996).
38 Buhmann and others (1988).
39 Buhmann and others (1988); Atkinson, Rainwater, and Smeeding (1995).
40 Atkinson, Rainwater, and Smeeding (1995, especially chapters 2, 3, and 7). For OECD see Forster
(1993), and for Eurostat see Hagenaars, De Vos, and Zaidi (1994). See also Burkhauser, Smeeding, and
Merz (1996).
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(owing to the correlation between income and household size) than do larger ones.
The opposite result is obtained at higher levels of the equivalence factor, all the
way to E = 1, where there are no economies of scale and each additional person
needs as much as the first person to be nonpoor. Two important notes can be added.
First of all, this same relationship obtains for every rich nation; the crossing of the
lines in figure 11A-1 is not unique to Spain. Second, there is far too little research
on the appropriate measure of E in developing nations. Simplistic measures of pov-
erty such as "$1.50 per person per day" imply E = 1 equivalence scales and hence
the likelihood of family size biases apparent in figure 11A-1.41

Having defined equivalent income in this way, we determine the equivalent
income of all households and all individuals in each country. We then examine the
distribution of equivalent incomes of households and of persons in households in
relation to the selected poverty line. That is, we tabulate the percentage of persons
who have given characteristics and the percentage of households with given char-
acteristics. In technical terms, our person calculations are weighted by the number
of persons of each type (all persons including children, adults, elderly) residing in
each household type.

Relative versus Absolute Poverty

Needs can be measured in two ways, an absolute definition and a relative defini-
tion. Relative poverty involves deciding on the income concept for relativity (me-
dian or mean) and on the fraction of adjusted income that signifies poverty. Absolute
poverty measurement means locating the "absolute" poverty line and then con-
verting that poverty line into national currency.

We rely here on a relative concept of poverty, the percentage of persons with
incomes below half of median income. This income is in line with a well-estab-
lished theoretical perspective on poverty.42 Such a measure is now commonly cal-
culated by the European Commission, by the OECD, and by other international
groups.43 Only the British and one other major international study use a fraction of
mean income as a standard, though Cantillion and others use both mean and me-
dian income-based poverty rates in their study.44

41 World Bank (1990); Ravallion, Datt, and van de Walle (1991).
42 Sen (1992); Townsend (1979).
43 Hagenaars, De Vos, and Zaidi (1994); Ramprakash (1995); Forster (1993).
44 Cantillion, Marx, and van den Bosch (1996).
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In fact, most studies use the "average," or median, household as the point of
reference, as do we. Using the average, or mean, income means measuring social
distance from something other than the average household. Moreover, the decision
to use one measure versus the other can lead to quite different results in poverty
trends when inequality is changing. In the United States from 1973 to 1994, the
mean income grew 15 percent more than the median income, thus ensuring that
poverty measured relative to the mean grew much more than poverty relative to
the median.45

The determination of "absolute" poverty lines requires both the selection of
an absolute poverty line in one currency and its translation into other currencies.
Such translations rely on "purchasing power parties" (PPPs), such as those con-
structed by Robert Summers and Alan Heston or by the OECD.46 However, PPPs
are based on aggregated data and income (consumption) concepts that are not well
suited for use with microdata, which are highly sensitive to the price deflator used
when rapid inflation takes place (as is often the case in Latin America), and which
are sensitive to the overall quality of the income data reported on the survey in
question. Hence, we rely on the relative poverty-based headcount measure alone.

While we stress the half of median measure, we use one additional measure
of relative poverty to test the sensitivity of our headcount measures to alternative
poverty lines. Forty percent of the median is chosen for comparison because it is
almost exactly the ratio of the United States poverty line to the United States me-
dian. This poverty measure is used in figure 11-1 and table 11A-3.

