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Abstract The extension of social protection to all has become
a central policy objective, both nationally and internationally.
A considerable number of middle- and low-income countries
have undertaken substantial efforts to extend social protection,
while the international community reafﬁrmed its commitment
to the extension of social protection through the adoption of
the ILO Recommendation concerning National Floors of
Social Protection, No. 202 (2012). This article reviews the legal
provisions and the implementation of the Indian Mahatma
Gandhi National Rural Employment Guarantee Act
(MGNREGA), legislated in 2005, and does so in the light of
the more recent provisions of ILO Recommendation No. 202.
Since its introduction ten years ago, MGNREGA has
provided a source of income to rural workers, increased wage
rates, achieved high female participation rates and created
durable assets. India’s local governance bodies, Panchayati
Raj Institutions (PRI), have been empowered and involved in
the processes of planning and monitoring. However, despite
successes, there have been considerable shortcomings in
implementation. This article highlights two central themes:
ﬁrst, the innovative policy framework of the Act, which brings
together rights-based entitlements, demand-driven employment,
and citizen-centred monitoring. Second, it assesses the
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accessibility and adequacy of beneﬁts in the implementation of
MGNREGA. We conclude that MGNREGA offers potential for
South-South learning, both in terms of policy-design and
implementation.
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Introduction

4

The Mahatma Gandhi National Rural Employment Guarantee Act (MGNREGA)
constitutes a major component of the India’s strategy to extend social protection
and is one of the central pillars of the country’s national social protection ﬂoor,1
offering temporary employment and a certain level of income security to millions
of rural households (ILO, 2014). The MGNREG Act forms the legal basis for the
world’s largest employment programme,2 which has since its inception in 2006,
provided a source of income to rural workers, increased wage rates, achieved high
female participation rates and created durable assets. In the past years, MGNREGS
provided employment to 20 to 55 million rural households annually (Table 1).
In the ﬁnancial year 2011–12, the last year for which Census data is available, it
provided support to over 50 million households, representing about 30 per cent of
all rural households. This makes coverage of the relevant population in MGNREGS
higher than in any other major Indian social protection scheme (World Bank,
2011). There has been an eightfold increase in employment in public works
through MGNREGS, and “there is no doubt that its impact on rural wage earnings
and poverty has been much larger than all previous rural employment schemes”
(GoI, 2013).
MGNREGA is embedded in a long history of social protection initiatives.3 Since
its foundation in 1950, the Republic of India has devised numerous social

1. The International Labour Organization’s two-dimensional strategy for the extension of social
security, adopted in 2011, includes the establishment of national social protection ﬂoors (horizontal
dimension) and the pursuit of strategies for the extension of social security that aim at progressively
ensuring higher levels of protection (vertical dimension) (ILO, 2012a, 2012b).
2. The national MGNREG Act demands Indian states (except Jammu and Kashmir) to institute individual state-wide MGNREG schemes. Although one should speak of MGNREG schemes in the plural, it is
often used in the singular. The states enjoy some discretion in the design of their respective schemes.
3. For a discussion on the welfare schemes upon which MGNREGA builds see Ehmke (2015).
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programmes and schemes. Besides social security schemes for the formally
employed, who represent only 7 per cent of the Indian work force (NCEUS,
2009), programmes have been devised for disadvantaged and rural groups since
the birth of the Republic.4 Nonetheless, signiﬁcant gaps in coverage remain. To
address some of these gaps and provide a source of income to India’s rural
population, the MGNREG Act was unanimously adopted by the Indian
Parliament on 7 September 2005 and implemented in three phases across 2006
and 2008.5
Schemes operating under MGNREGA have a intricate governing structure in
which the four core competencies – policy formulation, planning, monitoring,
and ﬁnancing are spread over ﬁve levels: central, state, district, Intermediate
Panchayat and local (Gram Panchayat) government structures. Overall, the
MGNREGA administrative structure is complex and the division of responsibilities can be unfavourable to implementation owing to conﬂicts of interests.
Three additional challenges are the inadequate levels of qualiﬁed staff and
training, poor maintenance of records, and top-down planning married to
bottom-up decision making. These governance issues, however important, are
not the main focus of this article and interested readers are directed to Ehmke
(2015).
The remainder of this article is structured as follows: the next section introduces
the innovative policy framework of the MGNREGA and looks at the implementation of two of its core features – demand-driven employment and citizen-centred
monitoring. Next, we assess accessibility, beneﬁt allocation and labour protection
in the MGNREGA works. This is done in relation to the principles presented in
the International Labour Organization’s (ILO) Recommendation concerning
National Floors of Social Protection, No. 202 (2012), particularly with respect to
the universality of protection as well as entitlements to beneﬁts prescribed by
national law and accompanied by efﬁcient and accessible complaint and appeal
procedures. Other key aspects deﬁned in ILO Recommendation No. 202 that shape
the analysis presented here are provisions on the adequacy and predictability of
beneﬁts, non-discrimination, gender equality and responsiveness to special needs,
social inclusion, including for persons in the informal economy, as well as respect
for the rights and dignity of people covered by the social security guarantees. The
article concludes by offering policy orientations on how implementation bottlenecks could be addressed in the interest of the fuller realization of the potential
of the MGNREGA.

4. See Ehmke (2012) for a historical review of the expansion of social protection in India.
5. For a short overview of the long political process that led to the MGNREGA legislation, see Ehmke
(2015); a detailed discussion can be found in Chopra (2009).
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The MGNREGA’s innovative policy framework

8

The Mahatma Gandhi National Rural Employment Guarantee Act (MGNREGA) is
an innovative legislative act that in many ways reﬂects the principles afﬁrmed in
ILO Recommendation No. 202.6 In comparison with earlier employment and
welfare schemes in India, MGNREGA is innovative in terms of its legal footing
as an Act of Parliament, its rights-based character, transparency guarantees, provisions for the participation of disadvantaged groups, unemployment allowance and
the proximity clause for the works, demand-based nature, and the budget of the
scheme (Ambasta et al., 2008; CAG, 2013).
Some of its core features are as follows. The Act entitles every rural household to
a minimum 100 days of paid employment. Employment has to be provided upon
demand by citizens. This provision is linked directly to a bottom-up planning
process, which builds on the involvement of citizens in the identiﬁcation of and
decision on useful works. The guarantee for employment is backed by a clause that
foresees the payment of an unemployment allowance in case no employment is
provided. Both the rights-based entitlement as well as the demand-driven planning
and allocation of work are underpinned by transparency guarantees, social audits
and grievance redress mechanisms, which pave the way to remedies in case the
statutory entitlements have not been met. The employment guarantee clause of
the MGNREGA, legally enshrining universal access for the rural population, is
further complemented by additional safeguards that ensure that the scheme
is accessible to all. The Act gives preference to unskilled works, encouraging all
to participate regardless of their level of training, and contractors are ofﬁcially
banned. To ensure accessibility, employment has to be provided within a
5 kilometre radius of the village. Participation is designed to be based on selfselection and demand, and must be provided within 15 days from the date of
application. The Act prescribes a minimum one third participation rates for
women and also favours Scheduled Castes (SC) and Scheduled Tribes (ST)
populations, which historically and currently belong to the most marginalized
groups in Indian society. The latter are given priority in the provision of irrigation
facilities.
Given the rights-based entitlement to demand-based employment, the Act
depends on the knowledge of potential participants about their rights, and their
ability to claim these rights. Other provisions of the Act, such as mandatory
information and education campaigns and statutory access to mechanisms for
the redress of grievances, are therefore of particular importance.
The respect for rights and dignity of people covered by the Act is strengthened
through their involvement in decision-making on the works to be performed in
6. See <www.ilo.org/secsoc/areas-of-work/legal-advice/WCMS_205341/lang--en/index.htm>.
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their village. The Act delegates decision-making and implementation responsibilities to local political bodies of the Panchayati Raj Institutions (PRI), and asserts
that at least 50 per cent of the works carried out have to be locally decided. Rights
and dignity are further reinforced through citizen-centred monitoring structures
that increase accountability.
By combining rights-based entitlements with demand-driven employment and
citizen-centred monitoring, the MGNREGA policy framework meets several core
principles of ILO Recommendation No. 202, such as the universality of protection
based on social solidarity, the entitlement to beneﬁts prescribed by national law,
social inclusion, inclusion of persons employed in the informal sector, as well as
respect for the rights and dignity of people covered by the social security guarantees.
However, when we turn from the Act’s provisions to their implementation, not
all of these innovative features are fully realized. This is illustrated below for two
core provisions: demand-based employment, and citizen-centred planning and
monitoring.

Employment and demand in the implementation process
At the level of policy prescriptions and legal guarantees, every rural citizen is a
holder of many rights. However, despite these guarantees, it can be difﬁcult to
claim these rights. The central MGNREGA guarantee is that employment is
available when demanded by covered citizens. The demand-based nature of the
scheme underpins many of the Act’s core features, and it is important for community
participation in the selection of works as well as to ensure reliability. Therefore, the
question of whether demand is being satisﬁed is central to the scheme.
Yet, many observers contend that demand is not being met. First of all, reliable
data on demand for employment is hard to come by.7 According to one study – the
66th round of the National Sample Survey (NSS) – across the period July 2009 to
June 2010, 24 per cent of rural households stated that they had received work
through a MGNREG scheme (MGNREGS), whereas 19 per cent had sought such
work, but could not avail of it (NSSO, 2011).
Additionally, the comparison of the share of people below the poverty line (BPL)
with the share of households that have been provided employment shows that in
many Indian states the number of the former is higher than the latter (Figure 1).

7. For certain years, statistical data is available on the ofﬁcial website of MGNREGA <www.nrega.nic.in>.
The site offers a wide range of data on implementation in all Indian states. However, this data has repeatedly been criticized as unreliable (Dutta et al., 2012; NCEUS, 2009; Hirway 2012; Drèze and Oldiges,
2011; Mihir Shah Committee, 2012; CAG, 2013).
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Figure 1. Share of rural population below the poverty line (BPL) and of households
participating in MGNREGS by state in 2012

10

Note: The data in Figure 1 on the share of rural households participating in MGNREGA and the percentage of the
rural population below the poverty line are not directly comparable, because one uses households and the other
persons as a base unit. According to the National Sample Survey, 66th round (2009–10), 70 per cent of households
and 73 per cent of people were living in rural areas (NSSO, 2011).

Figure 1 shows that there is large variation between Indian states as to whether
the share of the rural population ofﬁcially counted as being below the poverty line
is higher or lower than the share of households participating in MGNREGS.8 In
the States of Assam, Bihar, Jharkhand, Maharashtra, Odisha and Uttar Pradesh,
the participation rates are lower than the proportion of the rural poor (CAG,
2013).9 This may be taken as an indicator that employment is not provided to
all those who are most likely to need it in all parts of rural India.
Moreover, when comparing the share of the BPL population in a state as a share
of all persons below the poverty line in India, with the share of MGNREGA
workers in the respective state with all MGNREGA workers across India, this shows
additional imbalances (Figure 2).
8. The poverty line used here is the so-called Tendulkar Poverty Line. It has been criticized as many
believe it to underestimate the extent of poverty in India. See Ehmke (2015) for a short discussion of
poverty lines and the poverty measurement debate in India, a detailed analysis can be found in Mehta
et al. (2011).
9. The situation is opposite in Andhra Pradesh, Kerala, Rajasthan, Tamil Nadu and West Bengal. A
participation rate above the poverty rate is within the logic of the scheme as it is open to all rural households and not only those that are ofﬁcially counted as living in poverty.
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Figure 2. Share of BPL population and MGNREGA workers across India

Sources: * Planning Commission (2013); population data for 1 March 2012 is based on extrapolated Census 2011
data. ** Number of households for 2012 based on Census data (Planning Commission, 2013); MGNREGA data for
ﬁnancial year 2012–13 from <MGNREGA.nic.in>.

While some states, such as Andhra Pradesh10 or Tamil Nadu, host only a small
proportion of India’s BPL population, they have much higher participation rates.
Other states, such as Bihar and Uttar Pradesh, host a much higher share of BPL
population than MGNREGA workers.
The thesis of unmet demand is further supported by the comparison between
projected labour budgets and the employment generated, which reveals variations
of up to 100 per cent between annual plans and employment realized (CAG,
2013). The Ministry of Rural Development (MoRD) explains these differences
being due to changes in demand for employment occurring between the planning
and execution of works owing to the monsoon and the availability of other employment. However, the Comptroller and Auditor General (CAG) is adamant that “in
those states where the quantum of shortfall was large, it indicated a systemic
weakness in the planning process” (CAG, 2013). One speciﬁc weakness is that
demand is not well registered.
Additionally, all the indicators for potential unmet demand have one further
ﬂaw: while they can highlight whether a household did not get any work in
10. In June 2014, Andhra Pradesh was split into two states: the new State of Telangana (India’s
29th state) and the State of Andhra Pradesh. This study relies on data from before that date and the term
Andhra Pradesh always refers to the former, larger State of Andhra Pradesh.
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MGNREGS, they cannot show whether a participating household received as many
days of employment as was demanded (Dutta et al., 2012). They are also less able to
estimate the number of people who would like to work, but who have not ofﬁcially
expressed their demand.
In conclusion, it is widely acknowledged that there is a shortage in the supply
of MGNREGS employment in many states (Khera, 2011b; Drèze, 2011b; Dutta
et al., 2012; Pankaj, 2012c; ESID, 2014; Chopra, 2014). The MoRD (Sha, Mann
and Pande, 2012) has admitted that there is rationing of work. In addition, both
the CAG (2013) and Standing Committee on Rural Development of the Indian
Parliament (SCRD, 2013) criticize the lack of reliable data on demand as a key
shortcoming, which seriously hampers the fuller realization of the Act’s potential.
In sum, while the MGNREGA policy framework is indeed innovative, shortcomings concerning the provision of employment mean that entitlements are, in
many cases, not realized.

Realizing citizens’ rights in planning and monitoring

12

Other key components of the MGNREGA’s policy framework are citizen-centred
planning and monitoring of rights. The Act stipulates that the village assembly,
the Gram Sabha,11 identiﬁes suitable works and suggests these for technical
clearance to the local implementing authorities. At least 50 per cent of the works
approved should be such works that have been identiﬁed and are implemented at
the local level. However, the 2013 CAG report lists numerous shortcomings with
regard to citizen-centred planning across states and districts (CAG, 2013). In
many locations, Gram Sabhas are either not taking place, or “meetings are
attended by villagers with vested interests, the set of priority areas may favour
only few people, and this, in turn, may reduce the commitment of villagers [to
take part in] programme implementation” (Raabe et al., 2012). This can be
mediated where worker organizations are active – as the level of awareness of
workers’ rights and how to claim these tend to be higher (Khera, 2008). However
there are cases in which even with active worker organizations the priorities of
the Gram Sabha have been overruled and works other than those prioritized were
opened (Khera, 2008).
The key mechanism foreseen in the Act for citizens’ monitoring is a social audit
(Box 1), regularly undertaken at the Gram Panchayat level. All MGNREGA
documents must be in the public domain and open to public scrutiny. The Gram
Sabha shall conduct social audits of all the projects under the MGNREGA taken
up within the Gram Panchayat, at least once every six months.
11. Gram Sabhas are forums of local governance. Every adult of the village is a member of the Gram
Sabha, which collectively elects the village level governance body, the Gram Panchayat.
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These social audits serve a dual function of monitoring and increasing accountability towards the citizens. Besides revealing potentially misappropriated sums and
enabling their recovery, social audits also raise the awareness and conﬁdence of
villagers to approach local ofﬁcials and to not accept arbitrary charges from post
masters, contractors, and other actors (Burra, 2010; Drèze, 2011a). Audits are the
major mechanisms to deal with complaints and appeals.

Box 1. Social audits
A social audit is a process in which the documents related to a government scheme
– in the case of MGNREGA muster rolls, job cards, wage slips, sanctioned works
etc. – are assembled and made public in a meeting of villagers. Both individual
and collective complaints can be dealt with in social audits. They can be brought
up either in writing or spoken word. This gives everyone present the opportunity
to validate the information or uncover fraud. One form of social audit is permanent
audit, in which the names of workers and the number of days worked are presented
on a village wall for all to validate or renounce.
If village-level meetings point to irregularities at the Intermediate Panchayat or
district level, the issues will be transferred to the respective audit assemblies at these
levels. During the meetings those responsible for malpractice are sanctioned, often
immediately – they have to return the misappropriated sums and are frequently
suspended. Where appropriate a legal case may follow.
Essential for the social audit process is the availability of all relevant documents.
In MGNREGA, these are to be maintained and made public on demand (and after
paying a speciﬁed fee). These are the so-called transparency guarantees, which are
also guaranteed by the Right to Information Act.
Yet, audits are neither conducted regularly nor in all locations. Ofﬁcially, in
2011–12, social audits were held in about 70 per cent of 248,204 Gram Panchayats.
But participation rates in the meetings were low (SCRD, 2013; CAG, 2013). To
improve the social audits, new rules were formulated in the revised MGNREGS Audit
of Schemes Rules in 2011 (MoRD, 2011). States were called upon to identify or set up
independent state-level social audit units to better facilitate and ensure the conducting
of regular social audits. A central part of the regulations is the separation of social
audits from the implementing agencies. In 2012, dedicated social audit units had only
been created in ﬁve states (Andhra Pradesh, Mizoram, Odisha, Rajasthan and Uttar
Pradesh) (SCRD, 2013). This is of concern given that the “performance of
MGNREGA is better in those states which have a healthy tradition of social audit …
[and] regular social audit has the potential to strengthen the spirit of grass root
democracy” (SCRD, 2013).
International Social Security Review, Vol. 69, 2/2016
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There have been concerns about the unintended negative effects of social audits.
One such effect can be seen when local ofﬁcials underreport the amount of work
performed under the scheme – with the effect of lowering workers’ wages – in fear
of making mistakes and being punished for inﬂated ﬁgures (Burra, 2010). Another
critique concerns the limited funds available for audits, as a result of which audits
have been auctioned through tenders to enterprises and “so-called NGOs”
(Ambasta et al., 2008). It is also important that the state ensures the safety of those
who have testiﬁed in audit processes.
As an additional mechanism to redress a grievance, a special MGNREGA
Ombudsman is foreseen in every district (MoRD, 2013a). They can be called upon
by individuals as well as groups of workers, who can ﬁle complaints on all aspects of
the scheme. There is evidence that Ombudsman have not been appointed in some
districts (CAG, 2013). The weaknesses of social audits suggests that redress of
grievances is not easily achieved and greater accountability is not being realized.
This points to another crucial aspect of the MGNREGA framework: given the
demand and rights-based nature of the Act, participants’ awareness about the scheme
and its opportunities is a principal condition to make the scheme successful.
To increase awareness of rights, the Act states that Information and Education
Campaigns (IEC) must be carried out. The Central Government co-funds these
activities as a part of administrative costs. The Operational Guidelines also require
the display of a chart with all central information about the Act at each worksite
(MoRD, 2013a). In about one third of the districts reviewed by the CAG these were
not in place (CAG, 2013). The IEC campaigns have also not been able to successfully reach out to all states. In 2013, seven years after the introduction of
MGRENGA, twelve states had not yet formulated IEC plans, and in ﬁve states
the funds for IEC campaigns were underutilized (CAG, 2013). In a recent CAG
survey, approximately only 70 per cent of respondents were aware of the guarantee
of 100 days employment, timeliness of wages and the minimum wage, albeit with a
high degree of variation across states (CAG, 2013).
Low awareness must be seen as a major impediment to the full realization of the
potential of the MGNREGS. The MoRD recognizes the challenge of “low awareness
among potential beneﬁciaries about certain provisions … [which] … limits their
ability to fully beneﬁt under the Act” (Shah, Mann and Pande, 2012). Overall, this
section showed that with regards to central innovations and core provisions of the
Act, there is still scope to improve their realization on the ground.

Equality of access and adequacy of beneﬁts
Two other core concerns for social protection, in MGNREGA as well as in the
framework of ILO Recommendation No. 202, are equality of access and
International Social Security Review, Vol. 69, 2/2016
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non-discrimination, as well as the adequacy and predictability of beneﬁt levels. It is
to these issues we now turn.

Equality of access
The MGNREGA does not have particular eligibility rules that govern access to the
scheme. As a universal scheme, every adult member of a rural household – not only
from poor rural households – that volunteers to do unskilled work is entitled to
employment. However, there are a number of administrative mechanisms that
can interfere with this universal access.
The ﬁrst step in the process of accessing employment is to get a Job Card. The
card should show the names and photographs of all adult household members, or
of the individual in case of individual Job Cards, to reduce misuse. Information
such as the number of days worked is later noted on the card. According to NSS
data, in 2009–2010 about 35 per cent of the rural households held Job Cards
(NSSO, 2011). Furthermore, more households in the lower income deciles held
Job Cards, (50 per cent in the bottom decile), than those at the top (17 per cent
in the highest decile).
The next step is to avail oneself of employment. As employment should be on
demand, the MGNREGA required a formal written application, but recently the
MoRD has stated that plain paper applications and oral applications would also
be accepted (SCRD, 2013). In terms of employment provided, the pattern
observed by the National Sample Survey Ofﬁce (NSSO, 2011) is different. On
the one hand, 35 per cent of the households in the bottom decile obtained
employment in MGNREGS, but, on the other hand, 26 per cent sought, but did
not receive, work. Among the higher income deciles, 10 per cent worked under
the scheme, and 12 per cent reported that they sought but were not given work.
The incidence of not receiving employment is thus higher among poorer groups.
This pattern is repeated with regard to the number of days worked: the higher
income deciles received an above average number of days of employment – 40 days,
compared to the average of 37 days, according to NSSO in 2009–2010 – while lower
income deciles received 32 days. The employment pattern was pro-poor only in
Kerala and Rajasthan, where poorer households had more days of employment
than the average (Dutta et al., 2012). There appear to be obstacles that prevent
poorer households – among which we expect greater demand and need for
MGNREGS work – from receiving employment.
One obstacle to participation in MGNREGS public works is that some of the most
deprived of India’s rural population are not physically able to perform the manual
labour provided by the scheme owing to malnourishment and their physical
condition (CEC, 2009). Access is also weakened by out-migration (to ﬁnd work),
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as a result of which households miss the opportunity to receive a Job Card and to
have a say in decisions on the works in the village (which could potentially be
carried out in their ﬁelds), as well as to avail of employment (IAMR, 2008).
Generally, facilitating improved accessibility to the scheme for poorer households
remains an important implementation challenge.
Although the MGNREGA is built on universal access, most observers agree that
it should ﬁrst and foremost beneﬁt the weaker and poorer sections of rural society.
As the Act does not differentiate between participants, other mechanisms to give
de facto prioritization to certain claimants have been found. One is to give priority
to works that are particularly beneﬁcial to poorer, marginalized sections of society.
A typical example are works in “category IV”. Among others, this includes the
provision of irrigation facilities, digging farm ponds, improving horticulture,
plantations, ﬂood prevention and land development on the land or homestead
of households that belong to Scheduled Castes (SC) and Scheduled Tribes (ST)
which are below poverty line (BPL), as well as to land reform beneﬁciaries and
small or marginal farmers. Households that fall into more than one of these
categories are to be prioritized (Shah, Mann and Pande, 2012). Other qualifying
conditions stipulate that the beneﬁciaries must have a Job Card and take part in
the works on their own land.
Besides such mechanisms that aim to make sure that MGNREGA contributes to
the livelihood security of the sections deemed to be most in need, the Act entails
special provisions for three disadvantaged population groups: Scheduled Castes
(SC), Scheduled Tribes (ST) and women.

Female participation. Rural women in India are less than half as likely as their male
counterparts to be counted as part of the economically active population. The labour
force participation rate for rural areas was 84 per cent for males, but only 38 per cent
for rural females among the working age population aged 15–59 in 2011–12 (NSSO,
2013). Additionally, women’s chances to receive cash wages are lower than for men,
and if wages are paid to women they are on average 20 per cent lower for the same
type of work in casual employment (Holmes, Sadana and Rath, 2010).
To encourage female participation in MGNREGA the following provisions have
been made: there is a mandatory one third quota for women’s participation, crèche
facilities are to be provided at the worksite, work must be within proximity of the
residence, and the payment of equal payment of wages is stipulated.
At an aggregate level, MGNREGS has a very good record of female participation.
Female participation in the scheme rates quickly rose in the ﬁrst years after
inception and has stabilized at 48 per cent of participants. In spite of high interstate
variation with regards to female participation, this is a signiﬁcant achievement
given the overall low labour force participation rates of women in rural areas.
International Social Security Review, Vol. 69, 2/2016
© 2016 International Social Security Association

India’s MGNREGA

A crucial incentive for women to work in MGNREGS is the provision of higher
and more equal wages than in other rural employment (Holmes, Sadana and Rath
2010; Shah, Mann and Pande, 2012). In rural employment outside MGNREGS
and other public employment programmes wage differentials are particularly
high, and previously wages outside public works were much lower for women.
In MGNREGS women still earn less than male workers, but the gender wage
gap is much smaller (Figure 3). One reason for this remaining difference may
be gender insensitive piece rate wages (Gopal, 2014).
MGNREGS is further valued by women because the work is offered by the
government and thus “is considered socially acceptable and digniﬁed” (Khera
and Nayak, 2009). It offers employment to women who have hitherto not worked
outside their homes or own ﬁelds.
The wage-earning opportunities in MGNREGA have in some cases led to greater
autonomy of women in intra-household relations, higher income and consumption, as well as increased choice and capability. Yet for others it has had the reverse
effect of increased time pressure because of the double burden of work for women,
both within and outside the home (Holmes, Sadana and Rath, 2010; Pankaj and
Tankha, 2010).
There are other factors that can explain the fact that women still tend to work less
days than men: prevailing ideas on a gendered division of labour restrain women from
participating in certain types of work, the limited availability of crèche facilities for
women with young children, etc. (Sjoblom and Farrington, 2008; Narayanan, 2011).
Furthermore, often owing to entrenched gender relations, women have been less
involved in decision-making on MGNREGA works than men (Holmes, Sadana and
Rath, 2010; Khera and Nayak, 2009). Making MGNREGA works and procedures
more women-friendly is part of the 12th Five-Year-Plan (2012–2017) (GoI, 2013).12
Scheduled castes and scheduled tribes. Two other major marginalized groups that
face discrimination in the labour market are Scheduled Caste and Scheduled Tribe
populations (Thorat, 2008; Thorat and Newman, 2010; NCEUS, 2009). In the
MGNREGS, overall SC/ST participation is high. Since the inception of
MGNREGS, 28 per cent of the participants belonged to a SC community and
23 per cent to a ST community. The high SC/ST participation trends have been
subject to competing interpretations. While the MoRD view this as a targeting
success (Shah, Mann and Pande, 2012), other observers argue that it signals that
SCs and STs have the most pressing need for decently paid employment and
have few opportunities outside the agricultural sector. However, in the recent
period there has been a declining trend in SC and ST participation (CAG, 2013).
12. However, in 2015 the National Planning Commission, author of and monitor to the Five-Year-Plans,
was replaced by the National Insititute for Transforming India Aayog (NITI Aayog).
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Figure 3. Nominal rural daily wages in and out of MGNREGS (in INR)

Note: PEP: public employment programme.
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Source: Data for 2004–05 and 2009–2010 obtained from the NSS 61st and 66th rounds (NSSO, 2011, p. 93), no
data for MGNREGS wages for 2004–05. Data for 2011–12 obtained from the NSS 68th round (NSSO, 2013, p. 24).

Other vulnerable groups. The latest edition of MGNREGA Operational Guidelines
also entails detailed provisions for other vulnerable groups such as persons with
disabilities, speciﬁc tribal groups, women in special circumstances – including
pregnant women and lactating mothers up to 8 months before delivery and
10 months after delivery, senior citizens aged 65+, HIV positive persons, and internally
displaced persons (MoRD, 2013a). It is recognized that many vulnerable people
are unable to perform all types of MGNREGS works, and special suitable works
should be identiﬁed and implemented. Each district administration should name
a dedicated ofﬁcer as coordinator for vulnerable groups to support their needs and
create favourable conditions for their inclusion. Out of 21 million persons with
disabilities, according to the 2001 census, less than two million have been provided
with work since the inception of the scheme (SCRD, 2013). Prior to the new
Operational Guidelines only some states had made special provisions for persons
with disabilities, e.g. Andhra Pradesh.

Adequacy and predictability of beneﬁts
The MGNREGA entails a number of relevant provisions on the adequacy and
predictability of beneﬁts. The central MGNREGA beneﬁts are wages from employment,
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which have to be paid on a weekly basis and not beyond a fortnight. In cases where
wages are delayed, workers are entitled to compensation. If no work is provided
within a period of 15 days, applicants are entitled to an unemployment allowance
at the level of 60 per cent of the wages foregone. The Act also envisages more
indirect beneﬁts through the creation of rural infrastructure.

