
Table 1.1 Welfare State Around 1980

Western OECD 
Service Provision Communist Countries Countries East Asian Countries Developing Countries

Universal or near universal 
provision of pensions

Universal or near universal 
provision of family benefits

Unemployment insurance

Socialized health

Socialized education
Score

Source: Authors’ compilation.
Note: Family benefits and unemployment insurance in non–Central European, formerly communist countries, formally do not differ from the those in
Central Europe. However, their puny amounts, limited coverage, and large arrears make these rights practically irrelevant. For these reasons, 
Kazakhstan has recently formally abolished unemployment benefits. The same is true for a formally socialized health care, when receiving even a
modicum of “free” health care requires that patients bring in their own drugs and food and pay bribes to the doctors. Score was calculated by giving 
1 point for each “yes” and 0.5 point for “limited.”

Yes; high replacement
rates in Eastern
Europe, low in the
former Soviet Union

Yes in Eastern Europe;
not in the former
Soviet Union

Full employment

Yes

Yes
5

Yes; high 
replacement rates

Yes, except in the
United States

Yes

Yes, except in the
United States

Yes
5

For civil servants
only

No

No

Limited

Yes
2

For civil servants only

No

No

No (in practice)

Yes (limited)
1.5



Table 1.2 Welfare State Around 2000

Former Communist Countries

Western OECD 
Service Provision Central Europe Others Countries East Asian Countries Developing Countries

Universal or near universal 
provision of pensions

Universal or near universal 
provision of family benefits

Unemployment insurance
Socialized health

Socialized education
Score

Source: Authors’ compilation.
Note: Family benefits and unemployment insurance in non–Central European, formerly communist countries, formally do not differ from the those in
Central Europe. However, their puny amounts, limited coverage, and large arrears make these rights practically irrelevant. For these reasons, 
Kazakhstan has recently formally abolished unemployment benefits. The same is true for a formally socialized health care, when receiving even a
modicum of “free” health care requires that patients bring in their own drugs and food and pay bribes to the doctors. Score was calculated by giving 
1 point for each “yes” and 0.5 point for “limited.”

Yes

Yes

Yes
Yes

Yes
5

Very low
replacement
rates

Limited

No
No

Limited
2

Yes; high
replacement
rates

Yes, except in
the United
States

Yes
Yes, except in
the United
States

Yes
5

For civil servants
only

No

Limited
Limited

Yes
2.5

For civil servants only

No

No
No (in practice)

Yes (limited)
1.5
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the most generous average benefit of $54 a month, making up
22 percent of a recipient household’s total spending. Estonia
has adopted a similar approach.

• Dispersed systems pay relatively small benefits to relatively
large numbers of households, that is, coverage is broad, but
thin. Hungary, with nearly one-quarter of households receiv-
ing benefits, has by far the greatest coverage, followed by Rus-
sia, with 13 percent. In both countries, however, benefits cover
less than 5 percent of recipients’ expenditure.

• Irrelevant systems pay small benefits to few people and hence
do little to relieve poverty. Bulgaria is a case in point.

How effective are these expenditures in relieving poverty? The fourth
line of table 2.1 gives a measure of targeting efficiency, defined as the
percentage of total social assistance expenditure going to the poorest
10 percent of households. Targeting is far from perfect: even in Estonia,

Table 2.1 The Effectiveness of Poverty Relief in Select Countries

Poland Estonia Hungary Russia Bulgaria
Indicator 1993 1995 1993 1993 1995

Coverage (percentage 3.7 2.7 24.4 13 2.55
of households 
receiving social 
assistance)

Average benefit per 54 33 17 5 10
recipient household 
(U.S. dollars per month)

Benefit as a percentage of 22.1 14.8 4.7 3.5 4.1
expenditure of 
recipient households

Targeting efficiency 20.5 34.7 27.2 8.2 22.3
(percentage of social 
assistance expenditure 
going to the lowest 
decile)

Effectiveness in relieving 9.4 7 28.8 3.3 1.3
poverty (spending on 
social assistance as a 
percentage of the 
poverty gap of the 
lowest decile)

Source: Milanovic (1999, tables 11 and 12).
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public pension spending in 1997 was 15 percent of gross domestic prod-
uct (GDP). The comparable figure was 14 percent in Slovenia, above 
10 percent in Croatia, Latvia, and Macedonia, and around 9 percent in
the Czech Republic and Hungary. The primary cause of this high spend-
ing is not generous pensions, but the large number of pensioners result-
ing from the low retirement age. Table 2.2 illustrates the scale of the
problem. Column 1 shows the age dependency ratio (that is, the fraction
of the population of pensionable age), and column 2 shows the system
dependency ratio (that is, the fraction of the population receiving a pen-
sion). If nobody below pensionable age received a pension, the ratio of col-
umn 2 to column 1 would be 100 percent. In reality, there are always some
recipients below pensionable age—for example, disability pensioners—
so there is always some “leakage.” In Croatia, Latvia, and Lithuania, the
leakage was around 20 percent in 1996. In Poland, in contrast, the leak-
age was 75 percent, and in Slovenia it was 86 percent. Thus in Poland and
Slovenia, close to half of all pensioners were below the official pension-
able age in 1996.

A third problem is that pensions are generally low—the result of a
head-on collision between ease of access and fiscal constraints. The result
is like trying to spread a small piece of butter over an enormous slice of
bread: giving too little to too many at too high a fiscal cost.

Finally, privileged groups receive generous pensions. The various
concessions to particular groups like miners have already been men-
tioned. Although pensions always have a political dimension, such con-
cessions are the outcome of nontransparent politics.

Table 2.2 Age Dependency Ratio and System Dependency Ratio in Select
Countries, 1996

Age Dependency System Dependency Ratio of (2) to 
Country Ratio (1) Ratio (2) (1) (Percentage)

Croatia 32.3a 39 121
Estonia 35 46 131
Hungary 36 41 114
Latvia 35 42 120
Lithuania 32 39 122
Poland 28a 49a 175
Russia 30.5 46a 151
Slovenia 29a 54a 186

Source: Author’s compilation based on European Bank for Reconstruction and Devel-
opment data.
a1995 data.
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requisites that in 1998 the World Bank—courageously but completely
correctly—withdrew its support for proposals to bring in mandatory
second-tier pensions in Russia. Reference to the same criteria calls seri-
ously into question the strategic direction of reform in Kazakhstan.

The Range of Choice Pension design is controversial. A central debate
is whether there is a single, dominant strategy. My answer is that there
is not and that policymakers face a large range of choices (for fuller
discussion, see World Bank 1996, 81–83). The following questions far from
exhaust the list: Should the first-tier pension be a minimum guarantee or
larger? Should the first tier be more redistributive or less redistributive?
Should a second-tier pension be funded or PAYG? Should it be managed
by the state (Canada) or by the private sector (Australia, Latin America)?
Should membership of a second tier be voluntary (Czech Republic) or
compulsory (Chile)? Should opting out of state arrangements be allowed
(United Kingdom) or not (United States)? How broadly should risks
be shared: should the individual face all the risk (individual, defined-
contribution schemes), or should risk be shared with employers (em-
ployer defined-benefit schemes) or shared with the taxpayer (where
private schemes receive some sort of state guarantee)? To what extent
does the state assist with indexing pensions—an important issue since
pensions based on an annuity are vulnerable to unanticipated inflation?

The purpose of listing these questions (and there are many others) is
to illustrate the potential range of choice facing policymakers. Answers

Table 2.3 Prerequisites for Pension Reform

Essential for Essential for 
Prerequisite State Scheme Private Schemes

Public sector prerequisites
Budgetary sustainability of 
state scheme ✓

Political sustainability of pension 
reform package ✓ ✓

Capacity to maintain macro-
economic stability ✓ ✓

Effective regulatory capacity ✓

Private sector prerequisites
Financial assets ✓

Financial markets ✓

Adequate private sector 
administrative capacity ✓

Source: Author’s compilation.
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Figure 3.1 Gini Coefficients in High- and Low-Inequality East Asian 
Countries, 1978 to 1998

Source: Deininger and Squire (1996); for Korea, Nicholas Prescott on World Bank data

During periodic political or economic crises, such as the ethnic riots in
Malaysia in 1970 or the oil shocks of the 1970s, some governments
responded to social pressures by instituting new programs. But they did
so as Bismarck had over a century before: preemptively and on terms set
by the government and conservative political forces. The result was for-
mal mechanisms that limited direct state expenditure, relied on schemes
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compared to 6 percent for rural men. The number of self-employed
expanded rapidly, as did employment in agriculture; the informal and
rural sectors played the role of shock absorbers.