45 Burtless (1996).
46 Summers and Heston (1991); OECD (1986).

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



THE DEVELOPED WORLD 295

FIGURE 11A-1.
Poverty Rates as a Function of the Equivalence Factor, Spain, 1990

FIGURE 11A-2.
Relationship between Social Expenditure as a Percent of GDP

and Poverty Reduction among Nonelderly Persons

a. Social expenditure as a percent of GDP is taken from OECD (1999). The
most recent year is used in cases where the exact year is not available. So-
cial expenditure includes all public cash and near-cash expenditure for social
protection. Health care is excluded. Poverty reduction is measured by the
percentage reduction in poverty rates between market income and disposa-
ble income-based poverty rates (last column of table 11-2).
Source: Authors' calculations from the Luxembourg Income Study. See
Smeeding and others (1998).
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FIGURE 11A-3.
Relationship between Social Expenditure as a Percent of GDP

and Poverty Reduction among All Persons

a Social expenditure as a percent of GDP is taken from OECD (1999). The
most recent year is used when the exact year is not available. Social expen-
diture includes all public cash and near-cash expenditure for social protec-
tion except for those received by the aged and survivors. Health care is also
excluded. Poverty reduction is measured by the percentage reduction in
poverty rates between market income and disposable income poverty (last
column of table 11-2).
Source: Authors' calculations from the Luxembourg Income Study. See
Speeding and others (1998).
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Table 11A-1. Poverty Measurement and Definitions of Categories That
Affect Income

Poverty measurement
The poverty rate is the percentage of households (table 11-1), adults (tables 11-2 and 11A )̂, or
all persons (adults/elderly/children—figures 11-1 and 11-2 and table 11A-3) with income less
than a given percent of median-adjusted disposable income for all persons. In tables 11-1 and
11-2, the poverty rate is 50 percent of the median income; in table 11A-4, it is 40 percent; in table
11A-3, rates for 50 and 40 percent of the median are shown. Incomes are adjusted by E = 0.5
where adjusted income equals actual income divided by household size to the power E. Adjusted
income equals income/SE.

Categories
All income amounts are adjusted by E = 0.5, as described above.

Market income Earnings and cash property income.

Private transfers Occupational pension income, alimony, child
support, private interfamily transfers, and
other cash income.

Universal and social transfers Universal benefits and social insurance,
including social retirement, survivors' benefits,
unemployment compensation, short- and long-
term disability, maternal and paternal benefits,
sickness benefits, and child allowances.

Taxes Payroll and income taxes.

Social assistance transfers Income-tested benefits, means-tested (income-
and wealth-tested) benefits, and emergency
benefits, cash and near cash. The earned income
tax credit in the United States and the family tax
credit are counted as social assistance in these
nations, not as "negative taxes."
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Table 11A-2. Luxembourg Income Study Database List

Country

Australia
Austria
Belgium
Canada
Czech Republic
Denmark
Finland
France
Germany
Hungary
Ireland
Israel
Italy
Luxembourg
The Netherlands
Norway
Poland
Portugal
R.O.C. Taiwan
Russia
Slovak Republic
Spain
Sweden
Switzerland
United Kingdom
United States

Historical
databases Wave I

1981

1971, 1975 1981

1979/1981
1973, 1978 1981

1979

1979

1981

1980
1967, 1975 1981

1982
1969, 1974 1979
1969, 1974 1979

Wave II

1985
1987
1985
1987

1987
1987
1984A/1984B
1983/1984

1987
1986
1986
1985
1983/1986V1987
1986
1986

1986

1987

1986
1986

Wave III

1989

1988/1992
1991
1992
1992
1991
1989
1989
1991

1992
1991
1991
1991
1991
1992

1991
1992
1992
1990
1992
1992
1991
1991

Wave IV

1994
1995a

1997a

1994
1996a

1995b

1995
1994
1994
1994
1995b

1997a

1995
1994
1994
1995
1995
1995b

1995
1995
1996b

1995b

1995

1995
1994/1997C

a. Received; waiting to be harmonized.
b. Under negotiation.
c. State file 199567.
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Table 11A-3. Poverty Rates for All Persons by Income Source

Country, year,
poverty measure

Australia, 1994
50 percent median income
40 percent median income
Canada, 1994
50 percent median income
40 percent median income
France, 1989
50 percent median income
40 percent median income
Germany, 1994
50 percent median income
40 percent median income
The Netherlands, 1991
50 percent median income
40 percent median income
Spain, 1990 a

50 percent median income
40 percent median income
Sweden, 1992
50 percent median income
40 percent median income
United Kingdom, 1995
50 percent median income
40 percent median income
United States, 1994
50 percent median income
40 percent median income

Market
income

(A)

30.3
27.8

30.5
27.2

38.1
32.9

31.3
29.4

33.5
32.5

32.1
27.6

37.6
34.9

38.1
35.9

30.7
26.8

Column
(A)

+ private
income
transfers

(B)