Wage levels. In principle, the MGNREGA meets the basic income security levels set
out in ILO Recommendation No. 202. First, the central government may by
notiﬁcation specify the wage rate for the Act – with the qualiﬁcation that this shall
not contradict the Minimum Wages Act, 1948. Second, minimum wages for
agricultural labourers, as ﬁxed by the state governments, shall be used in the
respective areas, as long as no notiﬁcation by the central government has been issued.
The ﬁrst national minimum wage in MGNREGS was set at 60 Indian rupees
(INR), upon legislation of the Act, but where higher agricultural minimum wages
existed, these were paid. Since 2005, the centrally-notiﬁed wage rates have been
adjusted upwards several times. However, the adequacy of the central wage-setting
has been disputed since 2009, when the MGNREGA minimum wage was centrally
ﬁxed at INR 100, thus breaking the link between MGNREGS wages and state
minimum wages (Roy and Dey, 2011). Consequently, MGNREGS wages are lower
than the state minimum wages in several states (Shah, Mann and Pande, 2012).13
This change was criticized by several state governments, civil society groups, as
well as the Central Employment Guarantee Council (CEGC) (WGW, 2010; SCRD,
2013). The CEGC urged the central government to pay state minimum wages or at
least link MGNREGA workers’ wages to the Consumer Price Index for Agricultural
Labour (CPIAL). In January 2011, after long discussions, the central government
accepted the nominal wages of INR 100 for 2009 as the baseline and indexation
to the CPIAL, which led to wages hikes of 17–30 per cent across the country
(Balchand, 2011). However, in several states the wage rates ﬁxed to the CPIAL were
still lower than the respective state minimum wages.
In 2013, the MoRD set up an expert committee for the future determination of
MGNREGA wages, which recommended that wages paid to unskilled agricultural
labourers under MGNREGA should be the minimum wage ﬁxed by the respective
state or the current wage as per the CPIAL, whichever is higher (Jitendra, 2014;
Seth and Sharma, 2014). Annual revisions of the wage rate should be based on
the CPIAL. Yet, actual wage payments are often still lower than the notiﬁed wage
rate (Shah, Mann and Pande, 2012). Even where the notiﬁed beneﬁt levels do meet
the minimum wages, the real wages paid may be lower.
13. The INR 100 corresponds to the national minimum wage ﬂoor, which is not a uniform national
minimum wage level, but rather an instrument for the harmonization of different state minimum wages.
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One reason for the low wages is the Schedule of Rates (SoR), which deﬁnes what
amount of work has to be done in order to earn a certain wage. This SoR has been
criticized because the requested output levels make it hard for workers to earn the
minimum wage (Ambasta et al., 2008; Banerjee and Saha, 2010; Gopal, 2014). In
contrast to those demanding better wages paid for MGNREGS works, others argue
that wages are too high. One argument is that higher MGNREGS wages have
detrimental effects on agriculture because they push up the general agricultural
wage levels. There is little research evidence that MGNREGS do drive up market
wages, in particular where the unmet demand is high (Dutta et al., 2012). In
sum, wage levels in MGNREGA and their adequacy remain contested.
Several studies have found increases in disposable income for MGNREGA
workers (Banerjee and Saha, 2010; Shah, Mann and Pande, 2012; Pankaj, 2012b).
Yet, other observers argue that even if all the provisions of the Act were met,
MGNREGA would still be insufﬁcient to considerably and sustainably increase the
livelihood security of India’s rural population (CEC, 2009; Mehta et al., 2011).
Given the number of working days per household and the low wages, MGNREGA
earnings alone are too small to lift people permanently above the poverty line.
20

Predictability. Another central principle of social protection ﬂoors is the
predictability of beneﬁts. Predictability is necessary to help shift the focus of
people in poverty from immediate survival to longer time horizons. For the
MGNREGS, predictability of both the provision of labour and payment are central
concerns: employment should be provided upon demand whenever needed, and
when employment is not provided, beneﬁts should be provided and paid on a
timely basis. This is not always the case. The lack of predictability and reliability
are prime reasons for people to drop out of the scheme and a core violation of the
Act’s provisions.
The Government of India (GoI, 2011) acknowledges that late payment of wages
is the most frequent complaint under MGNREGS. In principle the reliability of
payments was sought to be tackled through the introduction of bank and post ofﬁce
payments, which delinks implementing agencies from payment agencies, and thereby
reduces the opportunities to siphon off funds (Khera, 2011a). The decision to make
payments via banks and post ofﬁces led to an important increase is new accounts in
rural areas, which has helped strengthen ﬁnancial inclusion (MoRD, 2013b). Yet, the
shift from cash payments also led to overload and bottlenecks in the banking and post
ofﬁce infrastructure (Adhikari and Bhatia, 2010). On the one hand, bank payments
can be more easily tracked and checked to contain corruption. On the other hand,
workers – in particular illiterate workers – face difﬁculties with the banking and post
ofﬁce system (Banerjee and Saha, 2010). A recent CAG report found many instances
in which wages were still paid in cash (CAG, 2013).
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Unemployment allowance. The Act foresees the payment of a cash beneﬁt to those
who were not provided with employment 15 days after their application. This
provision suffers from several limitations. First, a key condition for the payment
of an unemployment allowance is a dated receipt of application for employment.
However, such dated receipts of applications were not given in 282 Gram
Panchayats across 21 states and the unemployment allowance was not paid in 58
of surveyed blocks (district sub-division) across 17 states (CAG, 2008).
Applications for work are seldom recorded,14 a ﬁnding largely conﬁrmed in a
more recent report (CAG, 2013). If they are recorded, they are typically not
dated, and workers do not receive receipts for their application. In consequence
the eligibility for unemployment allowance was not veriﬁable (CAG, 2013).
De facto, there is close to zero payment of unemployment allowances under
MGNREGS (Hirway, 2012; Pankaj, 2012a; Raabe et al., 2012). In 2010–11, the
actual payment of unemployment allowances stood at INR 123,589 for all of India.
In the two following years, according to ofﬁcial data, no unemployment allowances
were paid at all (SCRD, 2013).
A difﬁculty associated with the unemployment allowance is that it is the states,
not central government, who meet the costs. On the one hand, central government
is concerned with the risk of the high cost of targeting errors. On the other hand,
state governments are hesitant to pay allowances for a scheme devised by central
government. However, the failure to provide the statutory guaranteed unemployment
allowance goes against the core of the Act. The “payment of unemployment allowance is the only provision which provides legitimacy to the guarantee provided in
the MGNREGA and differentiates it from earlier employment schemes” (SCRD,
2013). In addition to better ensuring monitoring, the SCRD (2013) suggests that
the costs for unemployment allowance should be met by central government. These
are key challenges for the fuller implementation of the Act.
Wider beneﬁts from works. The MGNREGS also supports livelihood improvement
for rural households via infrastructure improvements. The expectation of the
MoRD has always been that the creation of useful and sustainable infrastructure
will allow rural households to graduate from the scheme, having created other
income opportunities. Studies indicate that well planned, executed and maintained
MGNREGS-created infrastructure delivers high returns on investment. However,
there is no coherent picture across India (Shah, Mann and Pande, 2012).
One wider beneﬁt may be increased agricultural production and productivity. A
majority of people engaged in agriculture are self-employed farmers; they form
64 per cent of all persons engaged in agriculture. Among all farmers, 84 per cent
14. One might additionally argue that the necessity for a written application itself is an obstacle for
many rural workers with few years of schooling and high rates of illiteracy.
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are marginal or small farmers (NCEUS, 2009). Thus, more food production is
expected to lead to higher consumption and more food security. The effects of
MGNREGS on agricultural production and productivity observed have, however,
been varied. Nonetheless, districts and villages with better performance in
MGNREGA implementation “demonstrate a visible growth in agricultural production and productivity” (Shah, Mann and Pande, 2012).
However, some authors caution that the types of works that can be funded –
“water conservation, land development, afforestation, provision of irrigation
systems, construction of roads, or ﬂood control – are prone to being taken over
by wealthier sections of society” (Sjoblom and Farrington, 2008). One study found
that about half of the interviewed MGNREGA beneﬁciaries possessed cultivable
land before the Act was implemented, “the increase in asset base with the impact
of this scheme is negligible” (IAMR, 2008). Thus, when the poorest sections of
society do not own land or other assets, they may have little to gain from the
scheme other than wages from MGNREGS employment. The counterargument
is that improvements realized by relatively richer farmers indirectly beneﬁt
landless casual workers, because there will be more demand for their labour. This
is not the case, however, when there are shifts to more mechanized forms of
agriculture.
Initiatives such as the prioritization of infrastructure that beneﬁt the poorest
sections of society are therefore important. At the central level, it was recognized
that the original list of permissible works did not include some of the works most
demanded locally, such as improvements of drinking water facilities and sanitation
(Mihir Shah Committee, 2012). Therefore the list of permissible works has been
enlarged several times. Since May 2012 the list also includes, for example,
sanitation, vermin-composting, construction of shelter for cattle, ﬁshery-related
works and drinking water (SCRD, 2013).
Livelihood improvement may also be expressed in the reduction of distress
migration. It is an indirect aim of MGNREGA to reduce migration as a
consequence of more decently paid rural employment opportunities. So far there
is no coherent picture on the effects of MGNREGS on distress migration (Shah,
Mann and Pande, 2012). An early cross-state study on the effects of MGNREGA
showed that out-migration remained frequent after the introduction of
MGNREGA, and that 70 per cent of the migration was not for better wages, but
for any paid employment, i.e., distress migration (IAMR, 2008). But where
MGNREGA offers reliable income opportunities there are reports that the migration of elder citizens, women and children has decreased.

Labour protection. The MGNREGA equally entails several provisions in the ﬁeld of
labour protection. The MGNREGS worksites are to be equipped with safe drinking
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water, shade, ﬁrst aid, as well as a crèche for children where there are more than
ﬁve children below the age of six. Reports about the failure to meet these
statutory requirements are frequent. In about 22 per cent of the surveyed
districts, the CAG found that these were not in place. An even higher proportion
of participants, 80 per cent, said that at least one of these provisions was lacking
at the worksites. Only 18 per cent said that the crèche facility was provided, and
only half of the participants said that shade and ﬁrst-aid facilities were provided
(CAG, 2013).
In terms of labour protection, the scheme also provides worksite injury
insurance. In case of worksite injuries resulting in the death or permanent disability
of workers, the states are obliged to pay a gratuity lump sum of INR 25,000.
MGNREGS does not offer special provisions for maternity, except that pregnant
women and lactating mothers up to 8 months before delivery and 10 months after
delivery should be offered works that require less effort and are close to their house
(MoRD, 2013a).
In terms of the prevention of child labour, the core provision is that only
citizens above the age of 18 may participate in the works. MGNREGS is viewed
as preventing child labour and allowing children to stay in school for longer
(Dev, 2011). According to a recent report “there is no incidence of child labour
in the age group of 5–14 years in the MGNREGS, though there have been cases
of adolescents working in MGNREGS” (ILO, 2013).

Conclusions
In its ﬁrst ten years of operation, the MGNREGS has had major achievements, and
the spirit of the MGNREG Act reﬂects many of the principles now seen in ILO
Recommendation No. 202. It also shows some remarkable features from which
other countries – or also other states and regions within India – can learn.
Where the scheme works, where employment is provided regularly and reliably
and so is the payment, where the infrastructure built is useful and sustainable,
MGNREGA has transformed the lives of rural populations. Where only some of
the provisions of the Act are in place, people already report positive changes in
their lives, such as reduced dependence on moneylenders or distress migration.
These changes, big and small, are good reasons to continue to invest resources
and energy into the MGNREGS and improve its delivery.
Less positively, participation in MGNREGA peaked in 2009–2010, dropping
thereafter. Expenditure peaked one year later and has been declining since. Lately
there has also been a decline in the completion rate of works (CAG, 2013). These
declines may be indicators that the provision of livelihood security through
employment and the creation of assets may not be met (CAG, 2013; Hirway,
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2012). Bottlenecks in the implementation, such as delays in payment of wages and
in giving actual work, as well as alleged corruption in registration deter people from
demanding work under MGNREGA (SCRD, 2013). Other concerns are lack of
public awareness, mismanagement and low institutional incapacity (CAG, 2013).
The SCRD and other observers share the conviction that “MGNREGA, if
properly implemented, has potential to transform the face of rural India” (SCRD,
2013). To achieve this potential, however, additional reforms are needed in all
ﬁelds of implementation, ranging from the registration of demand for work,
the provision of labour protection at worksites, timely payments of wages and
unemployment allowances, maintenance of the assets, as well as monitoring
and auditing processes. Such reforms would help to further strengthen the
innovative legislative framework that the MGNREGA provides, further
strengthen India’s social protection system and ensure a greater level of income
security for rural populations with positive effects on India’s economic and social
development.
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Abstract The United States is at a crossroads in its policies
for families and women. Currently, the United States provides
basic support for children, fathers, and mothers in the form of
unpaid parental leave, child-related tax breaks, and limited
public child care. In contrast, the other member states of the
Organisation for Economic Co-operation and Development
(OECD) empower families through paid parental leave and
comprehensive investments in infants and children. The
potential gains from strengthening these policies in the United
States are enormous. Paid parental leave and subsidized
child-care help to get and keep more women in the workforce,
contribute to economic growth, offer cognitive and health
beneﬁts to children, and give parents options in deﬁning their
preferred work-life strategy. Indeed, the United States has been
falling behind the rest of the OECD in many social and
economic indicators by not adequately investing in children,
fathers and mothers. Given the signiﬁcant payoffs to these
family supports, this article focuses on issues of reconciling
work and care commitments for families with young children,
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and, in particular, on paid parental leave policies within the
OECD and the United States.
Keywords parental leave, child care, family beneﬁt, labour
force participation, OECD, United States

Introduction

30

The United States has fallen behind in a crucial area of social protection: paid and
employment-protected leave for parents when a new child joins their family.
Among the member states of the Organisation for Economic Co-operation and
Development (OECD), the United States is the only country that does not offer
paid maternity leave at the national level, and is one of nine OECD countries that
does not have a paid leave entitlement reserved for fathers. Furthermore, only
about 60 per cent of American workers are eligible for 12 weeks of unpaid
employment protection around childbirth.
Instead, American families rely on a patchwork of supports in order to take time
off and keep their jobs when a child arrives. These supports include state-level
legislation on employment-protected leave, as well as “pregnancy disability”
payments and paid family leave entitlements in a limited number of states. Most
private employers in the United States do not provide paid leave around childbirth
to employees, and businesses that do so tend not to provide it to low-wage workers
– precisely those individuals who can least afford to take unpaid leave. This puts the
United States out of step with its OECD peers in terms of ﬁnancial support and
employment protection for parents with a new child.
Child-care costs are also a signiﬁcant burden for many American families, especially
low-income ones. Working low-income families often do not have access to the Child
and Dependent Care Credit or employer-provided child-care support, which help
higher-income families pay for care. Furthermore, compared to many other OECD
countries, there is limited federal investment in child care. A very small share of
American children attend Head Start, the federally-funded preschool programme,
and access to public state-level preschool varies signiﬁcantly by state of residence.
The economic and health beneﬁts of paid leave around childbirth are signiﬁcant. The evidence analysed in this article shows that paid family leave increases
the likelihood that women work, both by giving them an incentive to work prior
to childbirth and by offering them employment protection to facilitate their return
to the same job. This result holds across OECD countries and California, one of the
few places in the United States that offers paid leave. This is good for women and
men, as well as families and businesses, which would otherwise face replacement
costs to hire and/or train new workers.
International Social Security Review, Vol. 69, 2/2016
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In addition to helping women return to work and ensuring income security,
paid maternity leave enables mothers to recover from pregnancy and childbirth,
while paid parental leave allows both parents to care for and bond with their
new child. Paid leave can reduce maternal stress and improves mothers’ life satisfaction during their children’s early infancy.
Families also beneﬁt when fathers can spend time with their children in early
infancy: fathers’ leave-taking is associated with higher female employment, less
gender stereotyping at home, and higher life satisfaction for family members, and
it has positive effects on children’s development. In this regard, the United States
is on the right path – among workers who are eligible for beneﬁts under the Family
and Medical Leave Act (FMLA), the same employment-protected (albeit unpaid)
leave provisions are offered to both fathers and mothers around childbirth.
Support for children’s educational, health and material well-being is one of the most
cost-effective policy interventions, provided it starts early and is sustained throughout
childhood. Successful early-life interventions, e.g. through early childhood education
and care (ECEC) policies, are critical to the development of a range of cognitive and
social skills, and can have long-lasting effects on employment, income, educational
attainment and health. However, in the United States there is a large gap in public
spending on children of compulsory school age compared to the OECD average.
This article suggests that federal policy-makers in the United States enhance
support to parents with young children through two main mechanisms: 1) offering
paid maternity and parental leave to a greater number of workers than currently
eligible, with programme administration run by an existing social security agency
at the federal level, and 2) increasing the access of low- and middle-income families
to quality preschool and child care.
The remainder of this article is structured as follows. The next section provides a
summary of gender differences in paid and unpaid work that often emerge with
new parenthood. Section three discusses the United States’ paid leave experience in
an international perspective, while section four brieﬂy discusses investment in early
childhood education and care (ECEC). We conclude with policy recommendations.

American women are not getting a fair deal
Despite decades of progress, American women remain a long way from reaching
equal status in the United States labour market. Less than two-thirds of workingage women are in employment compared to almost three-quarters of working-age
men, and women who work are far more likely to be in part-time or reduced-hours
employment than their male peers. American women are also less likely to be
entrepreneurs than American men and, although women in the United States are
comparatively successful at moving into managerial positions, women are still less
likely to move to the top of the corporate ladder than their male counterparts.
International Social Security Review, Vol. 69, 2/2016
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Only 19 per cent of seats on the boards of directors in S&P 500 companies are held
by women (OECD, 2016a).
Once in employment, American women also earn substantially less than
American men. The gender pay gap has more than halved in the United States since
the mid-1970s, due in large part to substantial gains in female educational
attainment, increasing female labour force participation until the late 1990s, and
declining occupational segregation (OECD, 2016a and 2016b). Still, as in other
OECD countries, gender differences persist: in 2014 the gender gap in weekly
earnings for full-time employees was 17.5 per cent (US BLS, 2015a), while in
2013 the earnings gap amongst self-employed workers was a staggering 44 per cent
(OECD, 2016a). Job segregation and differences in work hours contribute to
differences in earnings, as women more than men tend to make use of ﬂexible
workplace measures such as part-time employment.
Yet these factors cannot explain all gender differences in pay. Some estimates
suggest that about 40 to 50 per cent of the gender pay gap in the United States
remains “unexplained” by observable factors (Blau and Kahn, 2007; OECD,
2012), with discrimination a likely cause. Legislation such as the 1963 Equal Pay
Act, Title VII of the Civil Rights Act of 1964, and the Lilly Ledbetter Fair Pay Act1
has attempted to address pay discrimination. Additional measures to increase pay
transparency within companies, professions and economic sectors could expose
and thus discourage discrimination.
Another factor driving down American women’s pay is motherhood. In the
United States and throughout the OECD, gender differences in labour market
outcomes are closely related to parenthood responsibilities. Among young men
and women who are not parents, inequalities in labour force participation are
relatively small: the gender gap in the employment rate for 25–34 year olds without
children is only around 1–2 percentage points,2 while the gender gap in median
weekly earnings for full-time employees of the same age (including those with
children) is only 10.1 per cent (US BLS, 2015a).
However, large inequalities emerge once women become mothers and men
become fathers. Women are less likely to be employed once they have a child,
particularly in comparison to men: in 2014, the employment rate for mothers with
a child under age 18 was about 23.5 percentage points lower than that for fathers
with a child under age 18 (US BLS, 2015b). Even when mothers do engage in paid
work, the “motherhood penalty” – where mothers receive lower wages than
1. A recent landmark piece of legislation, the Lilly Ledbetter Fair Pay Act reinstates protection against
pay discrimination that was stripped away by the Supreme Court’s decision in 2007 in “Ledbetter v.
Goodyear Tire & Rubber Co”. The Act – signed into law in 2009 – clariﬁes that pay discrimination
claims on the basis of sex, race, national origin, age, religion and disability “accrue” from whenever
an employee receives a discriminatory pay-check, as well as when a discriminatory pay decision or practice is adopted which affects the person.
2. OECD calculations based on the US Current Population Survey, December 2015 Basic File.
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childless women – remains persistent and strong even when accounting for “selfselection” into motherhood (Budig and England, 2001; Gough and Noonan,
2013). Fathers suffer no such parenthood penalty; indeed, evidence suggests that
fatherhood may actually have a beneﬁcial effect on (at least some) men’s income
and career trajectory (Correll, Benard and Paik, 2007; Hodges and Budig, 2010).
The effect of parenthood on labour market outcomes is most acute when
children are very young. American mothers are least likely to be employed when
their child is an infant, and when they are employed, they are more likely to work
part-time hours (Figure 1). This is especially true when the child is less than one
year old: in 2014, only 52.6 per cent of mothers with a child under one were
employed, compared to 57.1 per cent for those with a child aged one and
58.6 per cent for mothers with a child aged two (US BLS, 2015b). For men,
however, the presence of young children has little effect on employment. In fact,
the employment rate for fathers with a child under age three (89.9 per cent) is
slightly higher than for fathers with a child under age six (89.4 per cent) or with
a youngest child aged between 6 and 17 years (89.2 per cent).
Within-couple differences in paid work translate into gender differences in unpaid
work, and vice versa, especially for parents. Unpaid housework and care responsibilities
in the United States are fairly evenly distributed across men and women, on average: in
the OECD, only the Nordic countries, Estonia, and France have smaller gender gaps
in time spent on unpaid work by working-age men and women (OECD, 2016a).
Figure 1. Employment rates (%) for mothers and fathers (all ages) with own children
under age 18, by part-time/full-time status and age of youngest child, 2015

Note: Part-time refers to people who usually work less than 35 hours per week, and full-time to those who usually
work 35 hours or more per week. Own children include biological children, step-children, and adopted children.
Other relatives (e.g. nieces, nephews, grandchildren) and other related or unrelated children are not included.
Source: Unpublished data provided by the US BLS: “Table 6. Employment status of persons by presence and age
of own children, sex, race, Hispanic or Latino ethnicity, and marital status, Annual Average 2015”.
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However, gender gaps in unpaid work become large when men and women become
parents. Forthcoming work by the OECD shows that in the United States,
within-couple gender gaps in unpaid work are around four times higher when there
is a child (under age 18) in the household than when there is not (OECD, forthcoming).
The failure to support women’s attachment to the labour market is projected to
impose considerable costs on the economy of the United States. Unlike most other
OECD countries, both male and female labour force participation rates are falling
in the United States, with declines expected to continue across the next few
decades. In combination with future population trends, this explains why the size
of the United States working-age labour force is projected to drop by almost one
million over the next decade and only return to pre-2008 levels in 2031
(Figure 2). OECD (2014) highlights this sluggishness in United States labour supply
as a likely drag on its economic performance.
Promoting female labour participation and closing gender gaps in labour force
participation rates can help arrest this slowdown in the size of the United States
labour force. The United States is committed to the G20 target of reducing the gender
gap in the labour force participation rate by 25 per cent by 2025 (OECD et al., 2014).
However, given that female educational attainment rates now exceed those of men
in the United States, one scenario could be that female labour participation rates
increase to a level that matches male participation in 25 years’ time. This scenario
– illustrated by the fragmented dark line in Figure 2 – would add 12.5 million extra
workers to the United States working-age labour force relative to the OECD
Figure 2. Projected total working age (15-64) labour force size under different gender
gap scenarios, in millions, United States, 2010–2040

Source: OECD Secretariat’s estimates based on the OECD Population and Demography Database and OECD
Employment Database.
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baseline projection, based on recent trends of participation rates among ﬁve-year age
groups (Adema, Clarke and Frey, 2015). The estimated pay-off in terms of economic
performance is likely to be substantial: closing the gender gap in this manner could
add as much as 0.22 percentage points to average annual growth rates in GDP per
capita between now and 2040, producing by 2040 an additional USD 4,400 per head
per year on top of any gains predicted by OECD baseline estimates.

The United States is “out of step” on paid leave
Clearly, unpaid care commitments are a signiﬁcant barrier to women’s full and equal
participation in the labour force. Across the OECD, governments try to enable parents
to balance their work and care commitments by providing paid leave to care for very
young children. All OECD countries, except the United States, have employmentprotected paid maternity leave for at least 12 weeks at the national level (Figure 3). This
access to employment-protected leave provides job security so mothers can return to
work, enables mothers to recuperate from giving birth, facilitates bonding and caring
for children, and provides valuable income support at a time of increased stress on
household budgets. In many countries, mothers also can access additional paid parental leave3 entitlements. On average across the OECD, mothers can combine paid
maternity and parental leave entitlements for up to about one year (OECD, 2016b).
Furthermore, and in line with the OECD Gender Recommendation4 (OECD,
2013a), there are an increasing number of OECD countries that also provide paid
leave that can be used only by fathers, with father-speciﬁc entitlements in 12 OECD
countries lasting two months or more (OECD, 2016b). By contrast, fathers in
America and eight other OECD countries do not have any access to paid fatherspeciﬁc leave at the national level.
The United States provides 12 weeks of unpaid employment-protected leave
under the federal FMLA,5 but not to workers in companies with fewer than
3. Maternity leave is an employment-protected leave of absence for employed women around the time they
give birth, while paternity leave is an employment-protected leave of absence for fathers at the time of or in the
ﬁrst few weeks after childbirth. Parental leave is an employment-protected leave of absence for employed
parents, which is often supplementary to periods of maternity and paternity leave (OECD, 2016b).
4. The OECD Gender Recommendation was adopted on 29 May 2013 by OECD countries and a number
of key emerging economies, and sets out a number of policy principles and measures that governments
should consider to address gender inequalities in education, employment and entrepreneurship. It
notably recommends that governments of Member countries – through appropriate legislation, policies,
monitoring and campaigning – provide equal access to education, promote family-friendly policies, foster
participation of fathers in unpaid work, work towards a better gender balance in leadership positions
and promote entrepreneurship among women.
5. The Family and Medical Leave Act provides leave for a variety of reasons, including to care for a newborn or newly-adopted child (the “parental-care provision”, to care for a close relative with a serious
health condition (the “family-care provision”), the serious illness of a close family member, or because
the employee is suffering from a serious health condition (the “self-care provision”).

International Social Security Review, Vol. 69, 2/2016
© 2016 International Social Security Association

35

Support for parents in the United States

Figure 3. Paid leave available to mothers1 and paid leave reserved for fathers 2, in
weeks, 2015

36

Notes:
1. Paid leave available to mothers includes weeks of paid maternity leave and any weeks of paid parental leave and
paid home care leave that are available to mothers.
2. Paid leave reserved for fathers includes weeks of paid paternity leave, “father quotas” or periods of parental leave
that can be used only by the father and cannot be transferred to the mother, and any weeks of paid sharable leave
that must be taken by the father in order for the family to qualify for “bonus” weeks of parental leave.
3. All entitlements reﬂect statutory provisions at the national/federal level only. In some countries individual states/provinces offer other entitlements in place of or in addition to those offered at the national/federal level. In Canada, for
example, the province of Quebec runs a separate parental insurance programme that includes a ﬁve week paid
paternity leave for the exclusive use of the father.
Source: OECD (2016b).

50 employees, to employees that have been with their current company for less than a
year, or to employees that work an average of fewer than 24 hours per week (Klerman,
Daley and Pozniak, 2012). As a result, less than 60 per cent of workers in the United
States are eligible for leave under the FMLA (Klerman, Daley and Pozniak, 2012).
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Most employers do not offer paid leave, and there are considerable socioeconomic differences in who is offered paid family leave. Businesses are more likely
to offer paid leave to relatively skilled and well-paid workers as part of a broader
employee beneﬁt package (US CEA, 2015). Employers offer paid family leave to
only 5 per cent of workers in the lowest wage quartile, whereas employers offer
paid leave to over a ﬁfth of workers in the highest wage quartile. Low-wage
employees are also less likely than higher-paid employees to have access to unpaid
family leave. Low-wage workers thus face a double disadvantage when they need to
take time off to care for a newborn child or a sick relative: they are the least able
to afford unpaid leave, but they are the least likely to have access to paid leave.
American families must make do with a patchwork of supports to secure time
off around childbirth, including additional state legislation on employmentprotected leave, “pregnancy disability” payments, and/or paid family leave entitlements that exist in just a handful of states and territories:
• Five states and one territory (California, Hawaii, New Jersey, New York,
Rhode Island, and Puerto Rico) have run Short-term or Temporary Disability
Insurance programmes (SDI in California and New York, TDI elsewhere) for over
50 years. These programmes cover incapacity-related contingencies outside the
workplace, including maternity, and income support for “disabled” mothers is
available around childbirth through TDI for several weeks (often for six to ten
weeks, but duration varies by state and by medical assessment).
• Three states – California (starting in 2004), New Jersey (2009) and Rhode
Island (2014) – have implemented Paid Family Leave (PFL). This provides income
support during the “bonding period” with very young children or for caring for
sick adult dependents, for up to four weeks in the case of Rhode Island and six
weeks in California and New Jersey. These are individual entitlements for workers
who are eligible to pay into their state’s TDI programmes and who have paid for a
minimum “base period” of time. Payments are a share of wages. In 2014, the
payment rate in California was 55 per cent of gross earnings, up to a maximum
of USD 1,075 per week; in New Jersey, the rate was 66 per cent of gross earnings,
up to a maximum of USD 595 per week; and in Rhode Island, it was 60 per cent of
wages, up to USD 752 per week. Beneﬁt payments may be subject to federal income
tax, but all are exempt from state income tax. These programmes are completely
employee-funded.
The state of Washington legislated paid family leave in 2007, but the programme
has not been rolled out. Different factors have contributed to the delay, including
ﬁnancing issues (the “actuarial hump”: any new insurance-type programme needs
money to ﬁnance claims submitted before sufﬁcient contributions have been paid
in), unfortunate timing (the ﬁnancial crisis struck just after the legislation passed),
and the absence of an existing administrative framework for the implementation of
paid leave on a state-wide basis (e.g. a comparable SDI/TDI programme).
International Social Security Review, Vol. 69, 2/2016
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California and New Jersey run their paid leave programmes through existing
public TDI frameworks which hold all the necessary information on workers and
employers, collect contributions (from employees), and pay beneﬁts. Washington
State did not have such a system, which made the practical introduction more
difﬁcult and more expensive administratively. When there is no public framework
to register eligible employees, track contributions and contributory records, and
pay out beneﬁts, then it is difﬁcult and costly to set up a new administrative
mechanism. It is more cost-efﬁcient to make use of an existing social security
framework that holds the necessary administrative records to operate a paid leave
programme efﬁciently.