Household expenditure data show only modest declines in median
expenditures (5.0 percent for urban households and 1.6 percent for
rural ones); this suggests that expenditures of the better off fell most
sharply. And, in fact, real per capita expenditures of the top 20 percent
of households (in terms of per capita expenditures) fell much more
dramatically than expenditures of the bottom 40 percent (−23 percent
versus about −10 percent), although the fall in expenditures at the very
bottom of the income distribution contributed to the increase in the
poverty rate. Similarly, the less well educated fared better than the
educated.
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Education and health data point to the same conclusion—relatively
better-off households in urban areas were the hardest hit. Enrollment
in junior secondary school in 1998 compared to 1997 fell more in urban
than in rural areas. Use of both public and private health care fell most
among middle-income households. In agriculture, those parts of Java
with closer links to the formal economy—and therefore higher
incomes to begin with—were the hardest hit. Other islands, including
large parts of Maluku, Sulawesi, and Sumatra, were either minimally
affected or actually gained because of the effect of the depreciation on
export crop earnings.
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Source: Calculated using Barro and Lee estimates of completed adult schooling by level
(Barro and Lee 1996), Duryea formula (Duryea 1998).



Table 3.1 Gini Coefficients in High- and Low-Inequality East Asian Countries, 1978 to 1998a

High-Inequality Countries Low-Inequality Countries

Hong Rep. of Taiwan 
Year Malaysia Kong Philippines Thailand Year China Indonesia Korea Singapore (China)

1978 1978 38.6 37.0 28.4
1979 51.0 1979 27.7
1980 37.3 1980 32.0 35.6 38.6 40.7 28.0
1981 45.2 43.1 1981 33.7 28.2
1982 1982 28.8 35.7 28.5
1983 1983 27.2 42.0 28.5
1984 48.0 1984 25.7 32.4 28.8
1985 46.1 1985 31.4 34.5 29.2
1986 42.0 47.4 1986 33.3 29.3
1987 1987 34.3 32.0 29.7
1988 45.7 47.4 1988 34.9 33.6 41.0 30.0
1989 48.4 1989 36.0 39.0 30.4

(Table continues on p. 64.)



Table 3.1 Continued

High-Inequality Countries Low-Inequality Countries

Hong Rep. of Taiwan 
Year Malaysia Kong Philippines Thailand Year China Indonesia Korea Singapore (China)

1990 48.8 1990 34.6 33.1 30.1
1991 45.0 45.0 1991 36.2 30.5
1992 51.5 1992 37.8 30.8
1993 1993 31.7 31.0 30.8
1994 1994
1995 48.5 1995 41.5
1996 1996 36.5 29.5
Average 49.1 42.4 45.6 47.6 1997 27.1b

1998 30.1b

Average 33.4 34.2 32.5 39.9 29.3

Source: Deininger and Squire (1996); for Korea, Nicholas Prescott on World Bank data (1999); Korea National Statistical Office (1998).
aGinis are based on household distributions of income per capita, except for Indonesia, where Ginis are based on household distribution of
expenditure per capita.
bThe 1997 and 1998 data for Korea are calculated observing urban household income for wages and salary earners only. Korea experienced an
increase in inequality from 1997 to 1998: according to quarterly data on urban household monthly income, the top 20 percent/bottom 20 percent
inequality ratio was 4.8 in the first quarter of 1997 and evolved in the following quarters to 4.4, 4.5, 4.3, reaching 5.5 in each one of the first three
quarters of 1998.
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Table 3.2 Growth and Unemployment in East Asia, 1996 to 1998

Percentage Percentage
Country Percentage Change in Change in 
and Change in Unemployment Average Per Capita 
Year Real GDPa Rate a Wage Consumption

Hong Kong
1996 4.6 2.8
1997 5.3 2.2 1.7 b

1998 −5.0 5.0 −0.1b

Indonesia
1996 8.0 4.9
1997 4.6 5.4 −34.0 d

1998 −15.0 15.0 −34.0 c −33.0 (urban)e

−13.0 (rural)e

Korea
1996 7.1 2.0
1997 5.5 2.7 2.4 f 4.2g

1998 −7.0 7.0 −8.1 (1st Q) f −10.7g

−8.6 (2nd Q) f

−14.2 (3rd Q) f

Malaysia
1996 8.6
1997 7.8 2.2h

1998 −6.4 3.8 h

Philippines
1996 5.7
1997 5.1 7.8 d

1998 −0.6 9.4 d

Singapore
1996 6.9 3.0
1997 7.8 2.4
1998 0.0 4.4 1.0 h

Thailand
1996 5.5 2.0
1997 −0.4 4.0
1998 −8.0 6.0 −6.0 i

Source: IMF (1998).
a1998 GDP and unemployment figures are forecasts.
bHong Kong Census and Statistics Department (1999).
cFormal sector wages. Manuelyan-Atinc (1999, ch. 6).
dKnowles, Pernia, and Racelis (1999).
e Thomas et al. (1999).
f Private, nonagricultural only. Moon, Lee, and Yoo (1999, 14).
gKorea, National Statistical Office (1999).
hSecond quarter 1998 to second quarter 1999. Statistics Singapore (1999).
iFebruary 1997 to February 1998 (8.3 percent in urban areas; 4.7 percent in rural areas).



Table 3.3 Social Safety Net Programs in East Asia During the Crisis

Unemployment 
Assistance, 

Workfare Insurance and Active Labor 
Country Food Security Cash Transfers Social Funds Health and Education Programs Severance Pay Market Policies

Rep. of
Korea

Malaysia

Thailand

Temporary
noncontribu-
tory means-
tested
livelihood
protection
program
(new); social
pension for
the elderly
(new)

Social pen-
sions for the
elderly and
cash transfers
to needy 
families
(expanded)

Community-
based 
programs
(new)

Low-income health
care for the poor and
voluntary health
insurance for the
near-poor (programs
expanded); scholar-
ships and educa-
tional loan program

Public
work-
fare
scheme
(new)

Public
work-
fare
scheme
(new)

Unemployment
insurance 
program
(expanded)

Severance pay-
ments (in-
creased); new
Employee
Welfare Fund
set up to par-
tially finance
unpaid

Active labor
market pro-
grams in
vocational
training, wage
subsidies, and
job placement
(expanded)

Training for
unemployed
(expanded)

Training for
skills develop-
ment for un-
employed
(expanded);
self-employ-
ment loans



Philippines

Indonesia

Source: Manuelyan-Atinc (1999, ch. 6).

Program of
targeted
cheap rice
(OPK) dis-
tribution
(new)

Community-
based 
programs

(expanded); allow-
ing fees to be paid in
installments; fee
waivers; and provi-
sions for free uni-
forms to students;
school lunch pro-
gram (expanded)

Back-to-School pro-
gram launched (to
provide scholarships
for the poorest stu-
dents and school
grants for schools in
the poorest commu-
nities); subsidies to
maintain prices of
essential drugs

severance
claims for
workers from
bankrupt firms

Existing padat
karya pro-
grams
expanded and
subsequently
redesigned

Computerized
job assistance
network
launched and
some expan-
sion of train-
ing
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Table 3.4 Response to Crisis: The Social Contract

International Political and 
Government Community Institutional 

Country Response Response Constraints

The three IMF-
supported 
countries

Indonesia

Thailand

See table 3.3

See table 3.3

See table 3.3

Revision of initially
stringent fiscal targets
(International Mone-
tary Fund)

Balance of payment
support conditional
on maintaining public
spending on health
and education (Inter-
national Bank for
Reconstruction and
Development, Asian
Development Bank)

Emphasis on targeting
the poor (all donors)

Encouragement of
switch from general
rice subsidy to tar-
geted cheap rice dis-
tribution

Heavy emphasis on
redesign of programs
to minimize corrup-
tion

Delay of social loan dis-
bursements due to
broader political risks
(World Bank 1999)

Emphasis on 
community-based ini-
tiatives and strength-
ening of civil society

Weak or absent
“social demo-
cratic” political
parties, repre-
senting urban
working class
and poor

Labor unions
weak (Indonesia)
or not represen-
tative of most
workers (Thai-
land, Korea)

Weak local gov-
ernment and
poor informa-
tion in central
government
social bureau-
cracies

Fear of corruption
Political resistance
to redirecting
spending to poor
provinces

Weak transitional
government
(1998 to 1999)

Central govern-
ment resists 
European-style
welfare state

(Table continues on p. 78.)
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Equally important, efforts to institutionalize explicit forms of social
insurance faced fundamental political barriers. Governments in Korea,
Malaysia, and Thailand expressed concern about taking on the spend-
ing and transfer programs of the Western welfare state. Social insurance
commitments are relatively modest in the countries in question.
Malaysia’s Employees’ Provident Fund (EPF) is the most comprehen-
sive but covers just under half of all employees and involves no direct
government commitments. This skepticism combined legitimate doubts
about the European model with a traditionalist rhetoric that emphasized
reliance on family and community and past success in harnessing work,
discipline, and responsibility at the individual level. The idea of new
social welfare programs that included entitlements to government
transfers faced strong resistance from conservative forces, which argued
that they were costly to business and undermined the roots of past eco-
nomic success (Goodman, White, and Kwon 1998).