28.6
25.8

25.5
21.9

37.1
31.7

28.2
25.9

25.3
23.6

30.7
26.3

37.3
34.7

31.1
28.3

26.7
22.6

Column
(B)

+ universal
and

social
transfers

(C)

25.6
22.8

12.5
9.0

11.9
6.8

8.5
5.8

8.0
7.2

11.3
6.0

9.7
6.0

20.0
14.9

18.3
13.7

Column
(C)

-taxes
(D)

26.1
23.0

13.5
9.3

12.5
7.3

9.8
6.6

10.4
8.3

—
—

13.5
7.3

21.3
15.5

20.1
14.8

Column
(D)

+ social
assistance
transfers

(E)

15.7
8.0

11.2
6.6

10.2
6.0

7.6
4.1

6.7
4.2

10.4
5.2

7.3
4.6

11.8
5.7

18.4
12.4

Percent
change

columns
(A) to (E)

(F)

^8.2
-71.2

-63.3
-75.7

-73.2
-81.8

-75.7
-86.1

-80.0
-87.1

-67.6
-81.2

-80.6
-86.8

-69.0
-84.1

^0.1
-53.7

— Not available.
a. Tax information is not available for Spain, 1990.
Note: See table 11A-1 for definitions of income categories and poverty rates.
Source: Authors' calculations.
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Table 11A-5. Estimated Population of Individuals

Adults

Couples with Single
Country, measure children parents

Australia, 1994
Thousands
Percent of total
Canada, 1994
Thousands
Percent of total
France, 1989
Thousands
Percent of total
Germany, 1994
Thousands
Percent of total
The Netherlands, 1991
Thousands
Percent of total
Spain, 1990
Thousands
Percent of total
Sweden, 1992
Thousands
Percent of total
United Kingdom, 1995
Thousands
Percent of total
United States, 1994
Thousands
Percent of total

2,905
27.1

4,860
26.2

9,782
29.0

13,045
24.5

2,895
29.2

5,930
24.6

1,629
27.7

9,587
26.4

40,383
24.8

233
2.2

500
2.7

549
1.6

979
1.8

191
1.9

110
0.5

215
3.6

1,306
3.6

5,466
3.4

, 25 to 64 years old

Extended
families

776
7.2

1,542
8.3

2,684
7.9

3,112
5.9

497
5.0

4,676
19.4

—
—

1,735
4.8

17,223
10.6

Childless

4,864
45.4

8,391
45.3

13,480
39.9

23,735
44.7

4,415
44.6

8,040
33.4

2,528
42.9

15,572
42.9

68,516
42.1

Overall

8,779
82.0

15,293
82.5

26,496
78.5

40,871
76.9

7,999
80.8

18,755
77.9

4,372
74.2

28,199
77.7

131,589
80.8

Elderly,
65 and over Total

1,924
18.0

3,243
17.5

7,271
21.5

12,278
23.1

1,900
19.2

5,321
22.1

1,518
25.8

8,086
22.3

31,241
19.2

10,703
100.0

18,536
100.0

33,767
100.0

53,149
100.0

9,899
100.0

24,077
100.0

5,889
100.0

36,286
100.0

162,830
100.0

— Not available.
Source: Luxembourg Income Study. See Smeeding and others (1998).
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Table 11A-6. Estimated Population of Households by Working Status

Country

Australia, 1994
Thousands
Percent of total
Canada, 1994
Thousands
Percent of total
Germany, 1994
Thousands
Percent of total
The Netherlands, 1991
Thousands
Percent of total
Sweden, 1992
Thousands
Percent of total
United Kingdom, 1995
Thousands
Percent of total
United States, 1994
Thousands
Percent of total

Full-year,
full-time

3,219
64.6

5,629
66.2

14,802
64.4

2,769
60.5

1,642
58.2

8,433
53.7

53,290
68.7

Part-time

972
19.5

1,771
20.8

5,534
24.1

930
20.3

925
32.8

2,335
14.9

15,852
20.4

Non-
earners

793
15.9

1,099
12.9

2,639
11.5

879
19.2

253
9.0

4,931
31.4

8,386
10.8

Overall

4,985
100.0

8,499
100.0

22,975
100.0

4,578
100.0

2,820
100.0

15,698
100.0

77,528
100.0

Note: Data are not available for France or Spain.
Source: Luxembourg Income Study. See Smeeding and others (1998).
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