Paid leave pays off: The economic and social case for paid maternity
and parental leave

38

There is considerable research evaluating the effects of paid leave on economic,
social, and health outcomes. Ex ante, it is not obvious whether paid leave would
help or hinder female labour force participation. In theory, there are advantages
to paid leave: in the short term, paid family leave provides a pre-birth work
incentive to ﬁnd paid employment, as women need to have a work history prior
to childbirth in order to establish an entitlement to paid maternity leave. They
may be less likely to quit prior to birth when they expect post-natal job security
and/or maternity pay. In the longer term, protected paid leave increases the
likelihood of women returning to the same employer after childbirth, thus
maintaining their work experience, human capital, and job tenure. Stronger female
labour force attachment might reduce gender gaps in wages and hours worked.
Greater access to paid leave may also contribute to greater acceptance of
leave-taking in countries where this is less common, such as the United States.
Conversely, paid leave could lengthen the time a woman spends outside the
workplace, interrupt her career, and thus potentially widen the gender gap in
employment and wages. Extended time out of work may weaken women’s career
progression and human capital development. If leave periods are too long, then
employers face hiring costs, which may lead employers to discriminate against
childbearing-age women at the time of hiring or promoting employees. And as
women workers go on maternity leave, there is a risk that some employers will
invest less in training and development of women in this age group.
Despite these risks, quantitative cross-national and US-based research suggests
that a judiciously chosen period of paid leave is good for female employment: it
encourages women to enter work before childbirth, and it facilitates re-entry after
childbirth. Across OECD countries, female labour force participation increased
when paid parental leave was introduced or expanded, consistently improving rates
International Social Security Review, Vol. 69, 2/2016
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of mothers returning to work (and to the same employer) after taking paid leave
(see, for example, Akgunduz and Plantenga, 2013; Ruhm, 1998; Thévenon and
Solaz, 2013). Paid leave is estimated to increase female employment rates by 1.5
to 2.5 percentage points relative to male employment rates (Adema, Clarke and
Frey, 2015).
Of course, lessons from other OECD countries may not directly translate to the
United States. OECD countries that instituted paid leave have done so in speciﬁc
social, economic, and political contexts that were favourable to introducing paid
leave. This “selection effect” means that countries offering paid leave systematically
differ from the United States in important ways that also affect socio-economic
outcomes. Furthermore, most OECD countries have offered extensive paid leave
schemes for decades. Most changes (and evaluations of changes) in leave policies
have occurred at the margin, typically by adding or subtracting a few weeks to an
existing beneﬁt. Such evidence is useful for providing baseline estimates of potential changes in the United States, but they may underestimate the potential effects
of introducing paid family leave for the ﬁrst time on a large scale. Forty-seven
US states offer no paid parental leave, and transitioning from zero weeks of paid
leave to any amount of paid leave in the United States is likely to have a larger
effect on female employment and wages than the effect of changing a few weeks
in an existing, generous scheme.
It is thus useful to look at the effects of paid leave found in US states already
offering such beneﬁts. California’s Paid Family Leave (PFL) policy has been in place
for over a decade, and researchers have analysed the effects of PFL on Californian
women’s workforce participation. Despite using different methods and sites, these
studies of California reach a similar conclusion as the international literature: PFL
increases leave-taking and maternal employment post-birth (Rossin-Slater, Ruhm
and Waldfogel, 2013; Baum and Ruhm, 2014). There is evidence that leave-taking
increased the most among low-income workers, who had previously been unable
to afford unpaid leave (Rossin-Slater, Ruhm and Waldfogel, 2013). Looking at
employment outcomes, conditional on being employed, women eligible for PFL were
more likely to be in work after becoming mothers than women who were ineligible
for PFL (Rossin-Slater, Ruhm and Waldfogel, 2013; Baum and Ruhm, 2014).
It is harder to pinpoint the wage effects of taking short-term leave. The evidence,
while mixed, does suggest that women face earnings penalties following long
periods of leave.6 However, these negative wage and career progression effects
largely follow long periods of leave from work (e.g. one or two years or more). It
is unlikely that a 12-week absence – which is what is currently offered as unpaid
leave in the United States – signiﬁcantly disrupts human capital formation.

6. See Adema et al. (2015) for a review of this literature.
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The effects of paid leave extend beyond the labour market. Individual and
household-level data show that paid maternity leave enables mothers to recover
from pregnancy and childbirth, and improves maternal health and well-being
(McGovern et al., 1997; Chatterji and Markowitz, 2005a, 2005b and 2008).
However, such evidence is more difﬁcult to ﬁnd at an aggregate, population-wide
level (Aitken et al., 2015).
Researchers have studied the relationship between leave and a variety of child
health outcomes, including child mortality, child delivery,7 birth weight, immunization, and cognitive development. Although contradictory evidence exists, much
research has found that paid leave is associated with lower infant mortality and a
lower likelihood of low-weight birth. The relationships between child-related leave
and both immunization and cognitive development are, however, more contested
(Adema, Clarke and Frey, 2015).
Again, however, it is difﬁcult to analogise incremental changes in mature European
paid leave systems to the introduction of a new paid leave programme in the United
States. While it is useful to look at US state-level programmes, studies on the child
health effects of PFL in the United States are limited, as the programmes are relatively
new and health data are collected less frequently than income data. There is evidence
that pregnancy-related leave in US states reduced low-weight and preterm births
(Stearns, 2015), and that the introduction of PFL in California was associated with
an increase in breastfeeding rates and exclusive breastfeeding (Huang and Yang,
2015). Furthermore, OECD research suggests that the introduction of paid family
leave in California and New Jersey had signiﬁcant effects on immunization rates
in these states, especially among children in low-income families (Adema, Clarke
and Frey, 2015).
There are social payoffs, as well. Families, mothers and fathers beneﬁt when
fathers take parental leave. Fathers’ leave-taking and child caregiving is associated
with higher female employment, less gender stereotyping at work, less gender
stereotyping at home, and better life satisfaction for fathers (Eggebeen and
Knoester, 2001; WHO, 2007). The social normalization of fathers’ leave-taking
helps to reduce the negative effect leave-taking may have on earnings and career
proﬁles. Extended time at home during early infancy is also associated with fathers’
greater involvement with their children (Nepomnyaschy and Waldfogel, 2007;
Tanaka and Waldfogel, 2007; Huerta et al., 2013), which has positive effects for
children’s cognitive and emotional development (Lamb, 2010; OECD, 2012;
Huerta et al., 2013). Egalitarian care commitments developed when a child is

7. For example, Guendelman et al. (2009) found that maternity leave in late pregnancy reduces the risk
of delivery by caesarean section and helps to prolong gestation in women who experience stress at work.
Similarly, Cerón-Mireles, Harlow and Sánchez-Carrillo (1996) found that an absence of pre-natal leave
increased the likelihood of premature birth.
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young are associated with the more egalitarian division of household labour as a
child ages (Baxter and Smart, 2010; Brandth and Gíslason, 2012), which may help
women’s engagement in the labour force, as Figure 4 illustrates.

The “leave experience” of American business
A common critique of paid parental leave is that it is expensive for businesses, but
this claim is largely unsupported in the literature. Employers face both costs and
beneﬁts when their employees participate in paid parental leave programmes. In
many OECD countries, employers contribute ﬁnancially to paid leave schemes.
This is generally not the case in the United States: in New Jersey employers contribute
to the TDI scheme but not to PFL, while employers in California and Rhode Island
do not have to make ﬁnancial contributions to TDI/SDI or the PFL programmes.
Figure 4. Mean average minutes per day spent on unpaid work (15–64 year olds), by
gender, and female employment rates (15–64 year olds)
41

Notes: Data on unpaid work are for 15+ year olds for Australia, 15–74 year olds for Hungary, and 25–64 year olds
for Sweden. Reference years vary across countries: Australia: 2006; Austria: 2008–09; Belgium: 2005; Canada:
2010; China: 2008 for unpaid work and 2010 for the female employment rate; Denmark: 2001; Estonia: 2009–2010;
Finland: 2009–2010; France: 2009; Germany: 2001–02; Hungary: 1999–2000; India: 1999 for unpaid work and 2010
for the female employment rate; Italy: 2008–2009; Ireland: 2005; Japan: 2011; Rep. of Korea: 2009; Mexico: 2009;
the Netherlands: 2005–06; New Zealand: 2009–10; Norway: 2010; Poland: 2003–04; Portugal: 1999; Slovenia:
2000–01; South Africa: 2010; Spain: 2009–10; Sweden: 2010; Turkey: 2006; the United Kingdom: 2005; and the
United States: 2014.
Sources: OECD (2016a) and OECD Employment Database.
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Instead, these programmes are entirely ﬁnanced by employee contributions via
payroll taxes. In California, these contributions amount to 1 per cent in total for
both SDI and PFL (for earnings up to just over USD 100,000 per annum).
Even if employers are not taxed to pay for paid leave, there are other costs to
employers when introducing paid leave: employers may need to hire replacement
workers or retrain existing workers to temporarily cover any work missed by those
who are on leave. These hiring/replacement costs are greater the higher the skillsproﬁle of a job and the longer the duration of leave. There is no comprehensive
evidence on the extent of replacement costs for short-term leave-taking. Most
businesses ask other employees to cover the work of their colleague on leave, but
it is not clear what the relevant costs are, such as paid overtime.
Businesses clearly do face high costs, however, when experienced employees
permanently leave their jobs, and, as discussed previously, new mothers are much
more likely to quit their job when they cannot access employment-protected
parental leave. Employers face a variety of direct and indirect costs when workers
leave, including exit interviews and severance pay; lost productivity while an
employee anticipates their departure; productivity losses while a position is unﬁlled;
the costs of recruiting, hiring and training a new employee; reduced productivity
until the new worker is fully trained; and lost clients. One estimate suggests that it
costs a business, on average, 21 per cent of an employee’s annual salary to replace
them (Boushey and Glynn, 2012).
American businesses report few negative effects from existing family leave laws
(Klerman, Daley and Pozniak, 2012). Appelbaum and Milkman (2011, 2013) found
that around 90 per cent of ﬁrms reported that the introduction of paid family leave
in California either had a positive effect or no effect on costs, productivity, proﬁt,
and workplace morale. Given this evidence, public parental leave schemes can be a
win-win for businesses, particularly those businesses that are already required to
protect new parents’ jobs. Existing state plans and proposals for publicly-funded
PFL do not impose tax costs or employee payment burdens on employers, yet they offer
measurable beneﬁts in the form of employee retention, productivity and morale.

Flexible work arrangements
Flexible work arrangements are another common strategy that governments and
businesses employ to help parents balance work and family life. The United States
federal government provides no statutory right to request ﬂexible hours, but the
provision of such schemes by employers is fairly common. Data from the American
Time Use Survey 2011 show that 53 per cent of employees report having some
ﬂexibility in arranging their working time, with 40 per cent stating that they have some
control over days worked. This compares well with many other OECD countries.
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Although not strictly comparable, data from the “European Survey on Working
Conditions” suggests that in many European countries only around 40 per cent
of employees have some control over working schedules. Rates are higher in the
Northern European countries, including Denmark, Finland, Sweden, and particularly the Netherlands, where almost 70 per cent of workers have some control over
working times (OECD, 2011; OECD, 2016b).
Flexible working-time options in the United States are unevenly distributed
across sectors and socio-economic groups. High-income earners are more likely
to have access to schemes that grant ﬂexibility in setting working time than median
and particularly low-income earners. To some extent this reﬂects differences in the
occupations and sectors in which high and low earners work: high-income earners
are more likely to work in professions (such as management, business and ﬁnance)
that are more amenable to ﬂexible and employee-controlled work schedules.
Yet in many cases it is low-income workers who most need workplace ﬂexibility.
While high earners in the United States are more likely to work long hours
(Williams and Boushey, 2010), they also have a greater ability to ease conﬂicts
between work and family commitments by substituting money for their own time
(e.g. by hiring nannies or using formal child care). Low-income earners are more
likely to have to rely on informal networks – such as grandparents and other
relatives – to provide care (Laughlin, 2013).
Part-time work is much less common in the United States than it is in most
other OECD countries. Data show that 16.7 per cent of women and 8.2 per cent
of men work part-time in the United States, compared to an OECD average of
28.1 per cent for women and 9.8 per cent for men (Adema, Clarke and Frey,
2015). Part-time work offers mixed beneﬁts for work-life balance: while part-time
work can offer ﬂexibility for families, it can become ﬁnancially unviable and
impede career progression when workers (typically mothers) become entrenched
in these roles (for a full discussion of this issue, see OECD, forthcoming).

Early Childhood Education and Care (ECEC) services
The United States lags not only in paid leave, but also in other forms of investment
in families and young children. In many OECD countries, maternity, paternity and
parental leave arrangements are not considered as stand-alone measures but are
instead regarded as part of a broader strategy on early childhood policy. For
example, Danish policy aims to provide a continuum of supports to families with
young children: around childbirth there are 18 weeks of paid maternity leave and
two weeks of paid paternity leave, followed by 32 weeks of paid parental leave.
There is an entitlement to a formal place in child care from when the child is six
months of age, and 66 per cent of Danish children younger than age three attend
ECEC services – the highest rate in the OECD (OECD, 2016b). These subsidized
International Social Security Review, Vol. 69, 2/2016
© 2016 International Social Security Association

43

Support for parents in the United States

44

ECEC services, which are free for low-income children, continue until entering
primary school, at which point out-of-school-hours care becomes available. Such
services are attended by over 80 per cent of Danish children aged 6 to 8 (OECD, 2016b).
Public funding for ECEC services is relatively low in the United States compared
to the rest of the OECD; in 2011, the United States spent about 0.4 per cent of GDP
on ECEC at the national level, whereas the OECD average was 0.7 per cent. In
2011, less than one per cent of families reported using Head Start, the national
(largely means-tested) preschool programme in the United States (Laughlin,
2013). Given the inadequacy of federally-provided child care, local initiatives to
expand child-care services for young children are very important. Some states
and localities in the United Sates offer pre-kindergarten programmes for four-year-olds,
but availability and coverage varies greatly across regions. American families’ access to
subsidized (or free) pre-kindergarten thus depends to a great extent on the state in
which they live. One noteworthy example comes from New York City, which
introduced a free universal pre-kindergarten programme in 2014, and which within a
year engaged 50,000 four-year-olds in the city (Adema, Clarke and Frey, 2015).
To compensate for the lack of public support, American families employ a
variety of strategies to care for children while parents work. Nearly half of all families
in the United States with working mothers regularly rely on relatives to care for preprimary school-age children (Figure 5). Just over a quarter of families report using
Figure 5. Distribution of primary child-care arrangements for preschoolers with
employed mothers in the United States, 2011

Source: US Census Bureau (2013).
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formal child-care or preschool facilities on a regular basis, and rates are lower
among low-income households (19.5 per cent of families below the federal poverty
level use formal day care, versus 32.4 per cent of families at or above the
poverty level) (Laughlin, 2013).
Private child care in the United States is largely unsubsidized and thus expensive
for many families. Only 5 per cent of American families receive ﬁnancial help from
the government with child-care costs (Laughlin, 2013). Formal child-care costs
burden many families: the average parents of a preschool child spend 10.5 per cent
of their monthly family income on child care (Laughlin, 2013). For low-income
families, the burden can be at least three times as high. The Child and Dependent
Care Credit (CDCC) provides support with child-care costs, but the CDCC mostly
beneﬁts higher-income groups: about 60 per cent of supports go to the two highest
income quintiles (Maag, 2013). Lower-income groups’ access to the CDCC is
limited because it is non-refundable, and only paid to those with tax liabilities;
not many working low-income families have such tax liabilities remaining after
accounting for the Earned Income Tax Credit (EITC). One way of better ensuring
that public funds reach those who need it most would be to make the CDCC
refundable (non-wastable). This would result in cash payments to potential
claimants in low-income families.
In the absence of public spending on parental leave, except for in a few states,
the relatively limited outlays on public family beneﬁts (e.g. Temporary Assistance
to Needy Families – TANF), and little spending on ECEC services and tax support,
public spending on children in the United States is relative low, at 1.6 per cent of
GDP compared to an OECD average of 2.5 per cent (Adema, Clarke and Frey,
2015). Furthermore, Figure 6 shows that public spending is lowest during the early
years, when such investment is most effective.
Early childhood investment is crucial to child development. Research provides
rich evidence on the positive returns of investments in ECEC services on learning,
especially for low-income children, though behavioural outcomes are less straightforward (see, for example, Heckman, 1999; Heckman and Masterov, 2007; Cunha
and Heckman, 2007; Duncan and Magnuson, 2003 and 2004). Investing in early
childhood is argued to increases the efﬁciency of later investment (as “skills beget
skills”), and saves money that would otherwise be needed to repair the long-term
consequences of the underinvestment in human capital.
Policies to support children’s educational, health and material well-being must
start in early childhood and be sustained throughout childhood (OECD, 2009 and
2011). The pay-offs from investing early in children are enormous: United States
research suggests that each dollar invested in children at age four yields a net return
ranging from USD 7 to USD 12 per person (Heckman et al., 2010), and that these
beneﬁts are especially large for children from a disadvantaged background. OECD
Programme for International Student Assessment (PISA) data show that 15-year-old
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Figure 6. Public spending by age of the child in USD (PPP) per capita, United States, 2011

Sources: OECD calculations based on OECD Social Expenditure Database and OECD Education Database.
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students who attended pre-primary education for at least a year are likely to have
higher mathematics scores than those who did not, the gap being equivalent to almost
one year of formal schooling after accounting for students’ socio-economic status
(OECD, 2013b). Early life-interventions are also critical to build social and noncognitive skills (e.g. personality traits, self-conﬁdence and self-control, pro-social
behaviour), which are even more important skills in the new world of work
(Kautz et al., 2014). Furthermore, high income inequality reduces the capacity
of the poorest 40 per cent of the population to invest in their own education
and skills, as well as those of their children (OECD, 2015), and in 2012 one in six
young adults (aged 25–34) attained a lower level of education than their parents.

Key policy recommendations
This article has reviewed differences in policies aimed at the reconciliation of work
and family life across the United States and other OECD countries. Compared to
the rest of the OECD, there exist signiﬁcant gaps in how the United States supports
working parents, especially when children are very young. The United States is
missing out on the signiﬁcant economic and social beneﬁts of paid leave and ECEC.
Many factors motivate a call for change in how the United States supports
American families. American women’s labour force participation remains lower
than men’s, and pay gaps persist, in part due to the “motherhood penalty” and
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child-care commitments. Paid parental leave has been found to improve women’s
employment outcomes, children’s health, development, and well-being, and
fathers’ behaviours, and the beneﬁts of investments in ECEC are well-known, both
in and out of the United States. Available evidence suggests that the potential drawbacks of the introduction of paid leave are small or non-existent: employers already
exposed to paid leave in the United States have had overwhelmingly neutral or
positive experiences with such plans.
Consequently, this article suggests that federal policy-makers in the United
States consider the following:
• Enhance support to parents with young children by introducing access to paid
maternity and parental leave for all employees, as administered by existing social
security agencies at the federal level.
• Introduce paid maternity leave for eight weeks, and introduce an individual
entitlement to paid parental leave for six weeks for each parent, to be taken within
one year of childbirth. Couples comprising two working parents should be allowed
to take their leave periods consecutively or simultaneously.
• Payment rates should be a ratio of previous earnings. The US state-level
experience of paying 55–66 per cent of earnings up to a certain threshold is a
sensible and politically palatable model.
• To limit employer costs and opposition, ﬁnance the scheme out of employee
payroll taxes.
• Ensure that the eligibility criteria and duration of the new paid leave scheme
are in line with the FMLA stipulations, but extend the beneﬁt to organizations
with fewer than 50 employees in order to expand the number of eligible workers
(e.g. require the compliance of businesses with at least 20 employees).
• Increase the access of low- and moderate-income families to quality preschool and
child care. Increase access to the Child and Dependent Care Credit for low-income
families by making it refundable in addition to EITC entitlements. In the absence
of a larger federal programme, states and local governments should continue to
innovate with early childhood education and care programmes.
The existing state models of paid family leave policy are informative when
considering how paid leave could be implemented at the federal level. The United
States Supreme Court Justice Louis Brandeis once famously referred to states as
“laboratories of democracy” where citizens can “try novel social and economic
experiments without risk to the rest of the country.” Indeed, the practice of trying
and testing social policies at the local level is common in the United States, and
ongoing experiences at the community or state level are diverse, including, for
example, the provision of paid sick days, minimum wage legislation, and public
pre-kindergarten education.
A few lessons for the federal introduction of paid leave can be drawn from the
paid leave experiences in US states.
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First, the successful introduction of a paid maternity and family leave
programme at the federal level would likely require the use of existing social security
frameworks that hold the necessary administrative records to operate a paid leave
programme efﬁciently. California and New Jersey run their paid family leave
programmes through pre-existing public SDI/TDI frameworks, which hold all
the necessary information on workers and employers, collect contributions from
employees, and pay beneﬁts. Washington State did not have such a system,
which made programme introduction more complicated and more expensive. The
US Social Security Administration would be a suitable candidate for administering a
federal paid leave scheme.
Second, these state-level programmes are completely employee-funded, which
stakeholders cited as a key reason for their successful approval in state legislatures.
Removing direct employer contribution should help reduce opposition to paid
leave at the federal level.
Third, publicity and information-sharing around the introduction of paid leave is
essential for ensuring the takeup of beneﬁts that workers contributed to, and for
building up “buy-in” towards the policy. Despite the relatively low employee
contribution rates to paid family leave programmes, the PFL-budgets in California
and New Jersey are easily covering payments. Indeed, New Jersey recently reduced
its contribution rate to 0.8 per cent of gross earnings. Californian policy-makers are
considering other options. Even after ten years of PFL, a substantial part of the
Californian workforce remains unaware of the programme, and awareness is lowest
among low-income workers – those with the greatest ﬁnancial need. There is also
lower use of paid leave among fathers, though this may be a function of replacement rates as well as awareness. Consequently, an awareness campaign, userfriendly information, and a clear and straightforward application process should
accompany any federal paid leave initiatives in the United States to help ensure
adequate takeup among mothers and fathers seeking to balance work and family life.
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Abstract Canada, Denmark, the Netherlands and Sweden
have advanced multi-pillar pension systems. Using microsimulations, this article presents a close examination of the
interaction of pillars in these countries. The relative importance and the role of the different pension pillars vary from
country to country, and according to age, income, gender
and socio-economic dimensions as well as between generations. A further area of investigation is the mitigation capacity
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many countries, the generosity of public beneﬁts is set to
decrease – increasing the importance of private pensions. This
will shift risk and uncertainty from employers and pension
institutions to individuals. Thus, risks and uncertainties related
to private pensions will become more important, raising
questions about the division of responsibilities between public
and private pensions, and about the potential of mitigating
such risk through pillar interaction. These concerns are further
reinforced by labour market changes. Although a pension system
free of distortions is inconceivable, this article seeks to contribute
to addressing how mitigation should be designed, and how
mitigation and risk sharing should be balanced against
incentives, challenges which are as much political as technical.
Keywords pension scheme, social security planning, Canada,
Denmark, Netherlands, Sweden
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Introduction
Multi-pillar pension systems seek to address a broad range of goals by combining
public and private pensions, different accrual principles and different modes of
ﬁnancing. They generally contain elements that strengthen the link between labour
career and contribution records on the one hand and size of income in old age on
the other. Through other elements they seek to provide poverty protection, serve
broader income distribution objectives, promote gender equality, and mitigate
net pension income effects stemming from a wide variety of uncertainties, risks, life
events and life choices.
Risk sharing is a cornerstone of any pension system and, therefore, the concept
of risk itself becomes a key policy issue. Which risks should be addressed or
mitigated, and how and to which extent should this happen? The answers to these
questions are indeed political and they will vary substantially between countries.
Nevertheless, the basic principles will be the same:
• Risk exposure and resilience vary substantially across the income distribution
and between different segments of the population.
• Some risks are insurable, but others are not.
• Some risks can only be addressed through solidarity structures involving
transfers within and between generations.
• Some risks can be readily addressed in a private ﬁnancial regime while others
may require a nationwide platform.
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The interaction of public and private pensions and the distribution of responsibilities between pillars is a key aspect of the political economy of pension systems.
These aspects decide the risk sharing and mitigation capacity of the overall pension
system. The goals of risk sharing, the mitigation of uncertainties and the consequences of individual choices and behaviour, and social solidarity are different
but closely inter-twinned. In practice it may be difﬁcult to separate them.
Some risks relate to the general human life course – e.g. severe illness, disability,
death at younger age leaving surviving dependants, and longevity. Such risks can be
modelled, assessed and priced with a sufﬁciently high level of accuracy. But
incidences and probabilities may differ substantially across the population and
mitigation may involve systematic – yet unintended – redistribution.
Other risks relate to the macro economy and business cycles. Individuals may
have little or no possibility to respond to such risks, and yet the implications for
retirement income may be substantial and potentially lead to great differences
between generations.
Some risks relate to principal-agent issues and performance, they are deeply
technical and require a relatively detailed understanding of ﬁnancial markets,
pension institutions and products. Few people have the necessary qualiﬁcations,
time and persistence to deal with such matters in a consistent fashion.
Some retirement income effects stem from life choices – e.g. education,
career, choice of partner, family formation, part-time work in relation to child
rearing, and early retirement. Some of these aspects may not be considered to
be risks, as there are elements of individual choice and behaviour involved. Still,
some such choices are important to society – e.g. education, having children, etc.
– and often such choices are taken in a constrained environment or with
reference to a wider household context. Furthermore, opportunities and
outcomes are not equally distributed in terms of gender, geography and a wide
range of socio-economic factors.
Longevity risk is discussed extensively in the current environment. Simply put, it
is explicitly mitigated by deﬁned beneﬁt (DB) schemes, and shifted to individuals
in deﬁned contribution (DC) schemes. However, the overall picture is much more
complex. This risk is not distributed equally, and contrary to many other risks, the
individuals with higher socio-economic status are more exposed to it. Conversely,
mitigation strategies such as increases in the eligibility age are often applied universally and may lead to unintended redistribution from lower- to higher-income
individuals (IAA, 2016).
Which risks should be mitigated and how, and to which extent should this
happen? Should social divisions be taken into account? How should the mitigation
potential of different pillars be combined? The answers to these questions – and
others – are essentially political and will vary substantially. Arguably, the answers
decide the robustness and resilience of the pension system in question.
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Risk sharing and solidarity give rise to an obvious and classic dilemma.1 On
the one hand, an adequate pension system without – direct or indirect – redistributive
elements aimed at poverty alleviation and risk mitigation is inconceivable. On
the other hand, these elements inescapably affect savings and work incentives.
The situation is further complicated by the fact that the deﬁnition of what is
adequate is highly political and may vary substantially from one country to
another.
This article addresses the role of pillars and their interaction in the overall
system in the countries studied and how this interaction contributes to overall risk
sharing. This is analysed through a detailed modelling of theoretical net replacement rates and a comparative analysis of the multi-pillar pension systems in
Canada, Denmark, the Netherlands and Sweden.
The experience and choices represented by these well-functioning systems can
be relevant to policy considerations in other countries – even though the case
studies represent systems in high-income countries only. Despite their apparent
similarities, the approaches adopted in the four countries are indeed very different
as regards such aspects as public versus private pensions, the design and role of the
public system, the approach to poverty alleviation and the design of occupational
schemes. Such differences translate into very different policy settings and
challenges.
The study is not intended as a ranking exercise, and it does not seek to recommend
a particular approach. Pension systems are different and they relate to particular
political and cultural contexts. The objective is to analyse policies from a holistic
policy-based starting point, and communicate the result with the view to inform
policy discussion. The analysis shows how options and choices as regards relatively
detailed regulations and practices are linked to overall design choices, and how each
model has its strengths and weaknesses.2
The theoretical replacement rate approach adopted in the analysis is based on a
modelling of expected gross and net pension results based on existing systems,
regulations and practices. A somewhat similar approach is applied by the EU (see
EC, 2015) and the OECD (see OECD, 2013 and 2015). The key difference is a
higher level of detail, a focus on net rather than gross results and a slightly less
optimistic view on the future economic development reﬂected in the choice of
parameters in the base scenario. The focus on net rather than gross is particularly
important, because it captures the – sometimes substantial – effects generated by
the tax system. A caveat of this approach is that it does not take account of work

1. See World Bank (1994) and Barr and Diamond (2008) for discussions on this dilemma.
2. The authors have all worked for many years within policy design and analysis areas. Their shared
experience is that all too often “the devil is in the detail”. Therefore, this article pays a lot of attention
to details in an attempt to dissect the effects of different policy elements and their interaction.
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income, non-pension beneﬁts, beneﬁts in kind and medical beneﬁts, all of which
can be important in a particular country context (Casey and Yamada, 2004).
The remainder of this article is structured as follows: the next section provides a
brief description of the pension systems in the four countries, and of the national
interpretations of the pillars and of pension policy. We then provide analytical
results on how pillar interaction mitigates adverse careers and life choices, before
discussing sensitivity aspects and the effects of adverse ﬁnancial developments. A
discussion of risk mitigation and incentive issues follows, before turning to
concluding observations.