Table 3.4 Continued

International Political and 
Government Community Institutional 

Country Response Response Constraints

Rep. of
Korea

Source: Authors’ compilation.

See table 3.3

Balance of payment
support conditional
on maintaining public
spending on health
and education (Inter-
national Bank for
Reconstruction and
Development, Asian
Development Bank)

Encouragement of
expanded coverage
and enlarged eligibil-
ity for existing (tiny)
unemployment insur-
ance programs

Strong state enter-
prise: unions
resist wage flexi-
bility and
employment 
policies

Labor unions
weak (Indonesia)
or not represen-
tative of most
workers (Thai-
land, Korea)

Labor unions in
organized sector
resist layoffs
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than the countries of East Asia, which have had much more limited state
intervention in these affairs. The second section takes an historical per-
spective to argue that one important reason why social policies and high
inequalities have coexisted in Latin America during the past twenty-five
years is that social policies and, in particular, poverty alleviation policies
have been subject to the excess volatility of the macroeconomic environ-
ment. The third section outlines a new strategy for social policy in Latin
America, arguing that there are ways of improving the current situation
and of establishing the role of the state in the new context of a globalized
world.

Traditional Social Policies and
Social Inequalities

Social expenditure in Latin America has been historically high for the
level of gross domestic product (GDP) of the countries in the region. Fig-
ures 4.1 and 4.2 plot expenditures on health and education as a share of
GDP and show that, while Latin America is below the expenditure levels
in Europe and Central Asia in terms of health, the region is above the
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expenditure levels in South Asia and in East Asia and the Pacific in terms
of education. Figure 4.3 plots the share of all social expenditures as a share
of GDP in the ten Latin American countries with available data. Only two
countries—Brazil and El Salvador—have levels well below 10 percent.
Moreover, social expenditure in most of these countries increased during
the period 1990 to 1999.

However, such high expenditures on health and education do not
necessarily imply an efficient allocation of resources or a significant
improvement in the welfare of the poorest members of society. Accord-
ing to the latest evidence, high expenditures have been accompanied by
growing inequality and lack of distributive progress in the region (see
Székely 2001). Of course, this mismatch may exist because social expen-
diture, when well targeted, does not affect social conditions right away.
What is perhaps most interesting is that the data in figure 4.3 cover prac-
tically a ten-year period of growing expenditure with no signs of revers-
ing income inequalities.

In the remainder of this section, we argue that the high average expen-
ditures on health and education are not necessarily a sign of widespread
access to services. We also refer to other kinds of policy interventions,
namely labor protection and social insurance, mainly because these areas
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are traditionally identified as social policies. Even though our focus is on
health, education, labor regulations, and social insurance, the public sec-
tor has many other mechanisms to improve the standard of living of the
population, such as making electricity more accessible for households in
the bottom of the income distribution.

Education Policies

As documented in figure 4.1, Latin America has relatively high average
levels of education spending as a share of GDP. These high levels are not
recent; they began several decades ago with the expansion of the school-
ing system during the initial stages of economic development.

The rapid expansion in coverage of the education system is docu-
mented in table 4.1, which plots the proportion of the population in select
birth cohorts that has at least some primary schooling; that is, the share
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Source: Authors’ calculations using household survey data.

While the richest states in the northern states and Mexico City are close
to Chilean levels of education, which are the highest in Latin America,
Chiapas and Oaxaca have an average below that of Guatemala, which is
the lowest in Latin America.3

High public education expenditures have had only a limited impact on
schooling inequality largely because education is a cumulative process.
One can only benefit from the full “package” by passing through the
whole system from primary to higher education. But to acquire the bene-
fits, individuals also have to incur private costs, including lost wages.
Furthermore, while the opportunity cost of attending school increases
due to the higher wage that potentially can be earned in the labor market,
the marginal short-run benefit of continuing in the schooling system gen-
erally increases at a slower pace. This provides incentives to poor families
to exit the schooling system in order to increase their consumption level
in the short run and, therefore, excludes them from the benefits derived
from public expenditures in education at further stages.
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The structure of public expenditures on education reinforces inequal-
ities. Figure 4.7 shows the public expenditures per student in primary,
secondary, and tertiary schooling during the 1990s in Latin America. The
resources devoted to the higher levels of schooling are more than four
times greater than those devoted to the primary levels. Since the vast
majority of persons in the poorest income brackets attain only primary
education, they do not benefit from the bulk of the benefits. In contrast,
persons in richer households progress through the system and have
access to the greatest expenditures per student.

Given the high inequality in access to the system, expanding the expen-
ditures on public education is unlikely to eliminate schooling differences
between rich and poor. Other support mechanisms directed specifically
to the poor are necessary. Public policy can support the accumulation of
skills by disadvantaged individuals in at least two ways. First, to be able
to invest in the education of its members, a household has to be able to
afford the private costs of schooling. To attend school, even when no
tuition fees are involved (as with public education), one must finance
transportation, clothing, food, and, most important for poor families, the
opportunity cost of attending school. If households lack the means to
finance even these basic investments, they probably will underinvest in

Figure 4.5 Years of Education Among Fifteen-Year-Olds Living in the 
Poorest 30 Percent and Richest 10 Percent of Households in 
Mexico, 1984 to 1996
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human capital. Educational support programs such as Progresa in Mex-
ico or Bolsa Escola in Brazil, which provide direct financial assistance to
households conditioned on their investment in the education of their fam-
ily members, are one of the best policy options for enhancing the accu-
mulation of human capital by the poor.4 But even these programs would
be more effective if they additionally offer students school supplies,
meals, and transportation services to make the effect stronger.5

Second, to make investment in schooling an attractive option for a
household, services of a certain quality have to be available. As discussed
in recent Inter-American Development Bank reports (IDB 1996, 1998),
resource allocation in the schooling system of most Latin American coun-
tries is shaped by payment commitments to large bureaucracies and not
by the level and quality of educational results. Higher-income families
may have the chance to escape to private schools where competition and
standards for quality are in effect, but the poor have no option but to

Figure 4.6 Average Years of Schooling by State, in Mexico, 2000
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attend the public system; when it is of low quality, differences in human
capital are intensified. The government can play a decisive role by gen-
erating information, setting quality standards, and assuring that schools
receive funds from public resources based on the quality and quantity of
the education they provide, instead of focusing only on bureaucratic and
budgetary controls.6 There is also scope for introducing new ways of
teaching for the disadvantaged. Education by television, for example, is
an innovative way to reach the poor in remote areas, and it has not yet
been exploited to its full potential.7

An additional problem is that many of the poor are already beyond
school age and will not benefit from improvements in the standard
schooling system. They are the ones who dropped out early because their
families could not finance the investment any longer or who never
attended more than a couple of years of school due to the poor quality of
public schools and pressing household financial needs. Training policies
may be one of the only ways to reverse the disadvantage these individ-
uals face in the labor market. But here, too, there are problems of invest-
ment capacity and supply of training services since it is normally more
costly to train individuals with lower levels of schooling than those with

Figure 4.7 Expenditure per Student by Educational Level in Latin America
(Percentage of Gross Net Investment per Capita), 1990 to 1996
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At the same time, various programs were being implemented to min-
imize the impact of reforms on the labor market. Márquez (2000) points
out three different types of programs in the labor market: employ-
ment generation, training, and unemployment insurance. According to
Márquez, employment generation programs have been the most recur-
rent policy instrument used in times of economic or financial crisis, since
they are generally self-targeted and can be implemented quickly in the
face of economic turmoil. The problem, however, is that, by their nature,
they provide only short-term support that tends to be inefficient when the
crisis is prolonged. Short-term training programs are attractive because
they may provide long-lasting benefits, but their use has been somewhat
restricted.

With regard to unemployment insurance, there is little experience in
the region. It is by no means a universal policy in Latin America, and,
where it exists, its scope is very limited. According to Márquez (2000),
Brazil has the largest system, with around 400,000 beneficiaries, but no
other country in Latin America comes close to these numbers or to hav-
ing the majority of the workforce under this type of scheme. Unemploy-
ment insurance also has well-known limitations, such as moral hazard

Figure 4.8 Job Security Index (Expected Discounted Cost of Dismissing a
Worker, in Multiples of Monthly Wages), 1990 and 1999
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These differences in labor force participation largely reflect differences
in opportunities. For instance, figure 4.9 uses household survey data to
document the rate of female participation by education level in the fif-
teen Latin American countries that appear in table 4.3. There is a strong
and clear correlation between educational attainment and participation.
In fact, the differences between educational levels are quite sharp. While
only some 40 percent of women with four years or less of schooling par-
ticipate in the labor market, over 78 percent of those with higher educa-
tion do. The differences in participation by educational attainment are
even larger in the formal sector.

One reason for the sharp difference between male and female labor
force participation is that traditional labor legislation in the region was
designed by men, for men. Its objective was to generate formal employ-
ment with benefits and with guarantees for stable jobs. But this induces
discrimination against women, because these mechanisms impose higher
implicit costs for hiring women (due to maternity leave and allowances,
for instance) and because it restricts employment to full time and limits
flexibility in hours, making employment prohibitive for women who
work both inside and outside the home. In short, labor legislation induces
much lower participation rates among poor uneducated women.

Figure 4.9 Female Labor Force Participation Rate by Level of Education in
Latin America
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Table 4.1 Proportion of the Population in Each Birth Cohort Completing at Least Some Primary School, by Country 
(Three-Year Moving Averages)

Change Change Change 
Country 1930 1940 1950 1960 1970 1930 to 1950 1950 to 1970 1930 to 1970

Honduras 39.3 58 72.5 84.2 87.9 33.2 15.4 48.6
El Salvador 45.2 59 68.6 81.4 85.6 23.4 17.0 40.4
Nicaragua 49.3 57.6 67.1 77.9 83.9 17.8 16.8 34.6
Bolivia 54.1 61.9 75.4 88.8 95.5 21.3 20.1 41.4
Mexico 59.7 71.5 83.1 91.1 94.8 23.4 11.7 35.1
Brazil 60.9 70.1 80 88 91.5 19.1 11.5 30.6
Venezuela 64.9 81.5 90.8 94.7 95.9 25.9 5.1 31.0
Ecuador 72.2 80.6 87.4 94.3 97 15.2 9.6 24.8
Colombia 74.1 82.4 89.2 93.9 96.3 15.1 7.1 22.2
Dominican Republic 75.3 79.2 88.5 92.1 93.6 13.2 5.1 18.3
Peru 76.2 82.8 89.4 96.4 97.4 13.2 8.0 21.2
Costa Rica 79.7 87 94.6 96.6 98 14.9 3.4 18.3
Panama 84.6 88.2 93.8 98 98.4 9.2 4.6 13.8
Paraguay 86.1 91.5 93.5 96.8 97.7 7.4 4.2 11.6
Chile 87.7 91.9 96.6 98.3 98.6 8.9 2.0 10.9
Jamaica 91.3 95.2 97 97.1 95.9 5.7 −1.1 4.6
Uruguaya 94.8 97.8 98.8 98.6 99.2 4.0 0.4 4.4
Argentinaa 100 100 100 100 100 0.0 0.0 0.0
Average Latin American 
country 72.0 79.8 87.0 92.7 94.8 15.1 7.8 22.9

Korea 67.8 90.7 98.4 99.6 99.7 30.6 1.3 31.9
Taiwan 71.7 76.5 96.2 99.5 99.8 24.5 3.6 28.1
United States 99.2 99.5 99.5 99.7 99.8 0.3 0.3 0.6

Source: Authors’ calculations from household survey data. Data from Korea was taken from the UNESCO Statistical Yearbook (1997).
aSurveys cover urban areas only.

Year of Birth



Table 4.2 Labor Market Regulations in Latin America and the Caribbean

Upper Limit to 
To Whom Compensation 

Date of the Reforms for Dismissal
Country Reform 1990 1999 1990 1999 1990 1999 1990 1999 Apply 1990

Argentina

Bahamas

Barbados

Belize

Bolivia

Brazil

Chile

Colombia

None

None

None

None

None

1988

1991

1990

1 to 2 months

1⁄2 to 1 month

Negotiable
In practice 
1 month

1⁄2 to 1 month

3 months

1 month

1 month

45 days

1 to 2
months

No changes

No changes

No changes

No changes

No changes

No changes

No changes

0

0

0

0

0

Pension
fund (8%
wage + r)

0

m × N 
Double
retro-
activity
given lack
of inflation-
ary adjust-
ment of
with-
drawals

0

0

0

0

0

Fund (8%
wage + r)

0

Fund (8%
wage + r)

0

0

0

1⁄6m × N if 
N ≥ 10

1m × N if 
N ≥ 5

0

No

Fund

0

0

0

No changes

No changes

0

1⁄2m × N (2)
if N ≥ 7

No changes

2⁄3m × N, min 
2 months

Negotiable

0.41 × m × N if 
N ≥ 2

1⁄4m × N if N ≥ 5

1m × N

0.4 × Fund

1m × N (3)

m × 4 if N = 5
m × 6.6 if N = 10
m × 16.5 if N = 15
m × 21.5 if 
N = 20

No changes

No changes

No changes

No changes

No changes

No changes

No changes

m × 4 if N = 5
m × 6.6 if 
N = 10
m × 21.5 if
N = 15
m × 28.5 if
N = 20

All workers

All workers

Max. lim. in m

No

Max. m × N =
3.75

Max. 42 weeks

No

No

Max. m × N = 5

No

Compensation for 
Dismissal Due to 

Economic Reasons
Compensation if 

Worker QuitsSeniority PremiumAdvance Notice



Costa Rica

Dominican 
Republic

Ecuador

El Salvador

Guatemala

Guyana

Honduras

Jamaica

Mexico

Nicaragua

None

1992

None

1994

None

1997

None

None

None

1996

1 month
1⁄4 to 1 month

1 month

0 to 7 days

0

1⁄2 month

1 day to 
2 months

2 to 12 weeks

0 to 1 month

1 to 2 months

No changes

No changes

No changes

No changes

0

1 month if
N ≥ 1

No changes

No changes

No changes

0

0

0

Pension
Fund (8%
wage + r)

0

0

0

0

0

0

0

0

0

Fund (8%
wage + r)

0

0

0

0

0

0

0

0

0

Seniority
premium

0

0

0

0

0

0

0

0

0

No changes

0

0

0

0

0

0

m × N if N = 
1 − 3 
3m × N +
2⁄3m × N if
N > 3

m × N
1⁄2 × m × N

1⁄4m × N + 3 × m if
N ≤ 3 + m × N if
N = 3 − 25 +
pension if N ≥
25

m × N 0 if bank-
ruptcy

2 days−4 months
if bankruptcy 
m × N otherwise

Negotiable 
in practice, 
21⁄2 weeks 
per N

m × N

1⁄3 × m × N if m = 
2 − 5 

1⁄2 × m × N if m ≥ 5
2⁄3m × N 

(min. 3 × m)

Negotiated 
in practice, 
2m × N

No changes

.67 × m × N if
N = 1 − 4,
.74 × m × N
if N ≥ 5

No changes

m × N
changes in
max. m

No changes

1⁄4 × m × N if
N = 1 − 5 
1⁄2 × m × 
N if 
N = 5 − 10

No changes

No changes

No changes

m × N if 
N = 1 − 3 

3m × N + 2⁄3m
× N if N > 3

New 
employees

All workers

All workers

Max. m × N = 8

No

No

Max. base
wage = 4
wages (4)

No

No

Max. 
m × N = 15

No

No

No

(Table continues on p. 118.)



Panama

Paraguay

Peru

Suriname

Trinidad and 
Tobago

Uruguay

Venezuela

Source: Heckman and Pagés (2000).
m = Monthly wages.
N = Years of tenure.
r = Real interest rate.