Four country proﬁles
Table 1 summarizes the pension systems of Canada, Denmark, the Netherlands
and Sweden. All four countries refer to their systems as three pillar structures.
However, they do this in very different ways, illustrating the fact that the pillar
terminology is not particularly well deﬁned in conceptual terms.3 In fact, its main
function may be as a tool for visualizing and communicating complex relationships
in a particular national context. Interpretations will vary in order to ﬁt policy
legacies and sustain meaningful narratives.
In Canada, Denmark and the Netherlands, the objectives of their respective ﬁrst
pillars are viewed similarly – as focused mainly on basic protection and the provision of a minimum income to be supplemented by other pension income. In these
countries, the basic beneﬁt is ﬂat, the key eligibility criteria is years of residence,
and the beneﬁts are ﬁnanced out of general revenue.4 However, there are important
differences.
In Canada, very low-income pensioners are assisted by income-tested supplements.
A similar approach is adopted in Denmark, but the scope of this supplement is substantially wider, with about 90 per cent of pensioners (ATP, 2013; OECD, 2015a) receiving
such beneﬁts.
Canada further supports low-income pensioners through special tax regulations, most important of which is that the ﬁrst pillar income-tested beneﬁts are
non-taxable. Canada also strengthens the redistribution effects of the ﬁrst pillar
by income testing its ﬂat basic amount through a recovery tax levied on
high-income pensioners. Denmark has a similar practice for pensioners with high
work income – i.e. people who have not left the labour force.

3. For a discussion on the shortcomings of the pillar terminology, see for instance EC (2008).
4. Netherlands has a speciﬁc contribution ﬁnancing the AOW (the basic pension). However, there are
no links between contributions and rights and eligibility. Therefore, the contribution is an earmarked tax
rather than a pension contribution.
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Third pillar

Second pillar

First pillar

Labour market pensions:
Compulsory, collective insurance
DC schemes set up by collective
agreement.
Contributions vary between 12 per cent
for low-income workers and 18 per cent
for some high income groups.

ATP:
Funded, statutory, collective
insurance DC-scheme based on
ﬂat contributions.

State Funded Basic Pension:
Basic beneﬁt ﬁnanced by general
taxes on a PAYG basis.
Income-tested supplement.
Income- and means-tested
supplement.

Denmark

RRSP:
Voluntary individual
DC-schemes.

Registered pension plans:
Voluntary DC schemes.
Employer offered collective
DB or DC schemes. Voluntary for
employers, compulsory for
employees when offered.

CPP/QPP:
Statutory public compulsory
DB pension scheme.
Contributions and beneﬁts
are capped.

GIS:
Income-tested supplement.
It also includes a top-up
beneﬁt.

OAS pension:
Basic beneﬁt ﬁnanced by
general taxes on a PAYG
basis.

Canada

Voluntary DC schemes.

Voluntary DC schemes.

(Continued)

Occupational pensions:
Compulsory, collective insurance DB and
DC schemes set up by collective agreement.
Contributions in the case of DC schemes
are typically 4.5 per cent for incomes below
the earnings ceiling in the income pension
system and 30 per cent for income above
the ceiling.

Premium Pension:
Statutory individual accounts-based funded
pension scheme.
Contributions to both elements are capped.

AIO:
Supplement guaranteeing a
ﬁxed minimum income for
low-income pensioners.

Occupational pensions:
Compulsory, collective DB schemes
set up by collective agreement.
Some employers offer a DC plan.

Income Pension:
Statutory, contributory and income-related
pension. PAYG-ﬁnanced on an NDC basis.

Sweden

AOW:
Universal ﬂat beneﬁt ﬁnanced by
general taxes on a PAYG basis.

Netherlands

Table 1. Pension systems of Canada, Denmark, the Netherlands and Sweden
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Targeted needs- and
means-tested beneﬁts
including targeted tax
subsidies.
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Subject to income tax but exempt
from labour market tax.

Housing allowances and other
targeted needs- and means-tested
beneﬁts.

Denmark

Sweden

Lower tax rates in ﬁrst and second
income brackets for pensioners.
Additional tax credit for low-income
pensioners.

Increased personal allowance for pensioners.
The tax credit decreases by income. Special
income related extra allowance for lowerincome pensioners.

Housing allowances and other targeted The Guarantee Pension offers a minimum
needs- and means-tested beneﬁts.
income guarantee.
Housing allowances and other targeted
needs- and means-tested beneﬁts.

Netherlands

Source: Compiled by authors.

Note: AIO = Additional Income Provision for the Elderly; AOW = General Old Age Pension; ATP = Labour Market Supplementary Pension; CPP = Canada Pension Plan; GIS = Guaranteed
Income Supplement; OAS = Old Age Security; QPP = Quebec Pension Plan; RRSP = Registered Retirement Savings Plan; PAYG = pay as you go.

Special tax
Special tax credit for
regulations
pensioners. The credit
for pensioners decreases by income
above a certain threshold.
GIS beneﬁts are
non-taxable. A special
recovery tax means that
the basic pension is
clawed back for highincome earners.

Zero pillar

Canada

Table 1. Pension systems of Canada, Denmark, the Netherlands and Sweden - Continued
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The ﬁrst pillar in the Netherlands is a ﬂat-rate beneﬁt, but contrary to Canada
and Denmark the Netherlands does not apply income-tested supplements. Instead,
it has special tax concessions for low-income pensioners.
In Sweden, the dominant element of the ﬁrst pillar is the notional deﬁned contribution (NDC) Income Pension. Its objective is to provide a uniform gross replacement rate
for all workers with incomes below a ceiling of approximately 120 per cent of the average
wage. The Income Pension is supplemented by the Premium Pension – a statutory
individual accounts DC scheme. The Guarantee Pension – a social assistance beneﬁt –
ﬁlls the gap between the accrued Income Pension and a deﬁned minimum income for
low-income pensioners.5 As in Canada and the Netherlands, low-income pensioners
are further assisted by special tax regulations. (All four countries have sizeable social
beneﬁts programmes targeted towards the neediest pensioners.)
Moving to the second pillar, Denmark, Sweden and the Netherlands (VB and
OPF, 2015) have quasi-mandatory occupational pension schemes with very high
coverage based on collective agreements. Few other countries have a similar labour
market environment, and therefore this quasi-mandatory model may not be widely
exportable – despite it providing signiﬁcant beneﬁts in terms of coverage,
efﬁciency, risk sharing and cost. In Canada, a similar model is applied mostly for
the public sector (considered as the third pillar in Canada), while the coverage in
the private sector is quite modest (OCA, 2015).6
In Denmark, the Netherlands and Sweden, replacement rate objectives are
considered the deﬁning mission of their second pillars. In the three countries,
the key vehicle is quasi-mandatory collective private pension provisions provided
through collective agreements – DB in the Netherlands, DC in Denmark and both
DB and DC in Sweden.7 The role of second pillar pensions is substantial in
Denmark and the Netherlands, but slightly less so in Sweden.
In Sweden, the replacement rate objective is shared with the ﬁrst pillar public
pension system. As a result, second pillar beneﬁts are more important for workers
with earnings above the income threshold of the ﬁrst pillar. A degree of coordination between the ﬁrst and the second pillars is achieved through a steep step-like
structure of second pillar contribution rates speciﬁed in collective agreements:
relatively low for wages below the income threshold of the ﬁrst pillar – typically
4.5 per cent – and very high – 30 per cent – for wages above the threshold.8
5. The calculation of the Guarantee Pension takes account of an imputed value of the individual
accounts-based Premium Pension, but exempts occupational rights and individual private pensions.
6. The latest Canadian pension reform – the Ontario Retirement Pension Plan, that is currently at the
implementation stage – is an attempt to address the lack of occupational pension coverage in the private
sector.
7. Occupational pension schemes in Sweden – especially in the private sector – are gradually moving
from DB to DC schemes.
8. Occupational pension contributions in Sweden are paid only by employers.
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In Denmark, the importance of complementary coverage increases with income.
This is reﬂected in the contribution rates applied under different collective
agreements – ranging from 12 per cent for the majority of lower-income groups
to 18 to 20 per cent for some higher-income groups.
In the Dutch case, this relationship is similar to the Danish one, but it is less
visible as the DB approach does not feature a detailed link between contributions
and beneﬁts at individual level. Further, the pension accruals provided under
collective agreements include ﬁrst pillar beneﬁts.
In Canada, the second pillar is a public contributory pension scheme – the
Canadian Pension Plan (CPP) and its Quebecois counterpart, the Quebec Pension
Plan – providing earnings-related pensions on a partially funded DB basis. These
schemes supply a certain replacement rate on income up to, approximately, the
average wage. In effect, the Canadian second pillar has the same objective as the
ﬁrst pillar in Sweden, but contrary to the Swedish case it is applied on top of a
universal beneﬁt.
Occupational pension coverage is approximately 40 per cent in Canada as
opposed to more than 85 per cent in the other three countries, and occupational
plans are viewed as a collective variant of third pillar provision (OCA, 2015).
The designs of the Canadian, Danish and Dutch pension systems not only
combine public and private pensions and different modes of ﬁnancing, they also
combine different accrual principles. By doing so, the systems enhance their
capabilities for risk sharing and risk mitigation. Hence, the effects of not accruing
adequate beneﬁts through the second and the third pillars are partially offset by
ﬁrst pillar beneﬁts and – in Canada and the Netherlands – tax concessions.
Following its reform in the mid-1990s, Sweden has taken a very different
approach aimed at strengthening the link between contributions and beneﬁts in
all pillars: its Income Pension is a contributory NDC scheme that combines accrual
principles normally associated with private DC schemes with PAYG ﬁnancing
(Barr, 2013).
As a result of using the same accrual principles across all pillars, Sweden has
reduced the redistribution and mitigation capacities of its pension system. It still
provides a degree of mitigation, but only through compensatory accruals in the
public pillar granted to workers with certain types of labour input reductions
(Swedish Pension Agency, 2014a).
In contrast, Denmark offers relatively high non-contributory public beneﬁts to
workers that for one reason or another have accrued lower levels of private pension
beneﬁts. Midway between the two, Canada combines features of the Swedish and
Danish approaches through income-tested beneﬁts in the ﬁrst pillar and through
special provisions in the second pillar.
As discussed below, the Danish approach is more efﬁcient if the objective is to
reduce the net income effects of a wide range of risks, events and choices, and to
International Social Security Review, Vol. 69, 2/2016
© 2016 International Social Security Association

61

The interaction of pillars in multi-pillar pension systems

62

compress income distribution during the retirement period. The Swedish
approach, in contrast, does not compress income distribution, and – all other
things being equal – it may create stronger incentives for work and saving.
The long-term performance and adequacy of a pension system as well as the
relative importance of its pillars also depend on the revalorization of accrued rights
while working and the indexation of the beneﬁts while in pay. The adopted
practices differ between countries and – in each country – between pillars.
In respect to public PAYG ﬁnanced beneﬁts, Canada tracks inﬂation, Denmark
tracks wages,9 the Netherlands tracks the minimum wage,10 while Sweden relates
beneﬁts to longevity and applies an indexation tracking the development of the
overall economy – ﬁrst and foremost prices and employment (Swedish Pensions
Agency, 2014a).
When it comes to the funded elements, indexation depends on the speciﬁc
design of the schemes involved. In DC schemes – in this study primarily represented
by Denmark and to an extent Sweden – indexation depends on the ﬁnancial
situation of the fund as there is no outside sponsor and because intergenerational
transfers are minimized.
In DB schemes – represented by Canada and the Netherlands – the indexation
may be strictly or softly guaranteed, and it can involve some elements of intergenerational solidarity. However, the conditional indexation of DB entitlements
linking indexation to the ﬁnancial position of a scheme is becoming increasingly
widespread. The Netherlands has been following such an approach for a number
of years, and Canada is moving in the same direction.
The indexation practices of different pillars – and the interaction of these
practices – may have signiﬁcant consequences for income distribution, income
stability and overall system resilience.
Indexing basic and minimum pensions to prices means – all other things being
equal – that low-income pensioners do not share the general welfare development
of a society. Over time, such practice leads to greater relative income differences,
and potentially increased old-age poverty in relative terms (Baldwin, 2010; Expert
Committee on the Future of the Quebec Retirement System, 2013). However, price
indexation is often associated with discretionary changes of pension beneﬁts or
other steps intended to beneﬁt the lowest-income pensioners (Whitehouse et al.,
2009).11 Similarly, wage indexation and income-tested public beneﬁts may partly
9. Danish social security beneﬁts are indexed to wages. If wages increase by more than 2 per cent, the
indexation is lowered by 0.3 per cent. Up until 2022, this general pattern is partly offset for some beneﬁts
in order to adapt beneﬁts to an income tax reform currently being implemented.
10. The Dutch minimum wage is indexed to wages as deﬁned in collective labour agreements.
11. For example, tax concessions provided to low-income pensioners in Sweden were introduced as an
alternative to adjustments of the Guarantee Pension. In Canada, income-tested beneﬁts have been
increased on an ad hoc basis in the past.
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mitigate effects of the lower indexation of private pensions and greater uncertainty
as regards private pension outcomes.
All four countries have seen major changes to their pension systems. Some of
these changes have affected pillar complementarity. A notable change along such
lines in the Swedish (in addition to its major mid-1990s reforms) and Canadian
contexts is a move from DB to DC or hybrid models, and a move away from
guaranteed indexation (Rocha, Vittas and Rudolph, 2011). Further, Dutch
pension funds have been reformed along the lines of “deﬁned ambition” –
basically changing “hard” commitments into “soft” ones – and the accrual rate
has been lowered in order to adapt to increasing life expectancy and a higher
pension age.
Traditionally, Danish labour market pensions were based on a guaranteed
insurance approach with the view of generating DB-like outcomes on a DC
platform. However, over the past decade or so, labour market pensions have been
reformed by moving towards market-rate based insurance and savings regimes
without guarantees (Sørensen, 2015; Rocha, Vittas and Rudolph, 2011).
In all four cases, the implication is that much of the risk associated with private
pensions is shifted from employers and pension providers to individuals.
Therefore, the need for alternative strategies for providing resilience – i.e. adequacy,
predictability and long-term income stability – becomes even more pertinent. In
this context, the complementarity of pillars is particularly important.

Four pension systems in summary
To summarize, the mechanics of the four pension systems can be illustrated graphically in a simple way by describing aggregate pension income as a function of
private pension income (the horizontal axis) (Figure 1).
While not claiming to be precise in terms of amounts and their relative size,
the charts show how the different elements complement one another and create
an overall pension model. The charts illustrate how the composition of the
aggregate pension package varies across the income span and how the elements
interact.

Analysing the interaction of pillars
The analysis outlined below looks at the role of pillar interaction in the four
pension systems. The key method applied – see Appendix – is a full-scale modelling
of theoretical gross and net (after tax) pension outcomes and replacement rates
generated by the combination of different pillars in each country.
International Social Security Review, Vol. 69, 2/2016
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Figure 1. Aggregate pension income as a function of private pension income
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Note: The purpose of the charts is to describe overall relationships – not to provide accurate system details. The
Canadian recovery tax is visible in the chart only as a decrease of the OAS. Effectively, the recovery tax equals
a full income test of the OAS for high-income pensioners.
Source: Illustrations are based on the modelling described in the Appendix. Calculations by the participating institutions, 2015.

In the model, individuals enter the labour market at age 25 in 2014, and retire at
the forecasted national pension age.12 This exercise is designed to create a set of
results likely to be generated by current policies and structures – including from
changes adopted, but not yet implemented – were they kept in place.
Similar simulations for households have been completed under this study.
Results are generally comparable to those concerning single people, but in the
interest of simplicity they are omitted here.
12. The pension age varies substantially across the four countries, and the policies regarding its evolution are different. The simulations are based on the national policies in place, including adopted but not
yet implemented changes. All four offer pension increases – and hence a higher replacement rate – for
deferred retirement.
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Figure 2. Net replacement rates for full career workers with and without private
supplementary coverage

Note: Assumes full-time employment from age 25 until pension age in the four countries.
Source: Micro-simulations by the participating institutions, 2015. Assumptions and principles are described in the
Appendix.

Replacement rates and the importance of public pensions
for single full-time workers
The ﬁrst set of micro-simulations looks at pensioners who completed a full work
life with continuous full-time employment until pension age.
Figure 2 presents net replacement rates with and without supplementary beneﬁts
for workers at different income levels. Considering simulation results for workers
with second/third pillar coverage – the full pension system in the four countries –
the patterns revealed are distinctly different. While the Danish and Canadian pension
systems compress the income distribution when moving into retirement, the income
distribution remains more stable in the Dutch and Swedish cases.13
The decreasing net replacement rates for higher incomes produced by the
Danish and Canadian systems are justiﬁed by the belief that lower-income groups
have less potential to adjust, and hence that higher replacement rates are needed.
The opposite applies to higher-income workers, as they have more manoeuvring
space and are more likely to have additional ﬁnancial resources.
13. It should be noted that this feature is consistent with the objectives set out for Swedish pension
reform in the mid-1990s, to put less emphasis on redistributive features and create an incentive-driven
pension system.
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The Netherlands shows very high and more or less identical replacement rates
for all income groups. The rationale is to preserve living standards for full-career
workers when moving into retirement.
The Swedish system displays yet another pattern. Net replacement rates are relatively uniform for low- and mid-income pensioners, and increase for higher-income
groups. While Swedish workers do not accrue rights in the public pension system on
income above a certain threshold, rather high contributions for occupational schemes
are paid on behalf of high-income workers by employers. Thus, private accruals are
likely to more than compensate the effects of the earnings cap of the public system.
Simulation results for workers without second/third pillar (third pillar in the
case of Canada) coverage illustrate the potential of public pension systems and
add nuance to the overall picture.
The universal basic pensions in Canada, Denmark and the Netherlands are ﬂat
rate. This feature alone is likely to create a pattern of replacement rates decreasing
with income. Tax credits and/or income-tested beneﬁts either provided through
the ﬁrst pillar or through other sources strengthen this aspect further.
The basic pension in Sweden is earnings-related and net replacement rates are
expected to be relatively similar for all workers with similar work histories and
income below the ceiling. The variations in Figure 2 (which are signiﬁcantly
smaller than for the other three countries) are due, ﬁrst, to the eligibility of
low-income workers to the Guarantee Pension and, second, to special tax credits.
In all four countries, the pension income levels for low-income workers are so
low that social policy-based considerations as to the minimum pension income
come into play. In addition, low-income pensioners are likely to qualify for other
social beneﬁts, such as housing allowance, heating allowances and health care.
Figure 3 underlines the importance of second/third pillar coverage to pension
adequacy in all four countries as well as illustrates the interactions of the pillars.
In the Danish and Dutch cases, the public systems are focused on basic security
while the replacement rate objective is served in the second and/or third pillar.
In the Swedish case, where the objective of the ﬁrst pillar is to provide an
income replacement, the importance of second/third pillar coverage is
somewhat lower – except for high-income groups. Canada combines these
two approaches.
Differentials between the two sets of simulations increase with income, but the
extent of such an increase varies dramatically between countries. The largest
differences are found in the Netherlands, while the smallest are found in
Denmark.
In the Dutch case, the overall goal of the system is to provide almost the same
replacement rates for all incomes. Since the AOW beneﬁt is ﬂat rate, this is
achieved through the accrual principles in the second pillar occupational plans,
which are based on target replacement rates including the basic pension.
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Figure 3. Differentials in replacement rates between simulations with and without
second/third pillars (third in the case of Canada)

Note: Assumes full-time employment from age 25 until pension age in the four countries.
Source: Micro-simulations by the participating institutions, 2015. Assumptions and principles are described in the
Appendix.

Contributions are only paid – and rights only accrued – on wages above a certain
threshold. Therefore, the differentials will be greater even though special tax
regulations assist low-income pensioners and the AIO beneﬁt protects pensioners
with partial AOW and little or no additional income.
In Denmark, the ﬂat basic pension is partially income tested against private
income – above all, private pension beneﬁts. The income test affects a rather large
income range, and replacement rate differentials are compressed.
In Sweden, the replacement rate objective for low- and mid-income earners is
primarily served in the public system. The basic pension is capped and private
beneﬁts play a much greater role for high-income pensioners. Thus, the differentials are dramatically larger for high-income groups.
As for Canada, income-tested beneﬁts play an important role for low-income
groups much the same way as in Denmark, and the utility of private savings is
reduced through the reduction in the income-tested beneﬁts. However, since the
income test affects a narrower income span compared to Denmark, middle- and
high-income groups are not eligible for the income-tested beneﬁts even in the
absence of private savings. Therefore, the utility of private savings in the third
pillar is – so to speak – protected, and the overall change in the replacement
rates for middle- and high-income earners are similar when third pillar savings
are included.
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Figure 4 shows that, in all four countries, the public pension fraction is high for
low-income workers and declines with income. However, due to a more narrowly
deﬁned role of the public system and the absence of earnings-related elements, this
decline is much steeper in Denmark and in the Netherlands, than in Sweden and
Canada.
It appears that the dynamics at play may be less about a public/private divide and
more about the division of responsibilities and the level of risk sharing and mitigation.
The use of different accrual principles in the different pillars in Canada, Denmark and
the Netherlands as opposed to the application of rather similar principles in Sweden
results in a compression of the income distribution and a stronger protection for
low-income individuals in these three countries compared to Sweden.
The presence of DB elements with the potential of intergenerational risk transfers
in Canada and the Netherlands help mitigate longevity and investment risks for
middle- and higher-income groups. In this regard, Denmark is in a different position
as its second pillar pensions are entirely DC under which intergenerational transfers
are minimized. Hence, a rather wide application scope of the income-tested elements
of the Danish public pension becomes an important risk mitigation factor.
The NDC structure used in the Swedish system combined with occupational
plans that are becoming increasingly DC provides much less elaborate risk
mitigation.
Figure 4. Public pension fraction for full career workers with private supplementary
coverage

Note: Assumes full-time employment from age 25 until pension age in each of the four countries.
Source: Micro-simulations by the participating institutions, 2015. Assumptions and principles are described in
Appendix.
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Table 2. Two adverse labour market scenarios – labour market input and private
pension wealth at retirement age in relation to a full-time worker
Maternity etc.

Complex

Pension age

Lifetime
labour input

Private pension
wealth at age

Lifetime
labour input

Private pension
wealth at age

Canada

65

0.76

0.73

0.64

0.63

Denmark

73

0.80

0.84

0.64

0.64

Netherlands

71

0.82

0.84

0.64

0.66

Sweden

69

0.78

0.75

0.60

0.62

Source: Micro-simulations by the participating institutions, 2015. Assumptions and principles are described in the
Appendix.

Adverse labour market scenarios
This subsection explores how pillar interaction mitigates effects of deviations from
the full-time employment path on individuals’ ﬁnancial situation in old age.14
To limit complexity, only two sets of adverse labour career simulations are covered
here (Table 2). The ﬁrst set – maternity, etc. – relates to individuals who take care of
two children and spend 15 years while the children are young, working part-time
(50 per cent) before returning to full-time employment. The second set of simulations
– complex – relates to a worker who has two children, spends 15 years working parttime, has 5 years of late career unemployment, and retires three years ahead of the
standard pension age (except for Canada, where the retirement age is unchanged).
Table 2 summarizes the implications of the two scenarios in terms of the
reduction in labour input and the loss of private pension wealth using the full-time
worker as a benchmark.
When individuals work less, they earn less and save less in their private pension
schemes (and to some extent in public earnings-related programmes). The private
pension loss depends ﬁrstly on the nature, timing and volume of the adversities, the
overall duration of the work life and, hence, ultimately the pension age. In all four
countries, even if they use both DB and DC designs for private pillars, the loss of
private pension wealth is comparable to the reduction in labour input.
However, the effects on the net income will be different from the foregone
private pension accrual – in some cases very different – due to the design of the
overall pension system. Table 3 shows the net income under two scenarios using
the net income of a full-time worker as a benchmark.
14. A somewhat similar approach – albeit on a less detailed level and on the gross basis – has been
adopted by the OECD in an analysis across 34 OECD and seven major non-OECD countries (OECD,
2015a). The OECD – as does this article – emphasizes the necessity of effective risk mitigation from
an adequacy perspective.
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Table 3. Net income in retirement – maternity and complex scenarios relative to
retired full-time full career workers at the same pre-retirement earnings level
Lifetime labour input

Low-income worker

Mid-income worker

High-income worker

Maternity etc. Complex Maternity etc. Complex Maternity etc. Complex Maternity etc. Complex
Canada

0.76

0.64

0.93

0.89

0.85

0.75

0.87

0.78

Denmark

0.80

0.64

0.97

0.87

0.95

0.76

0.92

0.69

Netherlands

0.82

0.64

0.96

0.74

0.95

0.69

0.90

0.66

Sweden

0.78

0.60

0.90

0.70

0.84

0.59

0.78

0.55

Source: Micro-simulations by the participating institutions, 2015. Assumptions and principles are described in the
Appendix.
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While foregone earnings-related pension accruals translate into a lower net
income in retirement, this loss is mitigated by universal pensions that provide some
insurance in the event of adverse career events as well by some redistributive
features present in the earnings-related programmes. These mitigation effects
gradually disappear with increases in income.
While the effects of maternity etc., are rather small at the low-income level in
the ﬁrst three countries, they are more severe in the Swedish case. These effects
are moderated by universal basic ﬂat pensions, and – in Canada and Denmark –
income-tested supplements. As income increases, Denmark and Netherlands
continue to show small net income impacts, mainly due to types of accrual credits
for maternity leave present in their private pillars, as well as tax credits in the case
of the Netherlands.
In Canada, special provisions in the public second pillar related to child care
cover two years of maternity leave (when not working during two periods of
statutory maternity leave) and a signiﬁcant portion of years of part-time work
(OCA, 2013). Such credits are absent from the private third pillar. Thus, with the
increase in income, these mitigation measures gradually lose their importance.
In Sweden, the compensatory credits present in the ﬁrst pillar for maternity,
spells of unemployment, and the reduction in labour input during the child’s ﬁrst
4 years do not cover full earnings.15 The absence of universal and income-tested
beneﬁts combined with the absence of compensatory credits or contributions in
relation to occupational pension schemes results in a higher income loss in general,
and a loss that increases more with income than is seen in the other countries.
The lower the labour input, the greater the net-income effect – hence the
net-income effects are higher for the complex scenario than for the maternity
15. As is the case for the Income Pension and the Premium Pension in general, credits and contributions are capped and only cover wages up to a threshold of approximately 120 per cent of the average
wage.
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Table 4. Net income position relative to a retired full-time full career mid-income
worker with private coverage
Low-income worker

Mid-income worker

High-income worker

Full Maternity Complex Full Maternity Complex Full Maternity Complex
time etc.
scenario time etc.
scenario time etc.
scenario
Canada

0.63

0.59

0.56

1.00

0.85

0.75

1.16

1.00

0.90

0.52

0.50

0.49

0.62

0.59

0.56

0.62

0.60

0.58

0.83

0.81

0.72

1.00

0.95

0.76

1.27

1.17

0.88

without 2nd/3rd pillar 0.69
coverage

0.69

0.69

0.69

0.69

0.69

0.69

0.69

0.69

0.61

0.60

0.46

1.00

0.95

0.69

1.39

1.21

0.89

without 2nd/3rd pillar 0.47
coverage

0.47

0.47

0.47

0.47

0.47

0.47

0.47

0.47

0.59

0.52

0.41

1.00

0.84

0.59

1.73

1.35

0.95

without 2nd/3rd pillar 0.46
coverage

0.42

0.37

0.76

0.67

0.45

0.97

0.85

0.56

without 3rd pillar
coverage
Denmark

Netherlands

Sweden

Source: Micro-simulations by the participating institutions, 2015. Assumptions and principles are described in the
Appendix.

scenario.16 In the Danish and Dutch cases these effects are ampliﬁed by substantial
pre-retirement spending of private pension savings as early retirement will be
entirely self-ﬁnanced.
Once again – and for the same reasons – Sweden stands out and displays very
different results with higher net income effects. Tables 2 and 3 show that the net
income loss in the Swedish case is actually comparable to or even sometimes higher
than the foregone private pension accrual (especially for the complex scenario and
higher income levels).