1995

None

1996

1995

1991

None

None

None

1997

1 month

1 to 2 months

0

1⁄4 to 6 months

2 months

0
1⁄4 to 3 months

No changes

No changes

0

No changes

0

No changes

1⁄4 × m × N if
N ≥ 10

0

Determined
by judge in
legal pro-
ceedings

0

0

0

m × N

m × N

1⁄4 × m × N

0

Pension
fund (8%
wage + r)

0

No changes

2m × N

1⁄4 × m × N if
N ≥ 10

0

Pension
fund (8%
wage + r)

0

0

0

0

m × N

1⁄4 × m × N

0

Seniority
premium

0

0

0

0

m × N

m × N if N ≤ 1 
3 × m if N = 2 
3 × m + 3⁄4 × m ×
N if n ≥ 2 ≤10 
9× m + 1⁄4 × m ×
N if N ≥ 10

1⁄2 × m × N

3 × m × N

Negotiated

1⁄3m × N if 
N = 1 − 4, 
1⁄2m × N if 
N ≥ 5

m × N
2⁄3 – 2m × N

3⁄4m × N if 
N < 10 
7.5 × m +
1⁄4 × m if 
N ≥ 10

1⁄2m × N

Funds + 1.5 ×
m × N

Negotiated

No changes

No changes

2m × N

New 
employees

1991 new
employees

1995 all 
workers

1996 all 
workers

New 
employees

All workers

No

No

Max. m × 
N = 12

No

No

No

Max. m × N = 6

No

Table 4.2 Continued

Upper Limit to 
To Whom Compensation 

Date of the Reforms for Dismissal
Country Reform 1990 1999 1990** 1999 1990 1999 1990 1999 Apply 1990

Compensation for 
Dismissal Due to 

Economic Reasons
Compensation if 

Worker QuitsSeniority PremiumAdvance Notice



Table 4.3 Labor Force Participation Rates by Income Decile (Ages Eighteen to Sixty-Five)

Total Labor Force Informal Sector

Bottom Bottom 
Total Top 10 percent 30 percent Total Top 10 percent 30 percent

Country and Year All Males Females Males Females Males Females Males Females Males Females Males Females

Argentina, 1996 65.5 83.2 48.8 88.5 68.1 80.9 39.6 35.1 22.2 18.0 12.8 48.2 27.6
Bolivia, 1995 63.4 76.2 51.5 80.2 57.6 72.8 44.6 38.0 36.6 21.0 20.7 45.0 38.5
Brazil, 1995 69.2 86.8 52.5 85.8 61.7 85.9 44.8 48.2 20.0 32.6 17.8 56.8 18.4
Chile, 1994 58.1 80.0 37.5 78.5 55.7 78.3 21.3 33.1 14.3 17.4 13.5 37.2 12.9
Colombia, 1995 62.3 84.5 42.1 87.2 52.2 82.8 27.2
Costa Rica, 1995 62.0 86.0 38.0 86.0 57.0 82.0 25.0 42.0 17.6 21.2 10.9 52.8 17.0
Ecuador, 1995 72.3 89.1 55.8 90.2 69.6 87.7 50.4 54.7 44.4 29.7 27.9 68.5 52.0
El Salvador, 1995 61.4 82.4 43.4 84.2 62.4 78.3 23.1 46.3 30.2 24.4 23.4 60.6 23.9
Honduras, 1996 63.1 88.4 39.7 86.6 61.7 86.5 24.1 55.9 30.2 34.4 21.8 72.3 31.5
Mexico, 1994 N.A. 84.2 37.9 82.4 52.3 85.1 29.9 58.2 28.8 30.7 19.5 67.7 33.2
Panama, 1995 60.2 80.4 40.0 83.5 63.8 79.6 24.3 39.2 15.2 11.7 6.6 63.8 19.6
Paraguay, 1995 60.1 90.8 72.8 84.9 60.2 83.0 59.0 64.8 52.8 36.1 34.9 88.1 65.1
Peru, 1996 78.7 84.1 59.8 90.8 72.8 93.6 64.7 49.6 44.3 28.8 29.5 53.7 46.7
Uruguay, 1995 71.7 85.3 57.0 88.7 67.2 83.6 48.3 27.5 22.7 16.6 12.9 35.3 28.1
Venezuela, 1995 70.3 82.3 39.6 86.6 59.3 76.5 24.7 41.1 18.5 29.4 13.9 43.7 19.3
Industrial countries 61.2 94.0 73.0

Source: Authors’ calculations from household survey data.
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Table 4.4 Poverty Alleviation Programs in Latin America

Country Program Year

Argentina

Belize
Bolivia
Brazil

Materno Infantil (PROMIN)
Plan de Arraigo de “Villas”
Programa de Normatización y

Evaluación Medico-Asistencial
Programa de Prevención, Promo-

ción y Protección de la Salud
Programa de Protección del Menor

y la Familia
Programa de Subsidios de 

Desempleo
Programas Compensatorios
Belice Hospital Fee Waivers
Fondo de Emergencia Social
Programa de Nutrición en Salud

(PNS)
Programa de Complemento 

Alimenticio (PCA)
Proyecto de Adquisición de Ali-

mentos Básicos en Zonas Rurales
de Bajos Ingresos (PROCAB)

Programa de Abastecimiento en
Zonas Urbanas de Bajos Ingresos
(PROAB)

Programa de Alimentación 
Popular (PAP)

Programa de Suplemento 
Alimentario (PSA)

Programa Nacional de Leche para
Niños Desprovistos (PNLCC)

Programa de Alimentación de los
Hermanos de los Escolares
(PAIE)

Programa de Apoyo Nutricional
(PAN)

Programa Nacional de Atenção
Integral à Criança e ao 
Adolescente/Projeto Minha
Gente PRONAICA

Projeto VALE SABER
Plan de Combate al Hambre y a la

Miseria (PCFM)
Programa Nacional de Salud y

Nutrición

1993
1991

1975

1977

1977

1979

1985

1985

1986 to 1991

1986

1987

1986 to 1993

1993

(Table continues on p. 130.)
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Table 4.4 Continued

Country Program Year

Chile

Costa Rica

Colombia

Ecuador

Honduras
Jamaica

Mexico

Fondo de Solidaridad e Inversión
Social

Programa Nacional de Superación
de la Pobreza

Subsidio Unico Familiar (CAS-SUF)
Pensiones Asistenciales 

(CAS-PASIS)
Viviendas Básicas (CAS)
Programa de Alimentación Escolar

(PAE)
Programas Especiales de Empleo

(PEM and POIH)
Centros de nutrición

(CEN/CENAI)
Comedores Escolares
Pensiones no Contributivas
Informática Educativa
El Programa de Desarrollo Rural

Integrado

Nacional de Rehabilitación
Programa de Desarrollo Integral

Campesino

Programa de Mejoramiento de la
Educación Básica Rural

Programa de Desarrollo de la Efi-
ciencia y Calidad de la Edu-
cación Básica Urbano Marginal

Proyecto de Fortalecimiento de las
Areas de Salud

Programa de Modernización de la
Salud

Fondo de Solidaridad
Bono Materno-Infantil (BMI)
Foods Stamps Program (Means

Tested)
Foods Stamps Program (Health

Services)
Nutribun Program
Programa Nacional de Solidaridad

1990 to 
the present

1988
Two phases: 
1976 to 1982,
1983 to 1990

1991 to 1996, 
third phase 
of Programa 
de Desarrollo
Rural Inte-
grado
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Many other governments implemented their own social funds (for
example, Nicaragua and El Salvador), and in many cases they proved
helpful, but incomplete. Their main feature was that, rather than creating
income-earning capacity, they provided temporary assistance to the poor.

The Fourth Phase

The early 1990s marked yet another shift in the macroeconomic environ-
ment in Latin America. On the one hand, the first years of the decade wit-

Table 4.4 Continued

Country Program Year

Nicaragua

Peru

Dominican Republic

Source: Information compiled by the authors from the following sources: Grosh (1994);
UNDP (various years); and interviews with country economists at the Inter-American
Development Bank.

Coordinación General del Plan
Nacional de Zonas Deprimidas y
Grupos Marginados

Programa Integral de Desarrollo
Rural

Leche Industrializada Compañia
Nacional de Subsistencias 
Populares

Tortibonos
Programa de Empleo Temporal

(PET)
Fondo de Inversión Social de

Emergencia
Programa Nacional de Desarrollo

Rural
Proyecto de Educación Básica

(APRENDE)
Estrategia Focalizada de Lucha

contra la Pobreza
Fondo Nacional de Compensación

y Desarrollo Social (FONCODES)
Plan de Mejora del Gasto Social

Básico
Comedores Populares
Programa de Alimentación y

Nutrición para Familias de Alto
Riesgo (PANFAR)

Vaso de Leche
Hospital Fee Waiver
Proyecto Materno-Infantil

(PROMI)

1989 to 1994

1996 to 2000

1991 to ?
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markets collapsed, as did the growth of economywide productivity, or
total factor productivity. All of these factors, along with high population
growth, contributed to an average regional decline in real per capita
income of 2 percent a year after 1986, the largest decline in any devel-
oping region during this period. In some oil-exporting countries, the
average yearly decline was more than 4 percent. Expansion of the pub-
lic sector during the 1980s led to the hiring of teachers, managers and
workers for state-owned enterprises, and this over-recruitment played
a substitute role in social protection. In essence, public sector employ-
ment created deficit-financed jobs to absorb the excess supply of labor
as economic activity slowed, acting as a welfare program for those who
could not be absorbed in the private sector. The role of government in
economic production became increasingly significant, and MENA now
stands out in world statistics on public sector employment (figure 5.1).

The Size of the State in MENA at the 
Start of the Twenty-First Century

In the late 1990s, civilian government employment accounted for about
11 percent of total employment worldwide, but for MENA countries it
stood at 18 percent (table 5.1). This figure was much lower for other
developing regions, for example, 9 percent for Latin America and the
Caribbean, 7 percent for Africa, and 6 percent for Asia. In only Morocco
and Lebanon was the share lower than the world average.

Figure 5.1 Public Sector Employment as a Percentage of Total Employment,
by Region, 1974 to 1997
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• Labor market characteristics, which were shaped by the macroeco-
nomic and trade policies implemented during the oil boom, were
out of tune with economic reality. Expansion of the public sector was
partly fueled by an expansion of the activities of state-owned enter-
prises, while public administration played a substitute role for social
protection through over-recruitment. These rigid institutional struc-
tures produced an inflexible response to labor market pressures.

• Urban unemployment was high and rising in many MENA coun-
tries. Unemployment in countries with major labor market imbal-
ances, such as Egypt and Morocco, was worsening more quickly
among older workers, shifting the center of the problem away from
one of unemployed dependents and toward one of unemployed
household heads. Rising unemployment among the less educated,
as seen in Algeria and Morocco, was also of great concern, particu-
larly from a poverty perspective.

As the new millennium proceeds, significant changes are being induced
by an evolving role of the state and the associated economic reform mea-
sures. A series of adjustment and liberalization programs have been intro-
duced that aim to enhance the efficiency of the economy by creating an
environment for market mechanisms to work more properly and to facil-
itate the positioning of the economy in the context of globalization.
Reforms are gathering momentum despite a slow start in the early 1990s.

During the early 1990s privatization proceeds were creating negligi-
ble amounts of public revenue (for example, less than $25 million before

Figure 5.2 Share of Public Enterprises in Economic Activity in 
Select Countries, 1986 to 1991
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(figure 5.3). This group of newly unemployed not only faces a high risk of
falling into poverty but also constitutes a political tinderbox as well.

Most regional forecasts indicate that unemployment is likely to rise
(and in some cases significantly). On some accounts, unemployment is not
expected to start declining before 2010. This is only partly due to the
underlying demographic transition. The key to enhancing labor absorp-
tion will be to increase effective investment and stimulate higher eco-
nomic growth. In this respect, the role of government is to ensure that,
while the drive to increase efficiency through adjustment continues,
employment programs are not overly designed, and informal employ-
ment keeps expanding. For example, in Morocco, about half of all new
employment has come from expansion of the informal sector, and in
Egypt the figure is even higher. Although little is known about the behav-
ior of informal wages over time, it is likely that these have fallen as the for-
mal sector has become increasingly less able to absorb new entrants to the
labor market. For example, in Egypt, agricultural wages fell by almost half
between 1982 and 1995.

Despite the usefulness of the informal sector, there are no reliable data
on its size and, by extension, on the shares of the formal and informal sec-
tors in total employment. In general, a very large part of the agricultural

Figure 5.3 Unemployment Rate, by Region, 1990s

16

14

12

10

8

6

4

2

0
East Asia

and Pacific
Latin America
and Caribbean

East Europe
and Central

Asia

Middle East
and North

Africa

Early 1990s

Late 1990s

P
e
rc

e
n
ta

g
e

Source: World Bank (2002).



160 When Markets Fail

pending as a percentage of GDP is already among the highest in the world
(see figure 5.4), and in some countries, pensions are paid from deficit
financing (see table 5.7). Therefore, the region should take this opportu-
nity to reform the system before demographic pressures force cuts in ben-
efits and or increases in contributions that are politically difficult and
economically harmful. Although the rising proportion of old people in the

Table 5.6 Food Subsidy Expenditure in MENA, as a Percentage of GDP
1990 to 1999

Country 1990 1995 1999

Algeria 4.3 0.9 0.0
Egypt 4.4 1.3 n.a.
Iran — 2.9 n.a.
Jordan 3.4 1.4 0.3
Morocco 1.3a 1.7 1.7
Tunisia 2.4 2.1 1.2
Yemen 3.7a 2.6 0.3

Source: Razmara et al. (1999).
— Not available.
a1992.
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Figure 5.6 Foreign Direct Investment in the MENA Region, 1980 to 1995
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Figure 5.5 Index of Institutional Quality in the Public Sector, 
by Region, 1982 and 1990
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Table 5.1 Public Sector Employment as a Percentage of Total Employment, Early 1990s

Civilian Government Employment

Government Administration Social Sectors Total

Country Central Government Noncentral Government Education Health Civilian Government Armed Forces

Algeria 8.7 4.9 7.5 3.8 24.9 2.7
Bahrain 5.9 0.0 4.0 2.6 12.5 n.a.
Egypt 7.2 11.1 3.8 3.0 25.1 3.1
Jordan 3.3 3.3 6.5 2.0 15.1 10.3
Lebanon 1.1 1.6 5 0.5 8.2 6.9
Morocco 2.9 1.7 3.2 0.5 8.3 2.7
Syria 4.2 1.2 7.1 1.1 13.6 n.a.
Tunisia 5.2 0.9 5.4 1.9 13.4 1.5
West Bank and Gaza 16.6 n.a. 7.6 2.0 26.2 n.a.
Yemen 14.5 4.4 1.9 1.3 22.1 1.9
MENA average 6.6 3.9 5.1 1.9 17.5 3.2

Source: Schiavo-Campo, de Tommaso, Mukherjee (1997).
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Predictably, given the large size of the public sector, in the early 1990s
the share of the government wage bill in GDP was highest in MENA,
averaging almost 10 percent compared to a worldwide average of
almost half that figure (Said 1995). This was exacerbated by the fact that
public sector wages in MENA were significantly higher than private sec-
tor wages (table 5.2).

Finally, the share of public enterprises in economic production was
high. In the late 1980s, it was generally below 10 percent in middle-income
economies compared with more than 30 percent in Egypt and Tunisia and
nearly 60 percent in Algeria (figure 5.2).

In short, the region reached the end of the twentieth century with the
following characteristics:

• The public sector was sizable and rigid, the private sector was mar-
ginalized, rather than leading, and economies were relatively iso-
lated from global trade. Following the decline in the price of oil,
investment and growth rates collapsed, as did regional capital and
labor markets. Over the past thirty years, growth of total factor pro-
ductivity (TFP) declined, while population growth remained high.
Declining productivity, high population growth, and falling oil
prices contributed to an average regional decline in real per capita
incomes of 2 percent a year after 1986, the largest decline in any
developing region during this period. In some oil-exporting coun-
tries, the decline was more than 4 percent a year.

Table 5.2 Central Government Wages, by Region, Early 1990s

Average 
Central Central 

Government Government Ratio of 
Wages and Wage as Public to 
Salaries as Multiple of Private Sector 

Region Percent of GDP Per Capita GDP Wages

Africa 6.7 5.7 1.0
Asia 4.7 3.0 0.8
East Europe 
and Central Asia 3.7 1.3 0.7

Latin America 
and Caribbean 4.9 2.5 0.9

MENA 9.8 3.4 1.3
OECD 4.5 1.6 0.9
World average 5.4 3.0 0.8

Source: Schiavo-Campo, de Tommaso, Mukherjee (1997).
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sector is informal, which ranges from 50 percent of total male employ-
ment in Yemen to 18 percent in Algeria. In many countries, the largest part
of the formal labor market is in the public sector, ranging from 53 percent
of all employment in Algeria, 47 percent in Jordan, 34 percent in Egypt,
and 20 percent in Morocco. A large part of the formal labor market is the
industrial sector, which is about 22 percent in Yemen and Egypt, 28 per-
cent in Morocco and Jordan, 33 percent in Tunisia, and 38 percent in Alge-
ria, where it is the largest (see table 5.3).3

As long as opportunities exist to expand the informal sector, un-
employment will be lower and government budgets will be directed more
effectively at measures targeted to the employed poor and those unable
to work. This can enable governments to continue playing a useful role in
education, health, and labor redeployment (for example, through com-
pensation to retrenched workers).