Relative net income positions
Moving from active work into retirement is usually associated with a reduction in
net income. In this respect, two key objectives of any pension system are to smooth
consumption and to secure a reasonable income level for the lowest-income
pensioners. Therefore, pension systems typically compress the income distribution
of a cohort as it enters retirement. This aspect is illustrated in Table 4 and Figure 5.
It appears from Table 4 that the income differentials vary greatly from a range of
0.69 (all individuals with only ﬁrst pillar coverage) to 1.27 (high-income full-time
16. As regards the complex scenario, Canada cannot be compared directly with the other three
countries since early retirement is not considered.
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Figure 5. Net pension ratios for full-time workers

Note: “Full-time” assumes full-time employment right up to the retirement age.
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Source: Micro-simulations by the participating institutions, 2015. Assumptions and principles are described in the
Appendix.

worker) in Denmark to a range of 0.37 (low-income worker with only ﬁrst pillar
coverage under the complex scenario) to 1.73 (full-time high-income worker) in
Sweden. Denmark also has the highest minimum pension – 0.69 – relative to the
net pension of the full career mid-income worker.17
Focusing on full-time workers, the income differentials can be analysed from
three perspectives illustrated in Figure 5:
• Income differentials generated by public pensions only.
• Income differential for workers with income from all three pillars (retired
high-income worker with second/third pillar coverage compared to the retired
low-income worker with second/third pillar coverage).
• Income differentials between a retired high-income worker with second/third
pillar coverage compared to a retired low-income worker with public pension
coverage only.
Turning to the ﬁrst perspective, the public pension is a ﬁxed amount in the
Netherlands and Denmark, and therefore its level is the same across all incomes.
In Canada, the public pension has an earnings-related element to it, while in
Sweden it is entirely income-related. Hence, public pension income is higher for
high-income workers than for low-income workers, but in both countries this
effect is moderated by the cap on earnings covered under earnings-related public
components. In the Canadian case, this difference is further reduced due to the
17. The assessment does not take into account targeted social beneﬁts.
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payment of the income-tested beneﬁts to low-income pensioners. The Guarantee
Pension has a similar effect in Sweden, but to a lesser extent.
Looking at the second perspective, the net pension ratio for full career workers
with second/third pillar coverage (retired high-income worker compared to the
retired low-income worker) ranges between 2.93 in Sweden and 1.53 in Denmark
– meaning that the gross wage difference (1.5 times the average wage to 0.5 times
the average wage) is more or less preserved in the Swedish case while proportions
are more or less halved in the Danish case. In Sweden, public and private elements
play rather similar roles in carrying the pre-retirement income distribution into
retirement. The public system is the key driver for the lower income range while
second pillar pensions are the key driver for higher income brackets. Canada and
Netherlands are situated between these two extremes.
Finally, turning to the third perspective, Denmark displays the lowest high to
low overall pension ratio – 1.8. Sweden, on the other hand, displays a much higher
ratio – 3.8 – mainly due to a signiﬁcantly lower minimum pension.
Looking at income differential by career path, public beneﬁts play a stabilizing
role at all income levels in Denmark and the Netherlands, and slightly less so in
Canada. In Sweden, the stabilization occurs almost solely at low income level –
due to the Guarantee Pension.
To summarize, the relatively compressed income distribution in Denmark is
owed to the combination of a universal basic beneﬁt and a broad range of income
tests. Sweden is the diametric opposite. The much more diverse income distribution in the Swedish case is due to the application of more or less identical accrual
principles across pillars, the absence of a universal basic beneﬁt and very high
pension contributions for high-income earners.
These two countries illustrate opposed approaches. In the Swedish system the
redistribution function is limited and it is separated from the savings function. In
the Danish case, the redistribution function has a much broader scope, and it is
linked to the savings function.

Sensitivity
Simulation results are sensitive to the chosen assumptions. However, assumptions
are a reﬂection of a projected future reality; therefore, sensitivity testing may not
only illuminate the importance of assumptions but expose a system’s shortfalls in
terms of robustness. How well protected are workers if the economy does not
develop in the manner expected? What happens if ﬁnancial markets underperform?
Depending on overall system design – in particular, the relative weighting of
pillars, the DB/DC choice, the accrual principles applied in the different pillars,
and the indexation practices – the responses to a given set of alternative assumptions
may differ from one system to another. To illustrate this simple point, simulations
International Social Security Review, Vol. 69, 2/2016
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exposing average wage full-time workers to three different ﬁnancial scenarios (see
Appendix) are summarized in Figures 6 and 7.
Given the nature of the accrual principles in the Dutch pension system, the net
replacement rate will be – all else being equal – the same under different economic
scenarios, and the public pension fraction will not move much. However, in some
ﬁnancial environments the cost of honouring promises made may be substantially
higher than originally expected, and employers may be unable or unwilling to make
up for the ﬁnancial deﬁcits of pension funds. The resulting intergenerational
transfers may trigger reforms aimed at restoring sustainability. Such reforms may
involve measures such as direct beneﬁt cuts, less generous accrual rates, changes
to the reference pay measure, revalorization and indexation changes, and contribution increases. Recent Dutch reforms have taken some such steps. The relative
stability of the replacement rates shown for the Dutch case fails to take account
of the cost aspect and its potential implications for replacement rates.
In Canada and Denmark the net replacement rates will be affected slightly,
however the public pension fraction will vary signiﬁcantly. Thus, in a low growth
scenario, pensioners will be partially protected by a higher public pension fraction,
while the upside of higher investment returns in a high growth scenario will be
partially neutralized by a lower public pension fraction. In Denmark, the main
driver of net replacement rate stabilization is the existence of income-tested beneﬁts.
In Canada, it is a result of the indexation practices of the ﬁrst pillar beneﬁts.18
Sweden differs again with a potentially very high net replacement rate in a high
growth scenario. In a low growth scenario, net replacement rates are lower, since
the accrual principles are more or less similar in the ﬁrst and second pillar.
In all four countries, the application of alternative scenarios affects the performance of the different pillars. However, the aggregate effect is not necessarily
straightforward as it is inﬂuenced by the way in which pillars interact, their accrual
principles, their indexation practices, and taxes.
Sustainability and adequacy issues will be at play if growth rates or interest rates
are systematically low. Common to all four systems, a dialogue over the future
principles of the pension system, adequacy and the sharing of burdens between
generations is likely, should such a scenario unfold. This dimension is not included
in this analysis. The scenarios illustrated above are static and use the same
unchanged assumptions over a very long time span.19
18. In Canada, under the low growth scenario, a lower third pillar pension is compensated by a higher
value of the ﬁrst pillar beneﬁts in relation to the average salary – since under such a scenario these
beneﬁts will grow at the same rate as the average salary. Under the high growth scenario, ﬁrst pillar beneﬁts
represent a much lower share of the average salary; however, this effect is mitigated by higher third pillar
pensions that depend on investment returns.
19. A more nuanced stochastic analysis for Denmark looking at net replacement rates and public pension
fractions under variable ﬁnancial scenarios can be found in Sørensen (2015). The analysis shows how the
interaction of public and private schemes support income stability and robustness in the Danish system.
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Figure 6. Net replacement rates for average wage full-time workers under three
different ﬁnancial scenarios

Source: Micro-simulations by the participating institutions, 2015. Assumptions and principles are described in the
Appendix.
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Figure 7. Public pension fraction for average wage full-time workers under three
different ﬁnancial scenarios

Source: Micro-simulations by the participating institutions, 2015. Assumptions and principles are described in the
Appendix.
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Given the complexity of objectives, a pension system without distortions is
unthinkable. However, it should be acknowledged that mitigation mechanisms
may come at the cost of weakened incentives.20
Mitigation mechanisms may inﬂuence individual decisions on labour market
participation (part-time work, ﬁnancing early retirement from private savings,
etc.) and on savings (evasion of contributions, voluntary savings, etc.). For example,
an individual does not need to have low income during whole working life in order
to end up as a low-income pensioner eligible for targeted beneﬁts. Further, if savings
for retirement are voluntary, individuals may have greater opportunity to game the
system. Therefore, it is important to understand the objectives of such mechanisms
and how they affect incentives for saving and work.
A simple way of illustrating this relationship is to look at the implicit marginal tax
rates levied on pension income. Pension income is subject to income tax and in addition
some beneﬁts or tax concessions may be income tested. Such income testing can be
interpreted as an extra tax and it leads to an increased implicit marginal tax.21 Along
similar lines, the average tax taking account of the targeting aspect can be calculated.
Figure 8 shows the marginal income tax rate, the implicit marginal tax rate and the
average tax rate by income measured as fractions of adjusted average wage.22 First, the
chart shows that all four countries have progressive tax systems – rather complex with
many steps in Canada, and relatively simple with only two steps in Denmark. Second,
the chart shows how income testing of pension beneﬁts and/or tax credits leads to higher
implicit marginal tax rates for pensioners affected by the test – particularly for low- and
mid-income individuals. Third, a high marginal tax rate for lower-income workers is
accompanied by a relatively low, and in the case of Canada even negative, average tax.
The implicit marginal tax rate highlights incentive issues while the average tax
focuses on the distribution aspect. High marginal rates imply that the impact of a
higher gross pension income23 on net pension income is reduced,24 and the
20. See, for example, Barr and Diamond (2008) for an elaborate discussion on the implications of this
dilemma for pension design.
21. A downside of this approach is the fact that it does not capture the incentive effects of mechanisms
working before retirement – e.g. contribution credits, omission of accrual years or compensatory
contributions. Even such designs may have signiﬁcant effects, especially on work incentives. However, they
are not included, as the key focus here is on incentives to save for retirement. For a discussion of measures
incorporating pre-retirement aspects, see Haagen, Linaa and Sørensen (2010) and OECD (2015b).
22. The reference average income is adjusted to take account of labour market tax and social contribution differences between pensioners and non-pensioners.
23. The gross income in Canada includes non-taxable income-tested supplements that effectively create
negative average tax rates at low income levels.
24. The tax rates shown here do not include the effects of income and/or means-tested beneﬁts, such as
allowances for housing or health care. Such beneﬁts may be quite important, especially for low-income
pensioners. See Sørensen and Keldorff (2015) and Swedish Pension Agency (2014b).
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Figure 8. Explicit and implicit marginal tax rates for pensioners in four countries, 2015
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Note: The income of a single pensioner is calculated after any income test that may apply. The income shown on
the x-axis is expressed as fractions of the income of a single average wage worker after social contributions and
pension contributions. The solid black line shows the standard marginal income tax rate, the black (or white) dashed
shows the implicit marginal income tax including the effects of income testing, and ﬁnally the black points line shows
the average tax – paid tax as a percentage of gross income before income tests. In relation to the average tax, taxfree beneﬁts are interpreted as a tax rebate. Therefore, the average tax can actually be negative.
Source: Micro-simulations by the participating institutions based on regulations, 2015.

incentives for savings or working may be weakened. What is important is who is
affected by implicit marginal tax, and how signiﬁcant is the erosion of incentives.
Figure 8 (Panels A to D) indicate signiﬁcant differences between countries.
Depending on the overall design of the pension system and the tax regime,
targeting measures may affect a larger or a smaller segment of the elderly. Sometimes, the results may look bizarre. For example, in the case of the Netherlands,
the marginal implicit tax is generated through a special tax credit for low-income
pensioners. At the income level just below the average wage, this tax credit ends
and creates an implicit marginal tax rate over 100 per cent.
Focusing on the targeting range, comparing Sweden and Canada with Denmark
is instructive. Sweden and Canada both display very high implicit tax rates for
International Social Security Review, Vol. 69, 2/2016
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low-income pensioners, and in both cases the affected income range is limited.
Denmark displays lower – albeit still high – implicit tax rates and the affected
income range is much wider.
This difference is a result of the overall pension system design. Sweden and Canada
have earnings-related statutory elements in their pension systems, and, in that
context, the targeted elements are driven almost entirely by social policy concerns
focused narrowly on the lower-income segments. The narrow targeting comes at
the price of a very high implicit tax rate – a feature that may be politically acceptable
as the minor of evils and as the necessary outcome of following this social policy.
Earnings-related elements are absent in the Danish public pension. The amounts
of beneﬁts affected by the income test are rather high and the income test occurs in a
high income tax regime. Thus, the affected income range needs to be much wider if
unacceptably high implicit tax rates are to be avoided. This design is also responsible
for the rather compressed income distribution described previously.
Going back to Figure 8, a particular aspect of the Danish system is that the broad
ranged income test in the public system partly mitigates business cycle and ﬁnancial
market risks, and acts as a replacement rate stabilizer. For income ranges affected
by the income test, a higher private pension will result in a somewhat lower public
beneﬁt and vice versa. The Danish model displays a rather elaborate use of pillar
interaction as a mechanism to share risks between pensioners and current active
generations.
Similar challenges are addressed in a very different way in the Netherlands. In its
DB-based occupational schemes, ﬁnancial shocks are spread over time and mitigated
through intergenerational transfers. This practice is seen as an element of
intergenerational solidarity and is based on the assumption that intergenerational
equity can be restored over time.
In the Dutch case, preference is given to a particular replacement rate at the
expense of a clear link between contributions and rights at an individual level. By
contrast, the Danish DC approach abolishes transfers between generations, as
private pension plans favour a clear link between contributions and accrued rights
at the individual level.
In a DC-based context – as shown by the Danish case – pillar interaction
becomes a key mitigation vehicle, and underlying mechanisms are activated if the
ﬁnancial situation of the individual is worse than expected or if it changes. A
particular policy challenge is that overall public pension expenditure will be inﬂuenced
by private pension output. The downside may be negative incentive effects. In the
DB case – as shown by the Dutch case – risk mitigation is to a large extent dealt with
inside the second pillar itself. The downside here may be difﬁculties in tracking and
sustaining intergenerational equity. These cases illustrate that approaches to risk
mitigation are closely related to overall design choices and that each approach has
its own particular beneﬁts and challenges.
International Social Security Review, Vol. 69, 2/2016
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Targeting measures are important to low-income pensioners in all four systems.
For all, the classical trade-off between efﬁciency and equity is at play, but probably
particularly so in Denmark. Redistribution through income-tested pension supplements, different allowances (e.g. for housing), and progressive taxation compresses the
income distribution (more equity), but, at the same time, it weakens incentives for
labour force participation or saving in second and third pillar pensions (less efﬁciency).
This discussion is particularly relevant if individuals can choose whether to save
for retirement or not, and whether to save through retirement savings arrangements or through other savings vehicles.25 Participation in second pillar pensions
is compulsory or quasi-compulsory in the four countries. Still, if incentives are
questioned it may not be possible to sustain compulsion or quasi-compulsion in
particular. Furthermore, the rationale for voluntary savings may be weakened
and high implicit marginal tax rates may further weaken the incentive to work,26
indirectly promoting early retirement. Therefore, balancing risk sharing against
incentive concerns is critical, even if there is little current evidence of widespread
dissatisfaction.27
The overall system design may affect how the trade-off between mitigation and
incentives may be improved. For example, the issues may be difﬁcult to address in
the Danish case since a wide income range is affected, and because due to its DC
nature, the earnings-related component provides little opportunity for redistribution before retirement.28
Canada may be in a different situation as the income segments subject to
income-testing and/or tax credits are rather narrow. Relatively modest amounts
of compulsory pension income put individuals outside the income-testing range.
Therefore, mandatory participation in an earnings-related second pillar may greatly
reduce disincentives for third pillar savings (Hansen, 2010). Further, the public and
DB nature of the Canadian second pillar allow for mitigation of adverse career
effects on these pensions (e.g. excluding some years of low earnings from beneﬁts
calculations). To reiterate: a pension system without distortions is unthinkable and
design and challenges are linked.

25. For an elaborate analysis of incentives for retirement savings compared to other vehicles, see OECD
(2015b).
26. Some studies, for example, Coile and Gruber (2007), Mastrobuoni (2009), Hanel (2010) and French
and Jones (2012), report that lower (implicit) rewards reduce labour supply, while Brinch, Hernæs and
Jia (2012) suggest that the impact of lower pension accrual is limited if it is not fully transparent.
27. In 2014, the Danish government set up an expert commission with the view to reviewing, among
others, incentive issues. The work of the commission was ended in 2015 by a new government, but focus
on these issues was maintained. Incentive issues also play a role in the current Canadian debate on
whether to increase contributions for mandatory pension savings (2015/2016).
28. For further discussions on the Danish case, see Sørensen (2015), Sørensen and Keldorff (2015), and
Andersen (2015).

International Social Security Review, Vol. 69, 2/2016
© 2016 International Social Security Association

79

The interaction of pillars in multi-pillar pension systems

To summarize, the factors weakening incentives are the same as the factors that
provide effective risk mitigation, responsiveness and robustness. In return for being
exposed to high implicit tax rates the individual is provided with a high level of
income security and risk protection, especially at the lower end of the income
distribution. In terms of a wider narrative, ﬂawed incentives may be seen as an
insurance premium – a payment for the risk protection provided by the interaction
of pillars and by public beneﬁts and tax regulation. The weakness of such an interpretation, however, is that it leaves options for beneﬁt arbitrage against the system
open. Still, in order to ensure poverty protection, to meet adequacy and equity
objectives, and to support system robustness and resilience, mitigating features
are needed as an integral part of pension systems.

Conclusion
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The relative importance and the role of the different pillars of a pension system
vary from country to country, and in a given country it usually varies by income,
gender, and along socio-economic dimensions. Furthermore – but not shown in
this analysis – the importance of public beneﬁts and targeting measures typically
increases with age.29 The relative importance of the pillars will also vary between
generations depending, for example, on the development of the overall economy.
Hence, resilience and overall system robustness becomes an important aspect of
pillar interaction.
The simulations presented in this analysis demonstrate the importance of
complementary pension coverage to middle-income workers in four advanced
multi-pillar systems. Without such coverage these workers may not be looking at
absolute poverty per se, but they will be looking at low replacement rates, and they
will suffer substantial income losses at retirement.
The Dutch and the Swedish systems target more or less similar replacement
rates for all income groups. In the Canadian and Danish cases, the targeted replacement rates decline by income allowing for the fact that higher-income groups may
have greater ability to adjust, and that they may be able to draw on other resources.
The simulations also document the mitigation capacity of the four pension
systems. On the one hand, adverse labour careers lead to lower life-time earnings
and lower private pension accruals. On the other hand, these effects are mitigated
through the design of pillars and through their interaction. Approaches to risk
mitigation are closely related to overall design choices, and issues such as the role

29. This may be a result of the lack of indexation in private pensions, death of the partner and a
resulting reduction in income, bankruptcy of a former employer and, thus, a reduction in private
beneﬁts (in this study, a scenario that could happen in Canada), etc.
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and design of the basic pension system, DB or DC approaches and use of targeted
beneﬁts in particular. Each approach has its own particular beneﬁts and challenges.
However, mitigation mechanisms come at the cost of incentives. Effectively,
mitigation measures lead to higher implicit marginal tax rates and, hence, they
may affect incentives to work and to save for retirement, since a higher gross
pension will not lead to a signiﬁcant increase in the net income.
Compulsory or quasi-compulsory participation in the second pillar pension
arrangements in the four countries limits the impact of high implicit marginal taxes
on pension savings. However, if incentives are questioned it may not be possible to
sustain compulsion – or quasi-compulsion in particular – and, as a result, support
for second and third pillar programmes could decline. Hence, this issue warrants
close attention. The overall system design may affect the way in which this dilemma
unfolds. Some designs leave more options when it comes to addressing incentive
issues than others.
However, giving unconditional preference to incentive aspects over other objectives may have serious implications (see, for instance, Barr and Diamond, 2008).
Mitigation is important to income security and stability in retirement and to
post-retirement income distribution. Less emphasis on mitigation will affect
women much more than men, and older single women in particular.
Over time, the generosity of public beneﬁts is set to decrease in many countries
and the importance of private pensions will increase (EC 2008 and 2015; OECD
2012, 2013 and 2015). Furthermore, prevalent changes to private pensions shift
substantial risk and uncertainty from employers and pension institutions to individuals increasing their exposure to such risks. Thus, risks and uncertainties related to
private pensions will become more important, raising questions about the division
of responsibilities between public and private pensions, and about the potential of
mitigating such risk through their interaction. These concerns are further reinforced
by labour market changes with greater emphasis on short-term employment and
other forms of non-standard employment, greater income disparities related to
education, etc. Hence, looking ahead, risk mitigation efﬁciency may become crucial.
A pension system free of distortions is inconceivable. In conclusion, the answers
to the questions as to how mitigation should be designed, and how mitigation and
risk sharing should be balanced against incentives are as much political as technical.
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Appendix: Modelling
Calculations of pension rates and net replacement rates are based on 2014 wage
levels for modelled individuals.
The modelling covers three model-type individuals. The model-type individuals
are deﬁned using an average income worker as a starting point and considering two
additional workers with wage levels of 50 per cent and 150 per cent of the average
wage, respectively. Further, careers of these individuals are varied to reﬂect
maternity leave, part-time work, unemployment and early retirement.
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The individuals enter the labour market at age 25, in 2014. They retire at the
forecasted pension age of the four countries: Canada, age 65; Denmark, age 73;
the Netherlands, age 71; Sweden, age 69.
It is assumed that the modelled individuals have the same wage level – the same
full-time reference pay – throughout their entire labour career. The individuals pay
pension contributions according to the standards set in each country. In Canada,
for the third pillar, it is assumed that an individual participates in a DC plan with
both employer and employee paying contributions at a rate of 3 per cent of
earnings, for a total contribution of 6 per cent of earnings.
Each year, the individuals pay taxes according to each country’s tax regulations.
The gross pension entitlement of each individual is based on his/her level of
earnings, career path and rules for each country. The net pension income is then
determined by subtracting income tax.
The net replacement rate is deﬁned as a ratio of net income during ﬁrst year of
retirement to the net income during the last year of work.
Existing and adopted future tax regulations are applied along with existing and
adopted future regulation regarding social security beneﬁts and public old-age pensions.
The ﬁnancial scenarios apply the following assumptions:
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Table A.1. Assumptions (per cent)
Inﬂation

Wages

Fixed income return

Equity return

Base scenario

2

3

4

7

Low growth scenario

1

1

2

4

High growth scenario

2

4

6

9
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For many decades pension experts around the world have been exploring various
pension reform options in their efforts to deal with current and projected population increases, population ageing, and the associated ﬁscal consequences of these
trends. In recent decades the full or partial replacement of existing public payas-you-go (PAYG) systems with funded deﬁned contribution (FDC) schemes,
generally referred to as “pension privatization,” has become one of the most
widely implemented reforms. These mandatory FDC schemes are typically implemented in what is commonly referred to as the second pillar in the World Bank’s
multi-pillar pension framework (Holzmann, Hinz and Dorfman, 2008). However,
in recent years “pension privatization” seems to be losing momentum and has
been scaled down or dismantled in many countries where it had previously been
legislated or implemented. In this article we explore some of the reasons for this
reversal.
First, we argue that “pension privatization” is an overly broad term to adequately
study what has taken place in such a wide range of countries and contexts. As
an alternative we propose that pension reforms enacted since the 1980s be grouped
into three categories:
• Parametric reform, in which the PAYG structure is maintained with adjustments
to the beneﬁt formulas and other aspects of the pension system;
• Supplemental systemic reform, the PAYG structure is supplemented, but not
replaced, by the introduction of a mandatory FDC pillar; and
• Extensive systemic reform, the existing PAYG structure is either fully or partially
replaced by an FDC scheme.
We then show that extensive systemic reform has been enacted almost exclusively in developing countries and has been heavily inﬂuenced by international
financial institutions (IFIs) despite the lack of a good ﬁt between the reforms
introduced and the domestic context of these developing countries.
While existing scholarship suggests that the subsequent reversal of extensive
reform is due to changes in the transnational context and within the IFIs, coupled
with the ﬁscal pressures created by the 2007–08 ﬁnancial crisis, such a focus often
overlooks key domestic dynamics in these countries. We argue that the initial
lack of ﬁt between the reforms and the developing country contexts often results
in four key dynamics that make it hard for developing countries to sustain these
reforms over the long term. First of all, FDC systems have proved to be ill-suited
to remedy low pension coverage in developing countries, despite different incentive
structures that have been tried. Second, in many countries, FDC systems levy what
we call “triple burden costs.” The working-age population in these countries is
required to ﬁnance not only the PAYG beneﬁts for existing pensioners and their
own retirement accounts, but also the living costs of older relatives who do not have
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pensions. Third, governments that have undertaken extensive reforms have often
prioritized the ﬁnancing of FDC systems and transition costs over that of social
pensions and other social policies, exacerbating income inequality and economic
insecurity particularly among the currently elderly. Finally, many countries with
FDC pillars have not resolved problems associated with the annuitization of FDC
accounts at retirement. While the impact of this annuitization problem is currently
relatively limited, its importance is likely to increase in the decades ahead as current
FDC contributors begin to retire in greater numbers. Further research into these
and other domestic factors, in addition to the transnational dynamics, is needed
to better understand why extensive systemic reform has faced such rapid reversals
in so many countries.
One goal of our analysis is to discuss outcomes of systemic reform that have led
to underperformance – if not outright failure – in many developing countries. We
will show that systemic reform is almost exclusively a developing country phenomenon, a fact that much of the existing literature does not adequately emphasize.
Our analysis leads us to identify two particularly signiﬁcant outcomes. The ﬁrst is
the triple burden costs during the transition period, whereby the working-age
population is required to pay for existing pensions, contribute to their own retirement
funds, and support uncovered elderly relatives. The second signiﬁcant outcome is
the evidence with respect to the tradeoffs associated with the need to deal with
the funding gap created during the process of shifting from a pre-existing PAYG
scheme to an alternative based in large part on an FDC pillar, to the neglect of other
needs such as adequately funding a social pension scheme. These outcomes result
in incentive incompatibility, increased exposure to volatile capital markets, and
low coverage.
The remainder of this article is structured as follows: the next section discusses
types of pension reform, in particular drawing attention to the important distinction to be made between supplemental and extensive systemic reforms. We then
look in greater detail at extensive systemic reforms in the context of developing
countries. The subsequent sections discuss and seek to better understand reversals
of extensive systemic reform in developing countries and do so in relation to four
key dynamics. Concluding observations are then offered.

Types of pension reform
More than 30 developing countries, which are home to roughly half of the world’s
population, have undertaken extensive reforms of their public pension systems
since 1981 (see Table 1). They have either fully or partially replaced PAYG pensions
with multi-pillar systems, some of which include substantial FDC pillars. These
reforms have largely been studied as instances of “pension privatization” (Brooks,
2005; Orenstein, 2008); a term that focuses on the involvement of private
International Social Security Review, Vol. 69, 2/2016
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Table 1. Countries with extensive and supplemental systemic reform (developing: 36, developed: 2)
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1. Reform only applied to public employees. Reform has been legislated, but not yet implemented. In China, the FDC funds were originally intended to be privately managed.
d
European countries without zero-pillar pensions.
2. Sometimes, Egypt and Curacao are discussed as cases of systemic reform. However, in both countries systemic reform was only proposed and not legislated, therefore we have opted
to exclude these from our analysis.
3. Pension coverage of workforce is the percentage of individuals before retirement who were accruing pension rights, even if they do not contribute, over the labour force.
4. Pension coverage of the elderly is the percentage of total old-age beneﬁciaries of the population over 65 years. Sometimes it is over 100% as there could be signiﬁcant numbers of
relatively young beneﬁciaries because of early retirement.
Sources:
1. Year of systemic reform is based on FIAP (2014); Kay et al. (2014); Adascalitei and Domonkos (2015); Social security programs throughout the world, several issues (SSA, 2016); and
Piggott (2007).
2. Coverage data is based on several tables in Pallares-Miralles, Romero, and Whitehouse (2012).
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companies in the management of FDC funds. The term “pension privatization”
fails to adequately capture the whole range of reforms and does not allow the
researcher to distinguish between different approaches taken towards reform over
the past four decades. Establishing a new conceptual framework for reform offers
a potentially useful tool to better understand and analyse these differences and
explain why “pension privatization” is failing in much of the developing world.

Parametric reform

90

A large set of pension reforms that have made signiﬁcant, and sometimes
fundamental, changes to pension systems can be understood as instances of
parametric reform (see Figure 1). This is because, despite the scale and scope
of changes, they are concerned with altering key parameters of the PAYG structure
to achieve ﬁnancial sustainability in ways that leave the pre-existing PAYG scheme
largely intact. Parametric reforms, to date, have included increasing payroll taxes,
cutting beneﬁts, postponing normal pensionable age, rewarding late retirement,
tightening conditions of early retirement, strengthening the links between beneﬁts
and contributions, and implementing various automatic adjustment mechanisms
or sustainability factors (OECD, 2013a, p. 9).
Figure 1. Types of pension reform
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As a result, PAYG-based public pensions around the world now employ a
variety of beneﬁt formulas including various deﬁned beneﬁt (DB) schemes, points
schemes, and notional deﬁned contribution (NDC) schemes. Compared to traditional DB systems, points and NDC systems usually offer stronger links between
beneﬁts and contributions, and try to incentivize participation and make pension
entitlements more portable. Yet because of the strengthened beneﬁt-contribution
links, current DB systems in many countries are quite similar to NDC systems,
even without a formal switch to the NDC model (Whitehouse, 2012). Since the
mid-1990s, 20 countries have converted their traditional DB systems to NDC or
points systems.1

Systemic reform
The systemic approach to reforming pension systems was formulated on the
assumption that the long-term sustainability of pension systems was only possible
by introducing FDC pillars. These FDC pillars typically operate by investing a
portion of workers’ contributions in ﬁnancial markets. Upon retirement, pensioners
often draw annuities based on their contributions and the returns on those contributions generated over the years. Therefore, retirement income from this source is
determined by capital market outcomes, fund management (private or public) as
well as the saving and investment choices of contributors, where such choices are
allowed. Switching to FDC schemes, in part or in full, from PAYG schemes incurs
transition costs, as existing pensioners and those who have contributed to
pre-existing PAYG schemes for many years are entitled to receive beneﬁts “earned”
in connection with those schemes. It is often assumed that, after an FDC system
matures, the funding deﬁcits linked to population ageing will be much less
problematic because covered workers will be responsible for a substantial portion
of their own retirement incomes.2
All instances of “pension privatization” can be studied as systemic reform.
However, based on the nature of the FDC schemes and the overall structure of
the pension system, we argue that it is important to make a distinction between
two variants of this type of reform, supplemental and extensive (see Figure 1). There
are fundamental differences between the two and studying them both as instances
of “pension privatization” without making this distinction runs the risk of missing
1. Ten countries with NDC schemes are: Sweden, Italy, Latvia, Mongolia, Norway, Poland, Azerbaijan,
Kyrgyz Republic, Russia, and Turkmenistan. Ten countries with Points schemes are: Germany, France,
Romania, Slovakia, Estonia, Bosnia and Herzegovina, Croatia, Montenegro, Serbia, and Senegal.
2. For example, Prudential Financial, Inc., an American ﬁnancial services ﬁrm, and the Center for
Strategic & International Studies suggested to Chinese authorities that mandatory funded systems were
the only effective solution (Jackson and Howe, 2004) addressing population ageing.
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the importance of the extensive category that includes many countries that have
undergone signiﬁcant reversals in recent years.3

92

Supplemental reform. In cases of supplemental systemic reform, mandatory FDC
schemes were introduced without an accompanying radical reduction in the
existing PAYG system. Two developed countries have adopted this type of
reform since the 1980s (see Figure 1 and Table 1). In many cases, the FDC pillar,
as an occupational pension, has simply been tacked on to the existing pension
framework and the PAYG pensions have remained largely unaltered. Therefore,
the introduction of second pillars in developed countries is better studied as
“supplemental reform” (Adascalitei and Domonkos, 2015, p. 86).
In two developed countries, Sweden and the United Kingdom, the PAYG
system was partially replaced with mandatory FDC pensions. However, we believe
that even these cases are better studied as cases of supplemental reform. In the
Swedish case, the FDC contributions are very low (2.5 per cent) compared to
the PAYG contributions (16 per cent). The latter, alongside the minimum
pension, provides the bulk of beneﬁts (Palmer, 2003). In the British case, since
1986 workers have been allowed to entirely “contract out” of the government
PAYG scheme in favour of FDC alternatives. Over the last two decades there
has been a succession of FDC schemes made available to British workers, one after
another, due in large measure to problems linked to each of them, particularly
high management fees and low returns on these various accounts. The adverse
impacts have been of particular note for low-wage workers (Williamson and
Béland, 2016). The British pension scheme is very complex and can be viewed
as supplemental in the sense that workers are not required to participate in the
privately-managed FDC alternatives.

Extensive reform. Countries that have undertaken extensive systemic reform have
established, or legislated, mandatory FDC schemes that either fully or partially
replaced their PAYG pension systems. These reforms were mostly modelled after
the Chilean pension system (Adascalitei and Domonkos, 2015, p. 86).
Implemented in 1981, Chile completely dismantled the PAYG system and
replaced it with a number of privately-managed funds with high mandatory
contributions, a trend that many other developing countries followed (see
Table 1). Ultimately, the extensive reform paradigm envisions the FDC schemes
as the primary provider of pension beneﬁts to the elderly, with public pensions
playing a much smaller role. In Table 1, we see that 36 developing countries have
3. We are grateful to Edward Whitehouse for a discussion on the difference between extensive and
supplementary systemic reform.
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engaged in this reform process to one extent or another, while virtually no
developed countries have done so.4 This incredible disparity needs to be
understood to more fully appreciate why so many of the developing countries
listed in Table 1 have recently reversed their reforms.

Understanding extensive systemic reform
As we argued above, extensive systemic reform has been an almost exclusively
developing country phenomenon over the past four decades. In this manner it
is distinct not only from the supplemental reform, but also from the voluntary
FDC schemes found in many developed countries. It should also not be
conﬂated with the publicly-managed “provident fund” schemes found in a small
number of Asian and African countries, given that the involvement of private
ﬁrms in fund management is one of the central tenets of the reform process.
The discrepancy between the developed and developing country reforms cannot
be adequately explained by their reform objectives or the conditions under
which they undertook the reforms. Extensive systemic reform is largely understood as a means to:
• inoculate pension schemes against the ﬁscal consequences population ageing;
• increase domestic savings;
• stimulate growth in ﬁnancial markets.
We would expect all three aspects to be much more attractive to developed
countries than developing ones.
The high-income member countries of the Organisation for Economic
Co-operation and Development (OECD) and the more developed countries of Central
and Eastern Europe show similar trends and levels with respect to old-age dependency ratios. On average both groups have higher old-age dependency ratios, which
are projected to increase even further, whereas developing countries of Latin
America, and of Asia, the Paciﬁc and Africa, have substantially lower old-age
dependency ratios that are increasing, but likely to remain substantially below the
levels in the developed countries for quite some time. Figure 2 shows clearly the
current differences in dependency ratios between the ﬁrst two country groups
and the second two. The projected dependency ratios for 2050 suggest that these
differences will not disappear rapidly.
Many developed countries also suffer from low savings rates, which could be
buffered by the pension funds that would be created by extensive reform, and some
are currently experiencing ﬁscal pressures linked to existing public pension deﬁcits.
Moreover, developed countries have a higher institutional capacity to manage
4. Even if we were to reclassify the United Kingdom and Sweden as cases of extensive reform, the
disparity between the two groups remains huge.
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Figure 2. Old-age dependency ratios* for 2010 and 2050**
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Notes: High-income OECD countries included in the average ﬁgure are Australia, Austria, Belgium, Canada,
Denmark, Finland, France, Germany, Greece, Iceland, Ireland, Italy, Israel, Japan, South Korea, Luxembourg,
Netherlands, New Zealand, Norway, Portugal, Spain, Sweden, Switzerland, United Kingdom, United States. The
countries included in the rest of the averages are those in Table 1 excluding for Kosovo, for which data is not available.
*The old-age dependency ratio is the ratio of the population aged 65 years or over to the population aged 15-64.
The ratio is presented as number of dependents per 100 persons of working age (15-64).
**The 2050 values are the “Medium Variant” estimates reported by ESA (2013).
Source: ESA (2013).

pension funds and more mature capital markets to invest fund assets than do
developing countries. In contrast, many developing countries face issues such as very
high income inequality, a higher proportion of low-income people in their population, larger informal sectors, and weaker or non-existent social pension provision.
These are issues which FDC systems are not designed to address and, in all
likelihood, will exacerbate. A further issue is ﬂagged up by the case of China. China
is an unusual developing country with a very high savings rate and, in such a
country, the very high savings rate in the general population could have adverse
consequences for the economy. Theoretically, the combination of all these factors
might be expected to make extensive systemic reform less desirable for developing
countries, and yet this has not been the case. We need to look at factors beyond a
straightforward ﬁt between the reform type and country needs to understand why
extensive reform has been exclusively undertaken by developing countries.
Some authors have suggested that domestic political inﬂuences and the behaviour
of “peer” countries were key factors in the adoption of extensive reform, especially
in Latin America (Brooks, 2005; Weyland, 2005). However, the consensus in
the ﬁeld is that transnational actors played a key role in the diffusion of this reform
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paradigm. Many point to the powerful endorsement by the World Bank of the
extensive systemic reform model in the 1994 policy research report Averting the
old age crisis (World Bank, 1994) and the subsequent commitment of the Bank
to this paradigm, to understand its momentum (Madrid, 2003; Orenstein, 2008).
Additional major international ﬁnancial institutions (IFIs) also supported the Bank
in this endeavour, including the International Monetary Fund (IMF), OECD and
USAID (Queisser, 2000). The IFI involvement, in the form of policy advice, ﬁnancial
and technological support as well as conditionality in loan renewal all played key roles
in promoting extensive reforms around the world (Piggott, 2007, p. 5).5 However
over the past decade, both the IFI support for extensive reform and the popularity
of the reform paradigm have declined rapidly.

Reversals of extensive systemic reform
By the end of 2015, about half of the countries that had undertaken systemic reform
had either fully or partially reversed their reforms. Table 2 provides a list with years of
reversals or of changes to premiums and also indicates how long the system had been
in place in each country before being cut back or phased out. The high rate of
reversal indicates that these reforms failed to survive the transition periods despite
considerable investment to overcome the transition costs and to accumulate pension
savings. Even among the countries that have not scaled back their systemic reforms,
many have FDC systems that are not performing up to expectations.6
The ﬁrst country to end its mandatory funded system was Argentina in 2008, and
the most recent was China at the end of 2014 (Lou, 2014). For some countries, the
policy reversal was very rapid, such as in the Czech Republic, which ﬁrst legislated
systemic reform in 2013 and abandoned it in 2014. Some countries that have
legislated for mandatory funded systems (such as Nicaragua in 2000 and Ecuador in
2001) have never implemented them (Holzmann and Hinz, 2005, p. 144). While early
adopters of systemic reform have often opted to completely abandon FDC pensions,
late adopters have often legislated for what may be called partial reversals. These
include temporary freezes to contribution rates and the downsizing of contribution
rates found in many Central and Eastern European countries, as well as policies that
allow certain workers to switch back to PAYG plans, as seen in Bulgaria, Colombia,
Croatia, Peru and Uruguay (Queisser, 1998; Calvo, Bertranou and Bertranou, 2010).
5. Dorfman and Palacios (2013) summarize all kinds of IFI support, including World Bank lending for
pensions between 2002 and 2010.
6. No low-income country has taken legislative steps to downsize or abolish their FDC systems to date.
However, as early as 2005, Queisser (2006, p. 321) commented that “most observers would agree that the
majority of pure funded deﬁned contribution schemes in poor countries have failed”. In the case of
publicly-managed funded pension schemes in some Asian and African countries, “provident funds have
been unable to provide retirement income security in most countries” (Queisser, 2006, p. 321).
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Table 2. Countries (21) with reversal of extensive reform
Countries Year of Year of Initial
The reversal process
reform reversal premium
Full reversal, 9
Argentina

1994

2008

11%

Government seized pension assets and ended FDC.

Bolivia

1997

2010

10%

Private management of individual account system ended.

Hungary

1998

2011

6%

Contributions increased to 8% in 2004.
Government seized pension assets and ended FDC.

Poland*

1999

2014

7.3%

Contributions reduced to 2.3% in 2011.
Government seized pension assets and ended FDC.

Czech Rep. 2013

2014

5%

Government ended FDC.

Kazakhstan 1998

2014

10%

Government ended FDC.

China

2014

11%

Contributions gradually reduced to 3%, with regional variation.
FDC system was turned into NDC.

Nicaragua 2000

-

-

Never implemented.

Ecuador

-

-

Never implemented.

Allowed certain workers switch back to PAYG.

1997

2001

Partial reversal, 12
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Peru

1993

2007

8%

Colombia

1994

2007

10%

Workers can switch between public and private systems every 3 years.

Uruguay

1996

2008

15%

Allowed certain workers switch back to PAYG.

Macedonia* 2006

2008

7.42%

Estonia*

2002

2009

6%

Lithuania* 2004

2009

2.5%

Romania

2008

2009

2%

Scheduled contributions were reduced in 2009.
Contributions were increased to 6% by 2016.

Latvia*

2001

2009

2%

Contributions were raised to 10% by 2008. In 2008, they were reduced
to 2%, are scheduled to go to 6% by 2017.

Croatia

2002

2011

5%

Older workers were allowed to exit FDC and return to PAYG.

Slovakia*

2005

2012

9%

Contributions reduced to 4%. FDC made voluntary
for new entrants to the labour force.

Russia*

2003

2012

6%

Contributions reduced to 2%.

Bulgaria

2002

2015

2%

Contributions increased to 5% in 2007. Workers allowed to switch
between public and private systems multiple times.

Contributions reduced 5.25% by 2011.
The contribution wage basis changed from net to gross wage in 2009.
Contributions eliminated in 2009, in a temporary freeze of FDC system.
Contributions gradually restored to 6% by 2012.
Contributions initially raised to 5.5% in 2007.
Contributions reduced to 1.5% in 2009.

Note: *An increase in ﬁrst-pillar contribution rates accompanied the downsizing of second-pillar contribution rates.
Macedonia = Republic of Macedonia.
Sources: Apostolska and Tozija (2009); Price and Rudolph (2013); Kay, Felix and Sinha (2014); Lou (2014); Rofman,
Apella and Vezza (2015); Adascalitei and Domonkos (2015); Naczyk and Domonkos (2016); Soﬁa News Agency (2015).
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In the existing literature, the stalling of extensive reform over the last decade is
usually ascribed to a number of different factors. First and foremost among these is
a recognition that the ﬁnancial crisis of 2007–2008 placed a great strain on countries
that had undertaken such a reform. The tendency of countries under ﬁnancial
distress to put off reform was one pattern (Brooks, 2005, p. 289). Takayama
(2002b, p. 13), among others, predicted that transition costs would seldom be
overcome in countries that replaced their PAYG systems with FDC pensions.
Researchers have linked the unsustainable ﬁscal burden of transition costs to the
shrinking and ending of FDC systems in Central and Eastern Europe (Kay, Felix
and Sinha, 2014) and in China (Lou, 2014). The ﬁnancial burdens, coupled with
the scale and length of the crisis which cast doubt on the stability and proﬁtability
of investment funds, might have played a key role in convincing some developingcountry governments to abandon extensive systemic reform altogether
(Drahokoupil and Domonkos, 2012; World Bank, 2009). However, some authors
have made the case that the momentum behind extensive reforms died out around
2005, before the crisis started (Orenstein, 2013, p. 262). They have pointed to key
changes in the transnational policy context to understand why the extensive systemic reform paradigm has faced rapid and numerous reversals.
In the international arena, the decade since 2005 witnessed a signiﬁcant shift in the
normative power of the extensive reform. Its position as the go-to approach for
pensions has been eroded signiﬁcantly. Orenstein (2013) has made the case that
within the World Bank, support for extensive reforms in developing countries was
undermined during this period. Critiques of extensive reform were by no means
new, either outside (Arnold, Graetz and Munnell, 1998; Takayama, 1999 and
2002a; Whiteside and Gordon, 2003; Munnell, 2004; Barr, 2002) or inside the World
Bank. However, according to Orenstein, what marked a turning point in the
World Bank’s approach to pension reform were two internal reports that were heavily
critical of pension reforms (Gill, Packard, and Yermo, 2005; Kay and Sinha, 2008,
pp. 6–7), the release of which came just before Robert Holzmann left ofﬁce
(Orenstein, 2013, p. 270).7 Holzmann had been one of the strongest proponents of
extensive reform in developing countries, and his departure certainly appears to have
had an impact on the Bank’s support for the reform paradigm. The ﬁnancial support
from the IFIs to the Czech Republic and Romania, the most recent cases of extensive
reform, have been smaller compared to their neighbours who had adopted reforms
earlier (Adascalitei and Domonkos, 2015). World Bank staff also completely reversed
their pension proposals for China, advocating for an abandonment of systemic
reform and the adoption of an NDC system (Dorfman et al., 2013).8
7. Robert Holzmann headed the Bank’s Social Protection and Labor Sector (1997–2009).
8. The World Bank began to advise China on public pension reform in the early 1990s (Piggott, 2007).
The Bank declared that “on a cost-beneﬁt basis the contribution made by the World Bank on pension
reform in China has been extraordinary” (Piggott and Lu 2007, p. v).
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These changes within the World Bank were accompanied by signiﬁcant
challenges to the paradigm coming from real world policy changes. In 2006, Chile,
the poster child of extensive reform, admitted to the shortcomings of its pension
system, and introduced changes that were aimed at making the system much more
equitable (Rofman, Fajnzylber and Herrera, 2008). Much more signiﬁcant reversals
across Latin America and Central and Eastern Europe followed over the next few
years (see Table 2). Ultimately, even the IMF, that had consistently coupled
demands for extensive reform with its ﬁnancial aid programmes, abandoned this
position in the wake of the ﬁnancial crisis, even allowing some countries to scale
back existing FDC systems (Orenstein, 2013, p. 271).
These transnational changes, as well as ﬁscal problems, were powerful factors in
the reversals of extensive systemic reform in developing countries. However, there
are also fundamental domestic dynamics, created by the reforms themselves, that
played key roles in the reversals.

Unsustainable dynamics in extensive systemic reform
98

To date, most of the analyses of the problems associated with systemic reform have
focused on the volatility of capital markets, double burden costs, low or negative
returns, the transition problems in formerly socialist countries and high administrative costs (Takayama, 2002a; Chłoń-Domińczak, Bielawska and Stańko, 2014;
Kay, Felix and Sinha, 2014; Pallares-Miralles, Romero and Whitehouse, 2012;
Zheng, 2011). In recent years, global debates as to whether funded pillars and
schemes make sense have garnered signiﬁcant attention as well (CEPAR and
RIPPA, 2013). However, these debates have not adequately focused on the inherent
dynamics of the reform paradigm – dynamics that are poorly adapted to the
context of developing countries that have implemented the reform. We next focus
on four of these dynamics: i) low coverage and incentive incompatibility, ii) triple
burden costs, iii) tradeoffs between systemic reform and social pensions, and
iv) difﬁculties associated with annuitization.

Low coverage and incentive incompatibility
PAYG public pensions in many of the developing countries that undertook extensive systemic reform often only covered workers in urban formal sectors. These
schemes provided cover to a small share of the population, offering relatively
generous beneﬁts. In contrast, a large portion of the elderly were left with minimal
or non-existent basic (social) pensions as well as inadequate medical insurance
(ILO, 2000). Extensive reforms were implemented in an effort to remedy this
important shortcoming, however, they have proven highly ineffective in doing so.
International Social Security Review, Vol. 69, 2/2016
© 2016 International Social Security Association

Developing countries and systemic pension reforms

At present, many countries that have implemented extensive reforms still lack
meaningful pension coverage of their elderly population. In Asia-Paciﬁc, Africa
and Latin America the pension coverage of the elderly was less than 35 per cent
in 13 countries, and varied from 54 per cent to 76 per cent in another four (see
Table 2). The coverage situation is better in Central and Eastern Europe, where
the socialist-era pension systems that had been in place had broader coverage than
pension systems in other developing countries. However, even in this region,
current pension coverage rates among the working-age population tend to be lower
than those in developed countries. Only six countries’ coverage rates, out of 14,
were more than 90 per cent, whereas the rates for the remainder varied from
53 per cent to 83 per cent. In the latter group, six countries were also without
a zero pillar pension to provide the elderly with a minimum income.
Clearly, extensive reform has failed to extend pension coverage rates in developing
countries, and even the World Bank has recognized that in these countries the
“pension system does not reach most of the vulnerable” (Pallares-Miralles, Romeo and
Whitehouse, 2012, p. 75). The average rate of pension coverage in Latin America
has actually declined between the enactment of the initial reforms in the 1990s and
the early 2010s (Rofman, Apella and Vezza, 2015, p. 17). Countries have been
experimenting with different ways to incentivize participation, but subsidies and
other methods of trying to attract and retain new contributors have not proven effective. In fact, throughout the region, contributory pension coverage is highly skewed in
favour of high earners, and against people most at risk of old-age economic insecurity
(Rofman, Apella and Vezza, 2015, p. 20; Kay and Sinha 2008, p. 7).
One explanation for the declining coverage in Latin America has been “high
levels of labour informality” (Rofman, Apella and Vezza, 2015, p. 17). This
indicates that systemic reform has failed to attract contributors from the informal
sector, or to expand the share of the formal sector in the economy. China’s
systemic reform efforts have faced similar difﬁculties in expanding coverage, as
evidenced by the constant negotiations between workers, companies and local
governments over pension coverage.9 Even though local governments are empowered
to seize ﬁnancial assets from companies to pay for pension contributions according
to the Social Insurance Law, only about 18 per cent of migrant workers were
covered by the urban pension system at the end of 2013.10

Triple burden costs
In addition to failing to expand coverage, extensive systemic reform has levied rather
heavy costs on the working-age population that is covered. In the pension literature,
9. Based on the authors’ ﬁeldwork.
10. Authors’ calculation based on the data from MHRSS (2014).
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the new FDC systems are understood to have “double burden costs,” the working
population is expected to both pay for the beneﬁts of existing retirees (who continue
to draw their PAYG beneﬁts) and to make contributions to their own individual
accounts. However, this ignores the reality that, in many developing countries, a large
portion of the elderly population is not covered by the PAYG pensions and is dependent on working-age relatives for ﬁnancial support. Therefore, a more accurate
description of the actual cost of systemic reform for the working-age population
would be to speak of “triple burden costs”. It can be seen most clearly in the case of
migrants workers in urban areas, such as the 269 million internal working migrants
in China (Ministry of Human Resources and Social Security, 2014), most of whom
privately support their parents in rural areas. However, it is by no means limited to
migrant workers. In fact, some countries undertaking extensive reform previously
have speciﬁcally tried to encourage the working-age population to support the elderly
population who are without pensions (Paul and Paul, 1995).

Tradeoffs between systemic reform and social pensions
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When the attempts for systemic reform began to take root during in 1990s, most
developing countries did not have adequate social pensions for large segments of
their populations (OECD 2005 and 2013b; Holzmann, 2013; OECD, IDB and
World Bank, 2014). People employed in the informal sector or living in rural areas
were generally without any signiﬁcant public pension coverage.
In many developing countries efforts to address this issue were delayed in favour of
systemic reform. For example, China and Chile, both of which only started substantial
social pension programmes in 2008, had undertaken systemic reform 11 and 27 years
earlier, respectively. Even in Central and Eastern Europe, where many countries
already had forms of social pensions in place before undertaking extensive systemic
reform, six countries still lack meaningful social pension programmes (see Table 1).
We believe that this delay can be explained by the demands that systemic reform
makes on public resources. As governments fund the transition costs and invest in
developing their ﬁnancial and regulatory infrastructure, social pension reforms
which require similar resource commitments are repeatedly delayed. In China,
government subsidies from general revenues to the urban individual accounts in
the second pillar greatly exceeded the total expenditures on social pensions before
2010, and they were about half the size of social pension expenditures between
2011 and 2013 (Wang, Williamson and Xu, 2015).
The delay in implementing social pensions results in continued insecurity for
excluded groups, especially women and low-income workers (Rofman and Oliveri,
2012; Kay and Sinha, 2008, p. 7). Even when social pensions are implemented, their
beneﬁt levels are often limited. In China, since the adoption of social pensions,
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beneﬁt levels have been about only a third of the minimum living income for the
vast majority of beneﬁciaries (Wang, Williamson and Xu, 2015).

Difﬁculties of annuitization
One issue that deﬁnitely has not been a major part of the debate on extensive
systemic reform thus far is how pension beneﬁts would be annuitized at retirement.
While “under speciﬁed” beneﬁt plans have been criticized before (Kay, 2014) and
the failure of the Mexican private annuity market has been studied (Perez and
Sinha, 2007), this has not led to a fuller appreciation of the difﬁculties of delivering
beneﬁts. Considerable attention has been given to the risks and problems associated with the accumulation phase, much less attention has been given to the payout
phase. Workers are asked to make decisions that will have a major impact on their
future income security without an adequate understanding of the risks and beneﬁts
associated with the alternative options available. In this important sense many of
these schemes are often under speciﬁed (Kay, 2014).
Annuitizing pension funds in FDC systems is by no means an easy task, even for
developed countries with much longer histories of funded pension systems. For
example, the retirement system in the United States has been confronted with a
problem of unfair annuity prices (Shepard, 2011) and an annuity market that is
too small to handle pay outs (Munnell, 2014). In many other countries with
add-on FDC schemes, most participants of the mandatory private pension system
draw their beneﬁts as a lump sum upon retirement.
However, in countries that have implemented systemic reform, the lump-sum
pension payment poses signiﬁcant challenges for the beneﬁciaries who have to deal
with “the risk of either spending too quickly and outliving their resources or spending too conservatively and depriving themselves of necessities” (Munnell, 2014,
p. 9). While annuitization has not played a signiﬁcant role in the reversals of
systemic reform up to date, it will become increasingly relevant as the workingage population in these countries begins to retire in greater numbers, and more
annuitized beneﬁts are needed.