In addition to offering compensation when redundancies occur, other
policies have been called on to ease the cost of adjustment and enable the
redeployment of affected workers. These policies, often lumped under the
heading of active labor market policies (ALMPs), include the setup of
counseling and placement services, training and retraining of displaced
workers, support for entry into self-employment, public works, and wage
subsidies. In some cases, as in Algeria, the introduction of ALMPs was
accompanied by an unemployment assistance scheme.

An alternative approach to public enterprise restructuring is the
employee shareholders associations (ESAs) that were formed in Egypt
to enable workers to buy a stake in their company. This approach was
expected to create an interest in the privatization program and incentives
to improve productivity. Some empirical evidence suggests that this inno-
vation has led to greater efficiency: in seven of the ten companies that were
sold to ESAs in 1994, profits improved on average by more than 60 percent
(Abrahart, Kaur, and Tzannatos 2002).

Table 5.3 Share of Employment in MENA Countries, by Selected Sector a

(Percentage)

Sector Algeria Egypt Iran Jordan Morocco Tunisia Yemen

Agriculture 18 32 30 10 35 22 50
Industry 38 23 26 28 28 33 22
Public 53 34 26 47 20 25 —
Informal 20 30 — 15 33 24 —

Source: Börsch-Supan, Palacios, and Tumbarello (1999); Charmes (1991); Said (1995).
aMale workers only.
— Not available.
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By the 1990s, public social spending added up to a significant share of
the gross domestic product (table 5.5). Excluding health and education,
other social spending ranged between 1 and 11 percent of GDP around
1995. To these figures, one should add a significant part of (excess) public
employment and benefits to civil servants, another de facto pillar of the
welfare state in most MENA countries.

Political and economic considerations imply that, despite the tight fis-
cal constraints of recent years, social programs are difficult to reduce.
In fact, some new measures have been added or expanded—such as un-
employment insurance and income-generating activities for the poor in
the form of public works and credit-based self-employment schemes.
Public works programs provide immediate income, offering temporary
employment with low salaries to unskilled workers in manual, highly
labor-intensive activities. Credit-based livelihood programs facilitate
income generation over the medium term by improving access for poor
people to financial resources, thereby promoting their economic activity.
(Appendix 5.1 summarizes existing public works programs in MENA and
provides information on their impact, cost, coverage, and leakage.)

The attempt to adapt social programs to emerging realities is well illus-
trated by the case of consumer food subsidies, which are being phased out
in most countries; pension systems, which have become unsustainable;
social funds, which suggest the costs and benefits of a more targeted pol-
icy instrument; and microfinance programs. We deal with each in turn.

Consumer Food Subsidies

The design and objectives of consumer food subsidies vary across coun-
tries, ranging from universal subsidies to self-targeted systems and from
rationed schemes to alternative targeted safety nets (see appendix 5.2 for

Table 5.4 Annual Growth Rates of Real GDP for Select MENA Countries,
1976 to 1998 (Percentage)

Country 1976 to 1985 1986 to 1995 1996 to 1998

Algeria 5.8 0.2 3.0
Egypt 8.5 3.8 5.6
Jordan 10.5 3.2 2.2
Lebanon — — 3.5
Morocco 4.8 2.8 4.2
Tunisia 5.3 3.5 5.2
Yemen n.a. 5.6 4.6

Source: World Bank (1998).
— Not available.



Table 5.5 Public Spending on Social Protection and Social Services in Select MENA Countries, Mid-1990s 
(Percentage of GDP)

Food Cash and Public Public Public Total Excluding 
Country Subsidies In-Kind Transfers Works Pensions Housing Health Education Total Health and Education

Algeria 0.0 0.4 0.2 4.6 5.5 2.6 6.1 19.4 10.7
Egypt 1.3 0.2 0.3 2.5 2.0 1.8 4.8 12.9 6.3
Iran 2.7 1.2 — 1.5 1.5 2.4 4.0 13.3 6.9
Jordan 0.0 0.9 — 4.2 0.7 5.3 6.8 17.9 5.8
Lebanon 0.1 0.9 — — — 2.2 2.5 5.7 1.0
Morocco 1.6 0.1 0.2 1.8 0.1 1.2 5.9 10.9 3.8
Tunisia 1.7 0.5 0.1 2.6 1.7 3.0 6.9 16.5 6.6
Yemen 0.0 1.0 0.2 0.1 0.7 2.2 7.0 11.2 2.0

Source: World Bank (2002).
— Not available.
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pending as a percentage of GDP is already among the highest in the world
(see figure 5.4), and in some countries, pensions are paid from deficit
financing (see table 5.7). Therefore, the region should take this opportu-
nity to reform the system before demographic pressures force cuts in ben-
efits and or increases in contributions that are politically difficult and
economically harmful. Although the rising proportion of old people in the

Table 5.6 Food Subsidy Expenditure in MENA, as a Percentage of GDP
1990 to 1999

Country 1990 1995 1999

Algeria 4.3 0.9 0.0
Egypt 4.4 1.3 n.a.
Iran — 2.9 n.a.
Jordan 3.4 1.4 0.3
Morocco 1.3a 1.7 1.7
Tunisia 2.4 2.1 1.2
Yemen 3.7a 2.6 0.3

Source: Razmara et al. (1999).
— Not available.
a1992.

Figure 5.4 Pension Spending as a Percentage of GDP
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population will be important in the long term, in the short term, the num-
ber of people taking early retirement and the ratio of dependents to work-
ing population may also rise (Börsch-Supan, Palacios, and Tumbarello
1999).4

As the number of elderly rises compared to the working-age popula-
tion, the need for better family, societal, or public-based support mecha-
nisms also increases. In MENA, by 2025, the number of elderly is expected
to rise by an annual rate of 4 percent, while the rest of the population is
expected to grow by 1.4 percent.

Countries in the region have mandatory pension schemes. These
schemes are based on partially funded systems and operate as pay-as-
you-go systems with defined-benefit plans. However, in most countries,
the schemes are poorly designed, and reserves are inappropriately man-
aged. In addition, evasion of contributions is widespread, unequal treat-
ment of individuals occurs, and the systems are rigid and offer little
choice.

The parameters of pension schemes are poorly designed from a public
policy point of view. For most workers in the MENA economies, the ben-
efit formula appears generous, promising 70 to 80 percent of the worker’s
wage at the end of his career. However, because none of the schemes has
a formal indexation mechanism, benefits are actually dependent on infla-
tion and discretionary adjustments. The absence of formal indexation and
rules increases the level of uncertainty related to the value of the ultimate
benefit, and workers often perceive contributions as a tax.

Payroll taxes for pensions are set at fairly high levels, compared to
international benchmarks. This is done in order to generate surpluses
and smooth the long-run contribution rate under the scaled premium
concept. Payroll taxes for pensions as a share of total labor costs (gross
wages plus employers’ payroll contributions) vary between 8 and 
9 percent in the main schemes of Algeria, Libya, Morocco, and Tunisia
to more than 23 percent in Iran and Egypt. If other social insurance con-
tributions are taken into account, the range is between 13 and 36 per-
cent of total labor costs. Important differences emerge, however, when

Table 5.7 Financing of Pension Expenditures in Algeria (In 1995 DA)

1992 1993 1994 1995 1996 1997 1998

Total pension 
surplus (deficit) 
in billions, DA 2.2 0.5 0.5 −1.1 −6.4 −9.6 −19.0

As percentage of GDP 0.1 0.0 0.0 −0.1 −0.3 −0.4 −0.8

Source: World Bank (1999a).
Note: DA = Algerian dinar.
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fairness also creates strong incentives to retire early in the Organization
for Economic Cooperation and Development (OECD) countries.

Large informal sectors are also a serious public finance problem. Given
the design of the system, a large fraction of the workforce is not paying
taxes and is not contributing to the pension system. For instance, a very
large part of the agricultural sector is informal (ranging from 50 percent
of total male employment in Yemen to 18 percent in Algeria), and in many
countries, the largest part of the formal labor market is in the public sec-
tor. Among nonagricultural workers, around 57 percent in Morocco,
47 percent in Tunisia, and 40 percent in Egypt are in the informal sector.

The ways in which pensions are funded can generate poor microeco-
nomic incentives that discourage labor supply for those workers who
cannot avoid being in the formal sector. A common feature is that contri-
butions, particularly in the early stages of working life, have little or no
value for the contributor and therefore are perceived as pure taxes, with
the associated labor supply disincentives. The associated labor market
distortions appear to be even larger in MENA than in developed coun-
tries, where they have been studied in great detail (Börsh-Supan 1992; Dis-
ney 1996; Gruber and Wise 1999). The perception of a weak link between
lifetime contributions and benefits is also created by the absence of formal
indexation rules. This increases the level of uncertainty related to the
value of the ultimate benefit. To the extent that the contribution falls on
the worker and is perceived as a tax, the worker will supply less labor than
would have been the case otherwise.