Conclusion
In this article, we have argued that the pension reforms that have been enacted
around the world are best divided into three categories: i) parametric, ii) supplemental systemic, and iii) extensive systemic. Distinguishing between the three types
of reform allows us to show that extensive systemic reform, where existing PAYG
systems were either fully or partially replaced with FDC pensions is almost
exclusively a developing country phenomenon. While the existing literature points
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to changes in the transnational policy context, speciﬁcally the position taken by
economists at the World Bank and other IFIs, to understand the spread and the
subsequent reversal of extensive systemic reform, we have sought to point out there
are other important domestic dynamics also at play.
We have focused on four such dynamics inherent to the reform paradigm that
are poorly adapted to the developing country contexts in which these reforms have
been implemented. First of all, extensive reforms have not resolved the problems of
low pension coverage in developing countries, and the different incentive
structures governments have experimented with appear to have had no meaningful
effect because they ignore the actual barriers to entry. In many countries, the switch
to FDC pensions has levied what we call “triple burden costs”, with the working age
population ﬁnancing PAYG beneﬁts for existing pensioners, paying into their
retirement accounts and supporting older relatives without pensions. The adoption
of extensive reforms also appears to have directed public resources away from
social pensions and other social policies that could have provided greater economic
security for the elderly and addressed pressing inequality problems. Finally, the
FDC systems face a myriad of difﬁculties in providing adequate annuitization
services, which will become increasingly pertinent as their working-age contributors
retire in larger numbers in the years ahead.
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The PAYG system
and the optimal redistribution
instrument in an overlapping
generation model
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Abstract Using a two-period overlapping generation (OLG)
model, this article seeks to identify the optimal redistribution
policy instrument in terms of aggregate welfare when agents
differ according to their labour condition. We use ﬁve policy
speciﬁcations: (i) early redistribution to the young informal
generation; (ii) late redistribution to the informal old generation; (iii) a mix between early and late redistribution;
(iv) redistribution from the current formal young generation
to the current formal old one; and (v) a non-redistribution scenario. With inelastic labour supply, we show that transferring to
the young performs better as a redistribution policy. This result
is robust across different parameter values.
Keywords income redistribution, actuarial, Argentina

Introduction
From the point of view of individuals, the main objectives of old-age social
security programmes are consumption smoothing and insurance. In addition,
other objectives for government involvement in social protection are poverty
relief and income redistribution (Barr and Diamond, 2008). In this manner,
lifetime redistribution within the same generation may be achieved, for example,
by paying pensions to low earners that equate to a higher percentage of their
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previous wage compared with those paid to high-earning workers. There can
also be redistribution across generations, for example, when the government
transfers income to poor young individuals resulting in lower pensions for the
richer elderly. These policy interventions change the behaviour of both older
and younger agents. Therefore, the optimal size and character of the social
security programme involves a balancing of protection and distortions (Feldstein
and Liebman, 2002).
In recent years, Argentina has implemented two important income transfer
programmes, which have become major redistribution policy instruments. First,
the Retirement Inclusion Plan (commonly known as the Moratorium programme)
implemented in 2005 by Law 25,994 of 2004, allows those elderly who do not meet
the total contributions required for the pay-as-you-go (PAYG) pension system to
receive a pension. Second, by the Executive Order 1,602/2009 of 2009, Argentina
implemented the Universal Child Allowance programme. This consists of a
non-contributory monetary beneﬁt per child, paid to parents on the condition that
their children attend school and have received all necessary health check-ups. Both
programmes are ﬁnanced with social security resources.1 In this regard, the aim of
this article is to analyse which of these redistribution settings (i.e. programmes
targeted at the young or the elderly) is superior in terms of total welfare. Additionally, one question that arises is whether the redistribution policy that maximizes
total utility also has the best performance in reducing income inequality. Therefore,
we also investigate whether the optimal redistribution policy enhances inequality
simultaneously.
The literature regarding redistribution is very rich, especially that involving
the study of optimal taxation and the optimal design of pension systems.
Nevertheless, only a few articles analyse whether it is better that the redistribution focuses on the young or the old generation. For example, we can mention
the work of Thakoor (2008), who investigates whether income support directed
to poor young agents or pensions directed to the poor elderly are the best
instruments for redistribution. Assuming that these instruments are ﬁnanced
by labour taxes paid by the rich, he ﬁnds that the optimal timing and amount
of redistribution depends on the initial endowment of the agents and on the
proportion of poor agents in the economy. He also ﬁnds that though redistribution increases welfare in most cases, there are some situations where it is
optimal to have no redistribution. More recently, Glomm and Jung (2013) have
studied whether programmes that transfer income to the young perform better
as a redistribution policy than those that redistribute among the elderly. The
authors assume that programmes of the ﬁrst type are ﬁnanced by labour taxes
1. In the case of Argentina, almost 60 per cent of these resources come from labour taxes, while the
remainder come from other sources of the National Treasury (for details see ANSES, 2009).
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from the young generation while those of the second type are ﬁnanced by
capital taxes on the interest of savings income of the elderly. They ﬁnd that
the optimal tax policy results from transferring all the collected taxes to the
young generation wherein labour income is taxed at 53 per cent and interest
income is taxed at 100 per cent. Redistribution in the form of pensions is
preferred only if the size of the transfer is small.
In line with these investigations, our work relies on the overlapping generation
(OLG) model of Samuelson (1958) and Diamond (1965). But, unlike these papers,
our model includes intergenerational redistribution within the formal and informal
sectors of the economy. Therefore, a proportion of taxes is transferred to the informal sector, while the remaining percentage is transferred to the current old formal
individuals through the PAYG pension system. Taking into account the results of
Aaron (1966) and Samuelson (1975), who show that the PAYG pension system
can improve welfare only if the economy is dynamically inefﬁcient, the idea here
is to discuss whether, in a dynamically efﬁcient economy, the introduction of a
PAYG pension system could be justiﬁed in terms of welfare when part of the tax
revenues is redistributed to the informal agents.
We conduct our investigation using ﬁve policy speciﬁcations: (i) early redistribution to the young informal generation ﬁnanced by a proportion of taxes on wage
income of the current young formal generation; (ii) late redistribution to the informal
old generation ﬁnanced by a proportion of taxes on wage income of the current
young formal generation; (iii) a mix between early and late redistribution ﬁnanced
by a proportion of taxes on wage income of the current young formal generation
and, for comparative reasons, we include the following two scenarios with no
redistribution from formal to informal agents: (iv) the case where the current
formal young generation transfers income to the current formal old generation
through the PAYG pension system (redistribution across formal agents of
different generations); and (v) the case where no form of redistribution takes
place. We obtain the optimal tax level that maximizes aggregate welfare in the
alternative scenarios and discuss in which setting the society as a whole is better
off. We also discuss the implications of the scenarios regarding income inequality.
Although our model does not reﬂect the exact design of the PAYG system of
Argentina, we ﬁnd it a very useful instrument for the discussion regarding the
optimal redistribution policy.
The rest of the article is organized as follows: the next section outlines the
model and deﬁnes the equilibrium. We then conduct a policy analysis
performing numerical simulations and discuss which offers the optimal redistribution scheme in terms of total welfare. Following this, we calculate the optimal
tax rate in the different policy speciﬁcations and conduct a sensitivity analysis to
check the robustness of our ﬁndings. Final observations and comments
conclude.
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We consider a discrete two-period overlapping generation (OLG) model. For
periods t and t + 1 the young and the old generations are alive. Population grows
at a constant rate, n > 0. The young generation is endowed with one unit of labour
and receives a wage at time t. Old agents do not work. Within each generation there
are two types of agents (j) according to whether they work in the formal (f) or
informal (i) sector of the economy. It is also assumed that the informal workers
are less productive than the formal ones. Such as in Thakoor (2008), the low
productive agents receive a wage, wit , that is a proportion, 0< μ <1, of the high
productive agents’ wages. We assume that formal agents make up a proportion,
π, of the total population and, hence, the informal agents make up the remaining
(1- π), and these parameters are assumed to be constant over time.
Formal workers pay a tax, τ t, on their wage income. The proportion, 0< ϕ <1,
of the tax is redistributed to the informal workers. Assuming a PAYG pension
system, the proportion (1- ϕ) of the tax, τ t, paid by the currently young workers
is used to ﬁnance pensions in period t of those who were formal workers in t-1.
This is a kind of contract where the currently young pay the pension of the
currently old and are paid back in the next period by a transfer from that period’s
young agents who pay a contribution of τ t + 1. We assume for simplicity that τ t + 1 =
τ t = τ for all t and that these taxes are the only source of funding for the redistributive programmes. Agents value consumption in youth and old age and they are
not altruists. At time t they decide how much to consume and how much to save
for old-age consumption to maximize utility. Regarding how the proportion ϕ is
transferred to the informal sector of the economy, we consider the following
scenarios: (i) the currently young formal workers transfer a proportion ϕ of the tax
τ t to informal individuals of the same generation; (ii) the redistribution to the
informal individuals takes place in the form of pensions and; (iii) transfers go to
both currently young and old informal agents. We also analyse the case where
redistribution only takes place among formal agents, i.e. when pensions are used
to redistribute across generations of formal workers (scenario NR1) and when
there is no form of redistribution (scenario NR0).
Assuming that the utility function is of a Cobb-Douglas type, the formal and
informal young agents that were born at time t solve the following optimization
problem:
Max


j 
j
¼ lnctj þ γ j lnctþ1
u ctj ; ctþ1

j
fct j ;ctþ1
;st j g j

(1)
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j
with u′() > 0, u″() < 0 and limc → 0u′() = ∞, ctj and ctþ1
stand for consumption
during the ﬁrst and second period, respectively, and 0< γ j <1 is the inter-temporal
discount factor. The discount factor for formal workers is γ f = θ and for informal
workers it is γi = β.
The inter-temporal budget constrain (IBC) varies depending on the scenario
considered. The derivation of the optimal levels of consumption and savings are
detailed in Appendix A1.1.

The production sector
We consider a competitive economy in which the production function is given by
Yt = F(Kt, Et), where Yt is the level of output, Kt is capital input and
Et = π  Lt + μ  (1  π)  Lt is the effective aggregate labour supply. Assuming constant
returns to scale, the production function satisﬁes all the Inada2 regularity conditions.
Maximization of proﬁt leads to standard equality between the wage rate and the
marginal productivity of labour, and between the interest rate and the marginal productivity of capital (with total depreciation assumed).3 For details, see Appendix A1.2.

Government
The government acts as a kind of ﬁnancial intermediary that collects taxes from the
formal workers in period t and transfer a proportion (1- ϕ) of these to the current
old formal workers in the form of pensions (Ptf ); the way in which the proportion
ϕ is transferred to the currently informal individuals depends on the policy
programme. In the early redistribution scheme, the young generation receives a
transfer T it , in the late redistribution programme the informal old generation
receives a transfer in the form of pension Pit , whereas in the mix redistribution
scenario all informal agents (young and old) receive a transfer. For the derivation
of pensions and transfers formulae, see Appendix A1.3.

Competitive equilibrium and steady state
The competitive equilibrium for the economy can be deﬁned as a sequence of


∞
j
j ∞
quantities ctj ; ctþ1
; stþ1
, a sequence of prices wtj ; rtþ1 t¼0 and a sequence
t¼0
2. For an explanation of Inada, see <https://en.wikipedia.org/wiki/Inada_conditions>.
3. In the case of wages, we assume that the productivity of the formal workers is equal to 1, then:

α
wt ¼ wtf ¼ F ′Lf ðK t ; E t Þ ¼ ð1  αÞK αt  πLt þμ ð1  π ÞLt Þα ¼ ð1  αÞK αt Eα
t ¼ ð1  αÞk t ;
|{z}
|ﬄﬄﬄﬄﬄﬄ{zﬄﬄﬄﬄﬄﬄ}
and
Li
Lf


t

t

f
α
wit ¼ F ′Li ðK t ; E t Þ ¼ ð1  αÞK αt μ πLt þμ ð1  π ÞLt Þα ¼ ð1  αÞK αt μEα
t ¼ μð1  αÞk t ¼ μwt
|{z}
|ﬄﬄﬄﬄﬄﬄ{zﬄﬄﬄﬄﬄﬄ}
f

Lt
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n
o∞
of taxes and transfers τwtf ; T it ; Ptj
which satisfy (i) households’ optimization,
t¼0

(ii) ﬁrms’ optimization, and (iii) market clearing in each period t. At the same time,
the government budget is always balanced and the economy’s resource constraint
ct

c t1

t
t
is always satisﬁed (i.e. yt ¼ ðπþμðt 1πÞÞ þ ð1þnÞðπþμ
ð1π ÞÞ þ ð1 þ nÞk tþ1 where ct is

the consumption in period t of people who were born at time t and ctt1 is the
consumption in period t of people who were born at time t-1).
Consumer optimization in each policy speciﬁcation is summarized by equations
A.5, A.8, A.11, A.15, A.19 and A.24 of Appendix A1.1, which essentially determine
the supply of capital, as period t saving is equal to the capital that will be rented in
period t + 1. The supply of labour is inelastic, and the demands for labour and
capital are determined by equations A.25 and A.26 of Appendix A1.2, respectively.
As all the capital stock consists of the savings of the young generation (both formal
and informal), with complete depreciation of capital from one period to the next,
the equation for the capital accumulation can be expressed as follows:
πstf þ ð1  π Þsti
:
(2)
ðπ þ μð1  π ÞÞ
The steady state capital-labour ratio can be determined by setting kt + 1 = kt = k*.
Solving equations 2 for each scenario we obtain:
k tþ1 ð1 þ nÞ ¼

112

1

ð1α
Þ
ð1  αÞð1 þ θÞ βμð1  π Þ
πθ

þ
ð1 þ nÞA
ð1 þ β Þ
ð1 þ θ Þ


 1
α ð1  α Þð1 þ θ Þ
βμð1  π Þ πθð1  τ Þ ð1αÞ

þ
¼
ð1 þ nÞ½A þ πτ ð1  αÞ
ð1 þ β Þ
ð1 þ θ Þ

k N R0 ¼
k N R1



(3)
(4)




 1
α ð1  α Þð 1 þ θ Þ
βðμð1  π Þ þ πτϕ Þ πθð1  τ Þ ð1αÞ

þ
¼
ð1 þ nÞ½A þ πτ ð1  αÞð1  ϕ Þ
ð1 þ β Þ
ð1 þ θ Þ
(5)

k 1

k 2 ¼




 1
αð1  αÞð1 þ θÞð1 þ βÞ
βμð1  π Þ πθð1  τ Þ ð1αÞ

þ
ð1 þ nÞ½A þ ð1 þ θÞð1  αÞπϕτ þ πτ ð1 þ βÞð1  αÞð1  ϕ Þ
ð1 þ β Þ
ð1 þ θ Þ

(6)
k 3 ¼





α ð1  α Þð1 þ θ Þð1 þ β Þ
βμð1  π Þ þ λ ϕ τ π πθð1  τ Þ

þ
ð1 þ nÞ½A þ ð1 þ θÞð1  αÞð1  λÞπϕτ þ πτ ð1 þ βÞð1  αÞð1  ϕ Þ
ð1 þ β Þ
ð1 þ θ Þ



1
ð1αÞ

:

(7)
where A = α(1 + θ)(π + μ(1 + π)) is a set of parameters independent of the policy
term.
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Policy analysis of the different programmes
In this section we analyse which of the different policy approaches perform better
as a redistribution policy in terms of welfare. We assume a utilitarian social welfare
function, deﬁned as the weighted sum of the lifetime utilities of all individuals
(young and old, formal and informal) who are born directly into the steady state.
Following Thakoor (2008), we write aggregate welfare W as:






 
W ¼ π u c y; f þ θu co; f þ ð1  π Þ u c y; i þ βu c o;i :

(8)

Assuming that the government’s objective is to maximize total welfare, our ﬁrst
exercise is to ﬁnd out which is the best redistribution programme for the society as
a whole. In this sense, Figure 1 presents a comparison of the different policy
speciﬁcations, adjusting the tax rate that ﬁnances the programmes from 0 per cent
to 25 per cent. For the simulation, we chose the following combination of parameters
which are in accordance with the values commonly found in the literature: the
population growth rate (n) was taken from the World Bank’s Word Development
Indicators4 for Argentina for the period 1960–2012 and set at 0.01. Following Nehru
and Dhareshwar (1993), we set the share of capital in GDP (α) at 0.33. In addition, in
line with the values often used in the literature, the discount factors were set at
θ = 0.96 and β = 0.9 for formal and informal agents, respectively. The proportion
of formal workers (π) and the gap between the wage of formal and informal
individuals (μ) were set using the information of the Socio-Economic Database for
Latin America and the Caribbean (SEDLAC)5 from 2003 to 2013 which, in turn, is
based on data from Argentina’s Permanent Survey of Households. Thus, π = 0.6
and μ = 0.5. We consider three alternative values for the proportion of labour taxes
redistributed: ϕ = 0.1 (low redistribution setting), ϕ = 0.5 (medium redistribution
setting) and ϕ = 0.9 (high redistribution setting). To simplify the presentation, we
report here the results of the medium setting while the other speciﬁcations are included
in Appendix A.2. Finally, in the mix scenario (scenario 3), we assume that λ = 0.5.
In Panel A of Figure 1, we observe that the steady state capital level is the largest
in the no redistribution scenario (NR0) since, as expected, agents save more when
τ =0 (see Panel D). Consequently, in equilibrium, the interest rate is the lowest in
this setting. In contrast, when redistribution takes the form of pensions, agents save
less. This leads to the lowest level of capital and output which, in turn, are almost
4. See population growth data <http://data.worldbank.org/country/argentina> (accessed on
09.05.2014).
5. See labour income and informality data <http://sedlac.econo.unlp.edu.ar/eng/statistics-detalle.php?
idE=38> (accessed on 04.03.2014).
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Figure 1. Steady state results of alternative redistribution policy speciﬁcations
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Source: Author.
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identical to the no redistribution scenario (NR1). This is explained by the fact that
both scenarios are characterized by transfers to the old generation. The small
difference between them is explained by the difference in the discount factor of
formal and informal agents. From equations 4 and 6 it can be easily checked that
when both types of individuals have the same discount factor, the level of capital
in scenario 2 is the same as that of scenario NR1. This means that the distorting
effect on capital formation is the same in cases where the transfer goes to the
informal old or to formal old individuals.
Although the scenario NR0 presents the highest steady state aggregate output,
the aggregate welfare is the highest in the early redistribution scheme (see Panel E).
This is because the gap between the gains in utility due to the increased
consumption and the costs from the reduction in capital is the widest when the
funds collected are shifted to the young generation. Moreover, we can also observe
that in all redistribution schemes, the welfare functions are non-monotonic in
taxes. The turning point of these functions indicates that initially, despite the fall
in capital levels, aggregate consumption increases and so also does total welfare,
but beyond certain critical tax values the saving distortions are so strong that the
aggregate consumption begins to fall and total welfare begins to go down. Figure 1
also shows that the higher the transfer to the young, the higher the critical tax rate
at which welfare reaches its maximum value. Besides, when transfers are
redistributed in the form of pensions across the formal generations (scenario
NR1), the aggregate welfare falls as the tax rate increases. Moreover, the PAYG
system that transfers income across the formal individuals of different generations
is outperformed by the no redistribution setting in terms of welfare. This is in line
with the classic result in dynamic public economics which states that there is no
welfare rationale for introducing a PAYG pension in a dynamically efﬁcient overlapping generations economy with exogenous labour supply (see Aaron, 1966;
Samuelson, 1975). The authors show that a PAYG pension system is socially desirable
if, and only if, the gross return on capital (r) is less than the economy’s growth rate (n).
As can be observed in Panel C, as R – n > 1 (i.e. r > n), the steady state in the no
redistribution scenario NR0 is dynamically efﬁcient, which means that there is
no welfare justiﬁcation for providing PAYG pensions to formal agents. Nevertheless,
we ﬁnd that the introduction of a PAYG pension system across formal generations
can improve the stationary welfare of all two-period lived agents when a proportion
(50 per cent in this experiment) of the tax collected goes to the informal agents
(scenario 2). In our experiment, the late redistribution scenario performs better as
a redistribution policy than the no redistribution schemes when labour taxes are
lower than 15 per cent.
In addition, Panel E also shows that the mix redistribution programme outperforms the late redistribution scheme and the no redistribution scenarios in terms of
welfare.
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Finally, Panel H illustrates the relationship between the lifetime incomes (LIR)
of formal and informal individuals in the different settings. This relationship could
be considered as a simple measure of income inequality. We observe that, for all
redistribution scenarios, inequality is decreasing with the use of labour tax. This
is because as the tax increases, the lifetime income of the informal agents increases
while that of the formal individuals falls (see Panel G). Moreover, transferring the
taxes collected to the young generation generates the best results in terms of
income inequality. Inequality not only is greatest in the late redistribution setting,
but also worsens as the taxes increase due to the strong distortions in capital formation. As can be seen in Panel G, in the scenario NR1, the fall in lifetime income of
informal agents is stronger than the fall in the income of formal workers.
This experiment shows that redistribution programmes are policy instruments
that enhance aggregate welfare. Targeting the collected taxes towards the old informal agents is preferred to the no redistribution scenario (NR0) only when the tax is
small. This reﬂects the strong negative effects on savings of late transfers in OLG
models. We ﬁnd that, for all the tax rates considered, transferring the funds to
the young generation represents an improvement over the other redistribution
schemes in terms of total welfare. In this sense, one conclusion of this exercise is
that, in terms of total welfare, those programmes that transfer income to the informal (less productive and poorer) young generation like the Universal Child
Allowance programme in Argentina perform better than those redistributive
programmes whose target population are the elderly such as the Moratorium plan
in Argentina. Besides, we also ﬁnd that early redistribution performs in terms of
capital formation. However, given that the optimal tax rate that maximizes total
welfare differs among the programmes, the resulting optimal aggregate output
may not necessarily be the highest when redistribution is focused on the young
generation. In addition, we observe that, as expected, all redistribution
programmes reduce lifetime income inequality and the early redistribution scheme
outperforms the other policy speciﬁcations.
To complete the discussion, Figures A2.1 and A2.2 of Appendix 2 show the
results for the alternative values of the redistribution parameter. When ϕ = 0.1,
90 per cent of the tax collected goes to the formal old generation. Comparing the
results of this setting with those with a greater ϕ, in all the speciﬁcations considered
the welfare falls faster as the tax rate increases. This reﬂects that in OLG models, the
larger the redistribution to old formal agents, the less the beneﬁts in consumption
and the stronger the negative effects on capital accumulation. Nevertheless, it can be
observed that the optimal policy still leads towards a non-zero tax rate. Once again,
the point where the welfare of each scenario reaches its maximum is the highest
when redistribution to the informal young generation takes place. In the case of
ϕ = 0.1, total welfare is maximized at very low tax rates (around 2.5 per cent in
scenarios 1 and 2; see Appendix A1.1), whereas the value is higher and the gap
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between the optimal tax rates is wider when ϕ = 0.9. Regarding inequality, we ﬁnd
that when the proportion of redistribution is small, income inequality increases
with the labour tax and the no redistribution scenario (NR0) generates the most
equal distribution. This is because, as the tax rate increases, the lifetime income
of informal agents falls faster than the fall in the income of formal workers. This
result indicates that whether the redistribution policies enhance total welfare and
equality simultaneously depends on the proportion of redistribution.
In the next section, we calculate the optimal level of redistribution τ* of different
policy speciﬁcations and compare the steady state results of the aggregate economy
in the alternative scenarios. We also include a sensitivity analysis to check the
robustness of our ﬁndings.

Optimal tax and redistribution policy
We deﬁne optimal policy as the policy parameter τ that maximizes aggregate steady
state welfare, such that the conditions of competitive equilibrium hold. Then, to
calculate the tax rates where the government maximizes the total welfare of all
agents living simultaneously we use equation 8 and set ∂W
∂τ ¼ 0. As there is no simple
closed solution for τ in any of the redistribution schemes, we perform some
numerical simulations to obtain the optimal tax rate in each setting. We assume
here ϕ = 0.5 and below we consider the alternative values for the redistribution
parameter. As in scenario NR1 (where ϕ = 0), the aggregate welfare is maximized
when τ = 0 (see Panel E of Figure 1); both the no redistribution scenarios (NR0 and
NR1) present the same results at that point (Table 1).
In accordance with our ﬁndings in the previous section, at the optimal tax rates
all redistribution scenarios are an improvement over that with no redistribution in
terms of welfare. In contrast, the capital stock and, consequently, the aggregate
output is the highest when there is no redistribution. This is because when allowing
for redistribution to take place, the increased savings of the informal young agents
are not sufﬁcient to offset the fall in the savings of formal workers. Therefore, with
the transfer programmes, total savings fall 20 per cent in scenario 1, 15 per cent in
scenario 2 and 19 per cent in scenario 3 (see Appendix A.1).
However, despite the distortions in capital accumulation, aggregate welfare is
higher after redistribution. This is because the gains in utility of the informal
agents due to the transfer exceeds the fall in utility of the formal workers. More
precisely, the gains in utility in scenario 1 are 10 per cent while the losses are
7.4 per cent; 3.8 per cent and 2.6 per cent in scenario 2; and 7.5 per cent and
4.5 per cent in scenario 3.
It is known that, in the OLG models, any transfer to old agents causes strong
negative effects on capital accumulation. Nevertheless, for the set of parameters
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Table 1. Optimal simulation results
Redistribution scenarios
NR0 = NR1

Redistribution young (1)

Redistribution old (2)

Mix redistribution (3)

τ

0.000

0.195

0.073

0.121

y

0.566

0.525

0.535

0.528

k

0.182

0.145

0.154

0.147

R

1.039

1.209

1.163

1.196

w

0.378

0.350

0.357

0.352

young,f

0.193

0.158

0.175

0.166

old,f

0.192

0.184

0.195

0.191

young,i

0.099

0.119

0.103

0.111

old,i

0.093

0.125

0.108

0.120

f

s

0.185

0.123

0.156

0.143

i

0.089

0.110

0.076

0.084

S

0.147

0.118

0.124

0.119

0.000

0.034

0.013

0.022

P /T

0.000

0.051

0.020

0.032

f

u

-3.230

-3.470

-3.315

-3.375

i

-4.447

-4.003

-4.280

-4.114

-3.717

-3.669

-3.701

-3.684

c
c
c
c

s

118

f

P

i

i

u

W
f

RR

-

9.9%

3.7%

6.1%

i

-

14.6%

5.5%

9.1%

RR

Parameters
n

0.01

π

0.60

α

0.33

μ

0.50

β

0.90

ϕ

0.50

0.96
f

i

Note: R = (1 + r) and S refers to aggregate savings (S = π  s + (1  π)  s ).
Source: Author.

chosen, we ﬁnd that the late redistribution scheme presents the highest capital level
among the redistribution scenarios as well as the lowest value of aggregate welfare.
This result has to do with the difference in the value of the optimal tax rate among
the redistribution programmes. The optimal tax rate of the late redistribution
programme is 19.5 per cent in scenario 1, and it is 7.3 per cent and 12.1 per cent
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Table 2. Relationship between lifetime incomes of formal and informal agents
Redistribution scenarios
NR0 = NR1

Redistribution young (1)

Redistribution old (2)

Mix redistribution (3)

Formal (A)

0.378

0.379

0.374

0.370

Informal (B)

0.189

0.226

0.190

0.206

50%

60%

51%

56%

(B)/(A)
Source: Author.

in scenarios 2 and 3, respectively. The strong distortions in savings of the late redistribution programme are in part offset by the effect that a smaller tax rate has on
capital formation. As a result, when redistribution is introduced, the aggregate
output falls 5.4 per cent in scenario 2, 7.3 per cent in scenario 1 and 6.8 per cent
in scenario 3. However, although the early redistribution scheme presents the
highest optimal tax rate, the gap between the gains and losses in utility due to
redistribution is at its largest, as it isf also so for welfare. Speciﬁcally,
for the param∂u3f
∂u1
∂u i
∂u1i
eters chosen, it holds that π ∂τ  ð1  π Þ ∂τ > π ∂τ  ð1  π Þ ∂τ3 >
π

∂u2f
∂τ

 ð1 

∂ui
π Þ ∂τ2

.

It is important to mention that the optimal tax policy described above is not
welfare enhancing in a Paretian sense, as in the steady state the formal agents reduce
their consumption (and therefore their utility) when redistribution takes place.
We also ﬁnd that the Replacement Rate (RR), deﬁned as the relationship
between pensions and wages of formal individuals, is the highest in scenario 1
for both formal and informal agents. In this case, the value of the pensions of
formal agents represents almost 10 per cent of the wages of the current formal
workers, while the transfers to the informal agents represents 14.6 per cent of the
wages of the formal sector and 7.3 per cent of the wages of the informal workers.
We can also observe that the transfers to informal agents are 1.5 times the pensions
received by formal workers.
Finally, another important conclusion of this exercise is that the redistribution
programme that transfers income to the young also has the best performance
regarding equality. Table 2 shows that the relationship between the lifetime incomes
of formal and informal agents in the different settings is the highest in the early
redistribution scenario. Hence, our results show that, within the parameters chosen,
to redistribute to the young generation not only generates the highest total welfare,
but it is the best instrument to reduce inequality.
Next, we investigate how sensitive these results are to changes in the exogenous
parameters.
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Sensitivity analysis
To complete the analysis, we allow for the exogenous parameters to vary in order to
check the robustness of our previous ﬁndings. It is important to mention that when
all the taxes collected go to the formal old individuals (scenario NR1) the negative
impact on consumption and capital formation is so high that the optimal tax rate
is zero for all the alternative parameter values considered.6 Then, for the simulation
we consider only the no redistribution scenario, NR0. Besides, given that scenarios 1
and 2 and their respective results are special cases of scenario 3 (see Appendix A1.1),
to keep the presentation simple we analysed the extreme schemes, i.e. early and late
redistribution programmes. Finally, we assume the same discount factor γ = 0.96
for both types of individuals. Below, we vary this parameter.
Figure 2 reports the steady state results of the most relevant macroeconomic
variables when the informal workers’ productivity varies. As μ increases, the informal
workers become richer and income inequality reduces. This causes aggregate savings
to go up, which increases the capital levels and lowers the interest rate, except in
scenario NR0 because, with the same discount factor for formal and informal
individuals, it holds that ∂k∂μN R ¼ 0.7
120

Additionally, from Panel B we see that as income becomes more equal, the need for
redistribution decreases and the necessary taxes to ﬁnance the programmes fall. This
result reinforces the positive impact on capital formation. Panel A also shows that
τ 1 > τ 2 and that, k 2>k 1 except for μ ≤ 0.2. This is because when the levels of income
inequality are high, the necessary tax rate is also high and the saving distortions in
scenario 2 become too large compared with scenario 1. But as inequality decreases,
τ 1 and τ 2 also fall as do the savings distortions. In the limit, as μ tends to 1, τ 1 and
τ 2 tend to zero and the capital stock in all settings tends to equalize.
In terms of welfare, we get the same results as in the baseline case. Panel C
shows that the optimal programme is that which redistributes to the young generation. As income inequality disappears, the welfare of the different regimes tends to
converge around the same value.
Regarding lifetime income inequality, Panel F shows that the lifetime incomes
relationship (LIR) decreases with μ. More precisely, when wage inequality is high
(i.e. low values of μ), the transfers to the formal and informal agents are high because
the optimal tax rate is also high. As productivity increases, wages become more equal,
and since the tax rate required falls, the transfers to formal and informal agents fall too.
As can be observed from Panel E, in scenario 1 the lifetime income of the informal
workers falls while that of the formal agents increases, resulting in a reduction of the
LIR. When redistribution is in the form of pensions, the lifetime income of the formal
6. Detailed results are available from the author upon request.
h
i 1
ð1αÞ
Þ
γ
7. More precisely, with β = θ = γ, k N R ¼ ðð1α
, which does not depend either on μ or on π.
1þnÞ ð1þγÞ
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Figure 2. Steady state results when productivity changes
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Source: Author.

workers increases with μ whereas the lifetime income of the informal agents tends to
fall, leading to a fall in the LIR. Hence, the results of our experiment show that lifetime
income inequality increases with productivity and that the early redistribution
programme presents the highest LIR. This conclusion suggests that the positive effects
of redistribution on lifetime income inequality weaken as the economy is more equal.
When considering changes in the proportion of formal workers, it can be noted
in Figure 3 that the no redistribution scenario presents the highest capital level,
which does not depend on the formality parameter. However, in both redistribution
International Social Security Review, Vol. 69, 2/2016
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Figure 3. Steady state results when formality changes
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Source: Author.

programmes, as π increases, the capital level per unit of effective labour falls for
π ≤ 0.3, reaching its minimum at π = 0.4 and then begins to increase (Panel A).
This result could be explained by the following mechanism: as formality increases,
aggregate savings go up which provokes a positive effect on capital. At the same
time, as the number of productive workers increases, the level of effective young
workers also increases and the stock of capital per unit of effective labour falls.
Then again, as π increases, the necessary tax rate goes down, helping to offset
the negative impact on capital.
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Hence, for low values of π (and therefore high values of τ*), the adverse impact
on capital formation is seen in both redistribution scenarios, while for π > 0.3 the
low value of the tax rate helps to reverse the negative effect on capital formation.
Once again, it holds that τ 1 > τ 2 and, for the majority of the formality values
considered, k 2 >k 1 . The latter inequality does not hold when the population of
formal workers is so small that the magnitude of the tax required rises so high that
the savings distortions in scenario 2 are too large. In addition, Panel A also shows
that k 1>k 2 for π > 0.7. This is because although it still holds that τ 1 > τ 2, they are
small in magnitude and the positive effect that redistribution to the young
generation has on savings prevails over the negative impact of higher tax. In all
cases, welfare is increasing in π, and our ﬁnding that it is an optimal policy to
redistribute towards the young agents is robust to changes in formality.
Another result that is worth highlighting from this exercise is that lifetime
income inequality reduces as labour formality increases. In fact, when the population of formal workers is small, though the optimal tax rate is high, the number
of contributors to the social security system is small. The transfers received by the
informal agents are also small because they represent a relative high proportion of
total population, while the pensions to formal individuals are high because they
are small group. As formality increases, the need for redistribution falls and the
optimal tax rate goes down. However, there are more contributors to the system
and less informal individuals that receive the beneﬁts, so the transfers to the informal agents increase while the pensions to the formal individuals fall. As a result, the
lifetime incomes (LI) of informal individuals increase faster than the fall in the LI of
the formal workers (see Panel E). As shown in Panel G, this behaviour results in an
increasing LIR as formality increases. In general, the early redistribution scheme
presents the highest LIR; however, a very interesting ﬁnding of this exercise is that
for small values of formality, the no redistribution scenario is the more equal policy.
Additional sensitivity analysis was conducted by allowing the informal agents to
discount the future at a higher rate than the formal ones. We tried the discount
factor β in the range [0.5, 0.96] in which the optimal tax rate is positive. As can be seen
in Figure 4, the less the informal workers discount the future (i.e. the higher the
discount factor β), the more necessary the tax rates to ﬁnance the redistribution
programmes. The adverse effect of labour taxation causes a fall in capital levels and
in consumption, which lowers total welfare. In contrast, when there is no
redistribution, the increases in β lead to increases in capital stock. However, welfare
falls because, as shown in Panel D, the utility of the informal agents falls strongly since
the increased consumption levels of agents when old does not compensate for the
reduced consumption levels when young. Panel C shows that across the different
discount factors, the optimal programme is the one that transfers to the young.
Finally, Panel F shows that inequality falls with the discount factor of informal
individuals. As the optimal tax rate increases, the transfers also increase. But since
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Figure 4. Steady state results when the discount factor β changes
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Source: Author.

the lifetime income of the informal workers increases faster than the income of the
formal agents, in all the redistribution schemes the LIR increases with β. Once
again, the redistribution programme of scenario 1 is superior in terms of equality.
Table 3 shows that our results are also robust to changes in the population
growth rate. As n increases, there will be more young individuals in the next period.
As a result, the capital per unit of effective labour falls and, consequently, the
optimal interest rate increases. This fall in capital formation impacts adversely on
consumption, which leads to reductions in aggregate utility in all the policy
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schemes. We can also observe that across the alternative population growth rates
considered, the optimal tax rate is kept unchanged. Once again, society is better
off in terms of welfare when the government implements the programme that
redistributes from formal agents to informal young individuals.
The effects of population growth on lifetime income inequality are marginal.
The last column of Table 3 also shows that as n increases, the LIR decreases slightly
in scenario 1 and it marginally decreases in scenario 2.8 This is because, in both
redistribution scenarios, the lifetime income of the informal workers falls at a faster
rate than the fall in the income of formal workers. This result could suggest that the
effects on inequality of the redistribution programmes would be larger in economies with higher growth rates.
Finally, Table 4 reports the steady state results for three different redistribution
settings: ϕ = 0.1 (low redistribution), ϕ = 0.5 (medium redistribution) and ϕ = 0.9
(high redistribution).
In general, we get the same results as in the baseline case. We ﬁnd that in
terms of aggregate welfare, redistribution is the optimal policy since the gains
in consumption more than offset the distortions in the capital stock due to
the labour tax. We also ﬁnd that the early redistribution programme is superior
in terms of capital formation when the proportion of redistribution is high. This
is because as ϕ increases, the necessary tax to ﬁnance the beneﬁts also goes up,
leading to a fall in capital stock in both redistribution scenarios. At the same
time, increases in ϕ have no impact on capital levels in scenario 2, but increases
the capital stock in scenario 1, which offsets, in part, the fall.9 Hence, although
the optimal tax rate is the highest when redistribution targets the young generation, the higher proportion of redistribution helps to smooth the distortions on
capital stock. The results in Table 4 not only reafﬁrm our ﬁnding that redistribution to the young generation is the optimal policy but also show that the
higher the redistribution parameter (ϕ), the higher the aggregate welfare.
As can be seen, informal individuals prefer waiting until the next period to receive
a transfer in the form of pensions only if the transfer in the current period is small. For
instance, they will prefer receiving 50 per cent of the tax rate in the form of pensions

8. The differences in the values can be observed when using more than 3 decimal places.
h
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γ½μð1π Þþϕτπþð1τ Þπ  ð1αÞ
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which does not depend on ϕ.
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Table 4. Steady state results for different redistribution parameters
Redistribution scenarios
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∀ϕ
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0.154

i

0.093

0.092

0.114

0.147

0.091

0.077

0.066

S

0.149

0.141

0.117

0.142

0.143

0.123

0.118

0.000

0.005

0.038

0.008

0.005

0.015

0.004

P /T

0.000

0.001

0.056

0.110

0.001

0.023

0.048

f

u

-3.230

-3.238

-3.495

-3.661

-3.235

-3.328

-3.421

i

-4.589

-4.576

-4.089

-3.705

-4.593

-4.390

-4.191

-3.774

-3.773

-3.716

-3.670

-3.773

-3.753

-3.729

c
c
c
c

s

f

P

i

i

u

W
f

RR

-

1.4%

10.8%

2.2%

1.4%

4.2%

1.0%

i

-

0.4%

16.0%

29.4%

0.2%

6.3%

13.6%

RR

Note: Results for ϕ = 0.5 marginally differs from those of Table 1 since it was set here γ = 0.96 for formal and
informal individuals.
Source: Author.

(where the utility derived from consumption is -4.390) rather than 10 per cent of the
tax in the form of current transfers (where the utility is -4.576).
Regarding replacement rates (RR), scenario 1 presents the highest values of RR.
As seen in Table 4, the higher the parameter of redistribution (ϕ), the lower the
relationship between pensions and wages for formal workers and only when
redistribution is low does the RR of formal agents exceeds that of informal ones.
Finally, in line with what we mentioned previously, the early redistribution
scheme outperforms the redistribution in the form of pensions in terms of
income inequality (see Table 5). The higher the percentage of labour taxes
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Table 5. Relationship between lifetime incomes of formal and informal agents for
different ϕ
Redistribution scenarios
NR

Redistribution young (1)

Redistribution old (2)

∀ϕ

ϕ = 0.1

ϕ = 0.5

ϕ = 0.9

ϕ = 0.1

ϕ = 0.5

ϕ = 0.9

Formal (A)

0.379

0.378

0.381

0.381

0.380

0.369

0.354

Informal (B)

0.190

0.188

0.231

0.296

0.188

0.197

0.216

(B)/(A)

50%

50%

61%

78%

50%

53%

61%

Source: Author.
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redistributed, the lower the gap between the lifetime incomes of formal and
informal individuals. Only when ϕ is small does the choice not to redistribute
rise as the optimal policy.
This exercise shows that when workers differ regarding productivity and
labour status (formal or informal) and with inelastic labour supply, the optimal
government transfer is the one that redistributes to the young generation.
Another ﬁnding that is worth mentioning is that for low values of the
redistribution parameter (ϕ), the no redistribution policy leads to a setting with
a more equitable distribution. These results are robust across changes in the
parameters.

Conclusions
In this article we study a two-period OLG model, with agents’ heterogeneity
according to whether they work in the formal or informal sector of the economy.
Informal workers are less productive than formal ones and the government uses
the PAYG system as an instrument to redistribute to the informal individuals under
ﬁve policy schemes: (i) early redistribution to the young informal generation
ﬁnanced by a proportion of taxes on wage income of the current young formal
generation; (ii) late redistribution to the informal old generation ﬁnanced by a
proportion of taxes on wage income of the current young formal generation;
(iii) a mix between early and late redistribution ﬁnanced by a proportion of taxes
on wage income of the current young formal generation and, for comparative
reasons, we include the following two scenarios with no redistribution from formal
to informal agents: (iv) the case where the current formal young generation
transfers income to the current formal old generation through the PAYG pension
system (redistribution among formal agents); and (v) the case where no form of
redistribution takes place.
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The main ﬁnding of this article is that although the optimal tax rate is higher in
the early redistribution scheme, the optimal policy in terms of welfare is the one
where the transfers go from the current formal generation to the current informal
one. In this sense, for the Argentinean case, those programmes that are in line with
the Universal Child Allowance programme should be an improvement over the
Retirement Inclusion Plan (Moratorium plan) in terms of welfare.
However, the issue about which setting presents the higher steady state output
depends on the proportion of the taxes transferred to the informal agents. We show
that the greater the proportion to be redistributed, the stronger the negative effects
on capital formation when the transfers go to the old, favouring early redistribution. Increases in productivity and in the wages of the informal agents enhance
welfare. On the contrary, increases in the discount factor of informal individuals
and in the population growth rate lower welfare.
This exercise also shows that even in a dynamically efﬁcient economy, the introduction of a PAYG pension system could be justiﬁed in terms of welfare only if part
of the tax revenue is redistributed to the informal agents. We also ﬁnd that, in terms
of aggregate utility, formal workers are better off when there is no redistribution,
while the informal agents are better off in all redistribution scenarios. In this sense,
from the initial no redistribution setting, any of the redistribution policies discussed
in the article is Pareto improving.
Finally, regarding income inequality, we have found that the early redistribution
scheme outperforms redistribution in the form of pensions. The higher the
percentage of labour taxes redistributed, the lower the gap between the lifetime
incomes of formal and informal individuals in all redistribution scenarios. Nevertheless, for small values of ϕ, inequality worsens with redistribution and not having
redistribution leads to a more equitable distribution.
As in all theoretical studies, our model uses a set a simple assumptions. One of
them is inelastic labour supply. One extension could be to assume that the labour
supply is elastic, to include in the analysis the effects of labour distortions from
taxing the wages of formal workers. To simplify the analysis, we have restricted
the pensions of formal workers to a proportion of the current tax collected.
Another extension could be to include a lineal formula more similar to the one that
is applied in the Argentinean PAYG system. For example, in line with Cremer et al.
(2008), we could include a formula for the pension that consists of two
components: a ﬂat (Beveridgean) beneﬁt related to the mean contributions to the
system and a purely contributory (Bismarckian) component which depends on
the contributions of each worker. Moreover, future research could also relax the
assumption that only labour taxes ﬁnance the redistribution and include other
public resources. Finally, future research could include some inequality aversion
parameter to regulate the convexity of the social welfare function and investigate to
which extent the results change as the social preference for equality changes.
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Appendix

A1.1. Optimal levels of consumption and savings
Scenario NR1: No redistribution to the informal sector.
Informal workers
Formal workers
ctf ¼ wtf ð1  τ Þ  stf

c t i ¼ w t i  st i

f
f
ctþ1
¼ stf ð1 þ rtþ1 Þ þ Ptþ1

i
ctþ1
¼ sti ð1 þ rtþ1 Þ

IBC i : cti þ

i
ctþ1
¼ wt i :
ð1 þ rtþ1 Þ

(A:1)
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IBC f : ctf þ

f
f
ctþ1
Ptþ1
¼ w t f ð1  τ Þ þ
:
ð1 þ rtþ1 Þ
ð1 þ rtþ1 Þ

(A:2)

Introducing restriction A.1 in problem (1) of the text, the solutions of the
i
optimal cti ctþ1
and saving rate sti for informal workers are:
1
wi
ð1 þ β Þ t

(A:3)

β
ð1 þ rtþ1 Þwti
ð1 þ β Þ

(A:4)

β
w i:
ð1 þ β Þ t

(A:5)



cti ¼


i
¼
ctþ1



st i ¼

For formal workers:
ct

f
ctþ1

f

f
Ptþ1
1
w t f ð1  τ Þ þ
¼
ð1 þ rtþ1 Þ
ð1 þ θ Þ

!

f
Ptþ1
θ
ð1 þ rtþ1 Þ wtf ð1  τ Þ þ
¼
ð1 þ θ Þ
ð1 þ rtþ1 Þ

st

f

!
f
Ptþ1
1
f
:
θwt ð1  τ Þ 
¼
ð1 þ rtþ1 Þ
ð1 þ θ Þ

(A:6)
!
(A:7)

(A:8)

In the case of formal agents, savings are increasing in the interest rate and in
disposable wage income and decreasing in the pension transfer (crowding-out
effect). These optimal expressions of consumption and savings also apply to the
rest of the policy speciﬁcations considered, except in the no redistribution scenario
(NR0) where τ =0. In this case, for formal individuals it holds that:
1
w f
ð1 þ θ Þ t

(A:9)

θ
ð1 þ rtþ1 Þwtf
ð1 þ θ Þ

(A:10)

1
θwtf :
ð1 þ θ Þ

(A:11)



ct f ¼


f
¼
ctþ1


st f ¼
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Scenario 1: Redistribution in the form of income transfers.
Informal workers
Formal workers
ctf ¼ wtf ð1  τ Þ  stf

cti ¼ wti  sti þ T it

f
f
ctþ1
¼ stf ð1 þ rtþ1 Þ þ Ptþ1

i
ctþ1
¼ sti ð1 þ rtþ1 Þ

IBC i : cti þ

i
ctþ1
¼ wt i þ T t i :
ð1 þ rtþ1 Þ

(A:12)

Introducing restriction A.12 in problem (1) of the text, the solutions of the
optimal cit citþ1 and saving rate sit for informal workers are:

1  i
w þ T it
ð1 þ β Þ t

(A:13)



β
ð1 þ rtþ1 Þ wit þ T it
ð1 þ β Þ

(A:14)



cit ¼


citþ1 ¼



sit ¼
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β  i
wt þ T it :
ð1 þ β Þ

(A:15)

Thus, for informal workers, the saving rates are increasing in wage income and
in the income transfer.
Scenario 2: Redistribution in the form of pensions.
Informal workers
Formal workers
c t f ¼ w t f ð1  τ Þ  st f

c t i ¼ w t i  st i
i
i
ctþ1
¼ sti ð1 þ rtþ1 Þ þ Ptþ1

IBC i : cti þ

f
f
ctþ1
¼ stf ð1 þ rtþ1 Þ þ Ptþ1
i
i
ctþ1
Ptþ1
¼ wt i þ
ð1 þ rtþ1 Þ
ð1 þ rtþ1 Þ

(A:16)

Introducing restriction A.16 in problem (1) of the text yields the following
j
and saving rate stj . For informal workers:
solutions for the optimal ctj ctþ1


i
Ptþ1
1
i
i
(A:17)
wt þ
ct ¼
ð1 þ rtþ1 Þ
ð1 þ β Þ


i
ctþ1
¼



i
Ptþ1
β
ð1 þ rtþ1 Þ wti þ
ð1 þ rtþ1 Þ
ð1 þ β Þ

(A:18)
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st i ¼



i
Ptþ1
1
βwti 
:
ð1 þ β Þ
ð1 þ rtþ1 Þ

(A:19)

Scenario 3: Redistribution using both transfers to informal young and old agents.
Informal workers
Formal workers
c t f ¼ w t f ð1  τ Þ  st f

cti ¼ wti  sti þ λT it
i
ctþ1
¼ sti ð1 þ rtþ1 Þ þ ð1  λÞPitþ1

IBC i : cti þ

f
f
ctþ1
¼ stf ð1 þ rtþ1 Þ þ Ptþ1

i
i
ctþ1
Ptþ1
¼ wti þ λT ti þ ð1  λÞ
ð1 þ rtþ1 Þ
ð1 þ rtþ1 Þ

IBC f : ctf þ

f
f
ctþ1
Ptþ1
¼ wtf ð1  τ Þ þ
:
ð1 þ rtþ1 Þ
ð1 þ rtþ1 Þ

(A:20)

(A:21)

where λ is the fraction of total contributions that the government uses to pay the
early redistribution programme. As can be seen, scenarios 1 and 2 are special cases
of scenario 3 where λ =1 and λ =0 in the ﬁrst and second case, respectively.
Introducing restriction A.20 in problem (1) yields the following solutions for
j
and saving rate stj . For informal workers:
the optimal ctj ctþ1

i 
ð1  λÞPtþ1
1
wti þ λT ti þ
ð1 þ rtþ1 Þ
ð1 þ β Þ

(A:22)


i 
ð1  λÞPtþ1
β
ð1 þ rtþ1 Þ wti þ λT ti þ
ð1 þ rtþ1 Þ
ð1 þ β Þ

(A:23)


i 

 ð1  λÞPtþ1
1
:
β wti þ λT ti 
ð1 þ rtþ1 Þ
ð1 þ β Þ

(A:24)



cti ¼



i
ctþ1
¼



st i ¼

A1.2. Optimal levels of wages and interest rate
Using a Cobb-Douglas production function with no technological change, and
taking into account the heterogeneity among workers, the production function is
of the form: Y t ¼ K αt E t1α . Then:
wt ¼ ð1  αÞk αt
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rtþ1 ¼ αk tα1 :

(A:26)

where k t ¼ KEtt is the stock of capital per unit of effective labour; yt ¼ f ðk t Þ ¼ k αt ;

f ′(kt) > 0 and f ″(kt) < 0.

A1.3. Derivation of pensions and income transfers
Since total taxes are transferred, it holds that: Taxest ¼ τwtf πLt ¼ ð1  π ÞLt T it þ

πLt1 Ptf in scenario 1, Taxest ¼ τwtf πLt ¼ ð1  π ÞLt1 Pti þ πLt1 Ptf in


scenario 2 and
Taxest ¼ τwtf πLt ¼ ð1  π Þ Lt λT ti þ Lt1 ð1  λÞPti þ
πLt1 Ptf

in scenario 3. The equilibrium conditions require that: (i)
f

ð1  ϕ Þτwt πLt ¼ πLt1 Ptf and ϕτwtf πLt ¼ ð1  π ÞLt T ti in scenario 1;

(ii) ð1  ϕ Þτwtf πLt ¼ πLt1 Ptf and ϕτwtf πLt ¼ ð1  π ÞLt1 Pti in scenario

134

2; and (iii)
ð1  ϕ Þτwtf πLt ¼ πLt1 Ptf
and
ϕτwtf πLt ¼


ð1  π Þ Lt λT ti þ Lt1 ð1  λÞPti in scenario 3.
Finally, in the no redistribution scenario (NR1), the equilibrium requires that
τwtf πLt ¼ πLt1 Ptf
Lt
Lt1

.

Then,

with

stationary

population

structure

¼ ð1 þ nÞ the pensions of formal workers are deﬁned as:
Ptf ¼ ð1  ϕ Þτwtf ð1 þ nÞ

(A:27)

The income transfers in scenario 1 are deﬁned as:
T it ¼

ϕτwtf π
ð1  π Þ

(A:28)

while the beneﬁts that the informal old agents receive in time t under scenario 2
can be expressed as:
ϕτwtf πð1 þ nÞ
:
(A:29)
Pit ¼
ð1  π Þ
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A2. Results for the alternative values of the redistribution parameter
Figure A2.1 Steady state results for ϕ = 0.1

135

Note: We deﬁne R = (1 + r).
Source: Author.
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Figure A2.2 Steady state results for ϕ = 0.9
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Note: We deﬁne R = (1 + r).
Source: Author.
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BOOK REVIEW
OECD. Integrating social services for vulnerable groups – Bridging sectors for better
service delivery. Paris, Organisation for Economic Co-operation and Development, 2015.
210 pp. ISBN 978-92-64-23376-8.

As concerns mount among advanced economies about rising claimant numbers and the costs of social
protection in the context of growing public deﬁcits and debt, this OECD report is a timely contribution to
the shortcomings and options for improving coherence and efﬁciency of social services across its
member countries. Vulnerable people have complex and different social and health problems, and
require assistance from multiple social services that are usually delivered separately. This traditionally
fragmented approach to service provision leaves coverage gaps – unmet service needs – for people
who lack the means or knowledge to access multiple services in different locations. In response, the
OECD has sought out cross-country empirical evidence of policies pursued in relation to the needs
of these groups, notably those effectively implementing integrated service delivery strategies at different administrative levels.
The report consists of six chapters. Chapter 1 provides the conceptual framework and rationale for
integrating social service delivery for vulnerable groups, outlining its potential beneﬁts for service users
and providers, including better access to, and takeup of social services, improved service quality and
user outcomes, cost effectiveness and savings potential. It also discusses barriers to effective integration, including ﬁscal federalism, the tendency to shift costs or clients between providers, uncertainty in
outcomes, challenges related to service administration and to joint working among providers, data
sharing and the issue of stigma associated with dependence on social services. Chapters 2 to 5
compare and evaluate national integration practices for four vulnerable groups, evaluating outcomes
for services users and providers and the delivery cost of such services. Each chapter concludes by
considering the opportunities for, and barriers to, effective integration in each area of social services.
The ﬁnal chapter assesses the potential for successful service integration, but also highlights the limits
and challenges for implementing it, concluding with a set of good practices that have the potential to
make integration work.
The report’s didactic approach is helpful, clarifying what stands behind the concept of integrated
services, and how it groups the potential users that come under a broad denomination of “vulnerable
populations”.
The concept of integrated services aims at a coherent set of methods and models of funding,
administering and organizing service delivery and clinical units to ensure smooth and rapid ﬂows of
information and communication (“connectivity”), coordination and collaboration, within and among
sectors and services. With the aim to improve efﬁciency of delivery for the beneﬁt of users, integration
can be either horizontal or vertical.
Delivery options in integrated services depend on the extent of potential interaction and scope for
support. It can take place through cooperation or communication among service providers, where
agencies share information and training, creating a network of agencies to improve service user
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experience. It can consist of cross-sectoral collaboration among professionals via knowledge sharing,
thereby improving the referral process to other services delivered by the centre. The highest extent of
integration takes place through cooperation where professionals communicate and work together on a
user’s case. This offers the best chance of improving users’ outcomes, by increasing staff ability to
identify and respond more quickly to users’ needs, thereby reducing duplication and costs, while
improving accessibility to users. Improving efﬁciency and savings is important since service spending
on vulnerable populations has steadily increased over the past three decades.
While integration is an emerging OECD trend, the approaches to it vary considerably. However, the
case studies analysed show that a set of common choices or distinctions exist, including universal
versus targeted integrated services; top-down versus bottom-up approaches; vertical versus horizontal
integration; formal integration (including ﬁnancial and legislative initiatives) and more informal practices; and the ability to use, or restrictions to, sharing user data across service providers and sectors.
But who are the vulnerable populations? Since there is no standard international deﬁnition, or
agreement, of who is a member of a vulnerable group, the report starts with a salutary effort at
identifying the differing country-speciﬁc deﬁnitions and indicators of vulnerable populations, on the
basis of which it provides comparable indicators on different aspects of vulnerability. It focuses on
the extent and trends in vulnerability of four different groups (Vulnerable families with children; Children
and youth with mental health concerns; The homeless; The frail elderly) who manifestly have complex
but different needs.
From a policy perspective, the report distinguishes between: (a) vulnerable populations that are
currently dependant, but who may eventually be reintegrated into work, requiring access to stable
services, the funding of which may be considered as social investment, that may reduce welfare
dependency in the mid-term; and (b) those who need support for the foreseeable future, such as
the frail elderly with chronic diseases and disabilities.
Among the expected beneﬁts of service integration, the report points to the potential of enhanced
capacity to address simultaneously multiple issues encountered by vulnerable populations. For
instance, responding to a housing need of a vulnerable person who has substance abuse problems
and/or mental health concerns that require access to medical treatment. Or, facilitating an early identiﬁcation of multiple needs that enable targeted and quicker intervention, which avoids multiple visits
and the risk of duplication of services and facilitates cross-service and cross-sector information and
knowledge sharing between professionals. Taken together, these factors tend to improve responses,
outcomes and quality of service, and the satisfaction of users and providers, besides contributing to
cost savings. These factors are likely to produce a win-win formula in the long term.
Among the recommendations that would facilitate the adoption of integrated service delivery,
mention is made of the following:
• Any shift to integrate services should allow time for the staff involved to develop their own working
cultures, institutional knowledge and practices, and shared goals.
• Governments should commit resources to longer-term investments in service development,
targeting and evaluations to fully understand the added-value of integrated services.
• Policies of the newly integrated services must include cost-efﬁciency evaluations in their implementation plans.
• Such evaluations must also include the effects of integration on users’ health and well-being.
• Collaboration is called for between social service delivery agencies and their management groups
through bodies such as joint management boards or via cross-sector educational training.
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• Targets in a given sector should reﬂect outcomes of collaboration and the achievements of
collaborating partner services.
• Collaborating agencies should build secure, efﬁcient and ethical data-sharing platforms for
providers.
• Standard practices are necessary for recording, forwarding and acting on service user information,
and such practices should be audited or monitored.
• The list of monitored outcomes of integrated services and practices should include service users’
satisfaction.
• Effective methods to identify and encourage the most vulnerable to access services and beneﬁts
will optimize delivery of the new services.
Importantly, the report also points to several factors that may hinder integrated service delivery models,
which include:
• The capacity of such services to be “in step” with the ongoing development of mainstream social
protection systems.
• Complex governance structures that can challenge the rapid and effective integration of service
delivery.
• Differences in front-line professionals’ skills and employment conditions that can limit the ability
and incentive among professionals to collaborate effectively, thereby blocking effective integration
and delivery.
• Local barriers to comprehensive data sharing that may create difﬁculties in identifying those who
need integrated services and in what priority order, generating implementation problems.
• The issue of stigma, once vulnerable persons have been identiﬁed, can also result in sub-optimal
delivery.
• Mobilizing signiﬁcant ﬁnancial resources and rapidly reforming the organization and structure of
ﬁnancing, management and practice, constitute important challenges to service integration.
Moreover, at policy-maker level, a major obstacle to implementing integration strategies is the lack of
substantive evidence of successful approaches or implementation practices and long-term evaluations
of integrated social services outcomes and delivery for vulnerable groups.
While social service integration is viewed as a promising option to explore, the report stresses the
importance of strengthening the evidence base to determine its long-term impact on social outcomes
and cost savings. The report cautions against expectations that integrated services will produce quick,
clear cost savings and improved user outcomes. To ensure that high expectations for integrated
services do not result in overinvestment, or withdrawal of integrated practices that produce later
returns, it offers ﬁve observations:
(a) That government should not expect direct and quick cost savings in all cases. The costs can be
substantial and may increase in the short term because improved identiﬁcation of need and better
services increase demand; outcomes and cost savings may not occur in the short term.
(b) In drawing on national successful outcomes, attention must be given to the great variations of
country contexts when assessing costs of services developed and those that are replaced (e.g.
hospitalization, imprisonment, and other services,) which are not directly transferable. Local
contextualisation should help adjustment to avoid under- or over-estimation of savings that may lead
to inappropriate goal setting or underinvestment.
(c) Governments can overestimate the expected contribution of the increasing role of private
providers to social services (for proﬁt, non-proﬁt or volunteers) to the performance of integrated
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services, while their inclusion may imply challenges for integration, increased reliance for data sharing,
accounting practices and evaluation studies, which may generate various problems.
(d) Recent austerity and ﬁscal consolidation policies can potentially affect demand for, and efﬁciency
of, integrated social services. However, while scaling back of service infrastructure may produce shortterm savings, it may not produce longer-term efﬁciency gains, especially if human or institutional
capital is lost in the process. There can be trade-offs between quick cost cutting and steps to improve
longer-term efﬁciency – and these can be important for services for which demand is growing (e.g.
long-term care) and those that contribute to productivity in the economy (like childcare). Since service
cuts are hard to reverse, attention should be given to the potential for greater future costs, besides the
coordination problems that cuts can generate. Also, cuts in education budgets may affect skill development or deteriorate school environments, which can result in subsequent youth unemployment.
(e) The design of mainstream social protection is closely related to the growing demand for
integrated social services for vulnerable populations, this is therefore likely to require a global reform
of the social protection system.
To conclude, this is an informative report on a major and growing segment of social protection, in
the context of budget constraints and growing demands, for which evidence of good practice is scarce,
and target setting and coordination is difﬁcult to achieve. It offers a precious “tool-book” for addressing
the main challenges to achieving successful integration of social services.
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