There are two reasons to believe that the behavioral responses in the
MENA countries are even larger than those in the OECD countries for
which some empirical evidence is available. First, although inadequate in
some cases, actuarial adjustments with respect to retirement age exist in
most OECD countries. These are typically nonexistent in MENA coun-
tries. Second, benefits are closely linked to contributions in most OECD
countries, while the link is very weak or almost absent in the MENA pen-
sion systems. Third, the relevant elasticities are probably lower in OECD
countries than in MENA, where it is much easier to move between the for-
mal and informal sectors. With stronger incentives to escape pension con-

Table 5.8 Vesting Periods in Select Countries, 1990

Vesting Period (Years of Work 
Region Required to Qualify for Benefits)

MENA average 13
OECD average 18
Eastern Europe average 25

Source: World Bank (1994).
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nonoil commodities also declined after September 11, about 6 percent for
agriculture and 3 percent for metals (excluding gold and silver). Par-
ticularly steep declines in both cash prices and one-year futures were
registered for sugar, cotton, and coffee. While the unit value index of man-
ufactures exported from industrial countries to developing countries also
declined in 2001, it is projected to increase by about 4 percent in 2002, in
part because of changes in the valuation of major currencies. These price
forecasts imply different terms-of-trade changes for different countries,
depending on whether they are net exporters or net importers of oil,
nonoil commodities, or manufactures.

Projected slower global growth in the wake of September 11 is also
expected to affect remittance flows. Although the impact is likely to be
significant for only a limited number of countries, the Middle East can be
affected in two different ways. On the one hand, remittances from the
Middle East are potentially at risk in the Philippines. On the other, a loss
of remittances from the Gulf states and Western Europe could exacerbate
possible balance of payments difficulties next year in Jordan, Morocco,
and Tunisia.

The predicted effects on the world economy are summarized in table
5.9. Although the slowdown in global economic activity is being led by
the industrial countries, aggregate growth for developing countries is also
being adversely affected and is expected to weaken from 5.5 percent in
2000 to 2.9 percent in 2001. Delayed recovery in the OECD countries is
likely to restrain the growth in developing countries in 2002 to 3.7 percent,
about 0.6 percentage point lower than projected prior to September 11.
The subsequent recovery in high-income countries should ignite a strong
rebound to 5.2 percent growth in developing countries in 2003. Although
the global slowdown is the main underlying cause for the poor outlook in
2001 and 2002, higher perceptions of risk are also at work, reflecting both
the flight to quality of investors and financial tensions in large emerging
markets such as Argentina, Brazil, and Turkey.

Amid these expectations, MENA will have to find resources for financ-

Table 5.9 Forecasts of GDP Growth, 2001 to 2003 
(Annual Percentage Change)

Actual Before After 
Growth September 11 September 11

Region 2000 2001 2002 2003 2001 2002 2003

High-income countries 3.4 1.1 2.2 2.8 0.9 1.1 3.5
Developing countries 5.5 2.9 4.3 5.0 2.9 3.7 5.2

Source: World Bank calculations.
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Appendix 5.1 Public Work Programs in the MENA Regiona

Workers  
per Year

Country and Year of Source of Workers (Percentage of 
Program Name Start Financing per Year Labor Force)

Algeria
Programme 
d’Activites 
d’Interet 
General

Travaux 
d’Utilite 
Publique

Rural Employment
Project

Egypt
Public Works 
(part of the 
Social Fund)

Morocco
Promotion 
Nationale

Tunisia
Chantiers 
Nationaux 
and Chantiers 
Regionaux

1994

1996

1997

1993

1960s

1960s

Budget

30 percent bud-
get, 70 percent
International
Bank for Recon-
struction and
Development

13 percent bud-
get, 87 percent
donors

Social Fund: 
(10 percent bud-
get, 90 percent
donors)d

93 percent 
budget, 7 per-
cent donors

Budget

190,000b

10,000c

10,000

60,000e

50,000 h

75,000 j

2.1

0.1

0.1

0.4f

0.6i

2.7j
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0.4

0.07

0.07

0.3g

0.26j

0.4k

610

2,650

1,580

1,400

950

170

Half
minimum
wage

Market or
minmum
wage

Market
wage

Unskilled
or semi-
skilled
wage

Minimum
rural
wage

Below
minimum
wage

80

40 to 50

55

30

75

80

Temporary works; rela-
tively high educated
beneficiaries; primarily
urban oriented; activities
not always labor inten-
sive; only one member
per household can par-
ticipate

Project just implemented

Project just implemented;
mainly directed to the
northwestern area of the
country

Temporary unskilled
workers; rural areas;
labor intensive; workers
employed in infrastruc-
ture building

Temporary, seasonal, and
emergency works;
unskilled workers;
mainly (70 percent) in
rural areas; labor inten-
sive; workers employed
in infrastructure build-
ing

Temporary, seasonal, and
emergency works;
unskilled workers;
mainly (two-thirds) in
rural areas; labor 
intensive

Total Cost Cost per Percentage 
as Percentage Job (U.S. of Wage 
of GDP Dollars Program Cost in 
(One Year) per Year) Wage Total Cost Remarks

(Table continues on p. 176.)
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Appendix 5.1 Continued

Workers 
Workers per Year 

Country and Year of Source of per (Percentage of 
Program Name Start Financing Year Labor Force)

West Bank and Gaza
Civil Works 
(part of the 
Community 
Development 
Project)

Yemen
Public Works Project

Public Works 
(part of the 
Social Fund)

Source: Authors’ compilation.
aAll types of programs are cash for work except in Morocco where in addition to cash for 
work, there is also the provision for food for work.
b1996. After 1995, as a result of improving targeting criteria, the number of beneficiaries 
was largely reduced; in 1995 they were still 430,000.
cSo far only about 2,000 have been created.
d1993.
eAverage 1993 to 1996.
fAverage.

1997

1997

1997

10 percent 
budget, 90 per-
cent donors

90 percent Inter-
national Devel-
opment
Association, 
10 percent
domestic

Social Fund 
(9 percent bud-
get, 81 percent
donors)

8,000

3,500l

2,000

—

0.07

0.04
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0.4

0.15

0.08

—

—

1,000

—

Unskilled
wage

Min. 25

30 to 40

35

Short-term, semi-
unskilled workers; small
villages and municipali-
ties; labor intensive;
workers employed in
infrastructure building

Just implemented; poor
rural areas; workers
employed in infrastruc-
ture building

Just implemented; poor
rural areas; workers
employed in infrastruc-
ture building; projects
are demand driven

g1994.
hOn average since its creation.
i1992 labor force.
jAverage of the period 1987 to 1991.
k1989.
lCalculated on the basis of a six months average duration of job.

Total Cost Cost per Percentage 
as Percentage Job (U.S. of Wage 
of GDP Dollars Cost in 
(One Year) per Year) Program Wage Total Cost Remarks



Appendix 5.2. Summary of Food Subsidy Reforms for MENA Countries

Country Status of Reforms Remaining Reform Options

Algeria

Egypt

Iran

Jordan

• Food subsidies have been eliminated gradually since
1992

• Safety nets were introduced in 1994 to compensate for
the increase in food prices.

• Food subsidy costs were reduced by raising prices,
reducing the number of ration book holders, and reduc-
ing the number and quantity of subsidized food items

• A self-targeted mechanism has been adopted for bread
and wheat flour through lower-quality products such
as baladi bread and flour

• Sugar and edible oil are subject to quotas and distrib-
uted through ration cards

• Food subsidy is still general, untargeted, and open to
all Egyptians through a system of no quantity restric-
tions or subsidized baladi bread and a monthly ration
quota for subsidized sugar and edible oil

• Reforms were launched in 1992 to reduce fiscal costs
by lowering the exchange rate and making fewer com-
modities eligible for coupons

• Cash transfers were introduced to replace coupons on
chicken and eggs

• Food subsidies were gradually removed: in 1996 they
were replaced with food coupons available to everyone;
in 1997 the food coupons were replaced by cash trans-
fers, and the general cash transfers were eliminated in
1999

• Improve targeting and efficiency of the existing safety
nets

• Continue reducing food subsidies costs through two
possible options:

Adopt an administratively targeted or means-tested 
food subsidy system through establishing an effi-
cient administrative system to screen the poor from
the nonpoor

Eliminate current subsidies on edible oil or sugar or 
double the price of a loaf of subsidized baladi bread

• Increase prices on subsidized commodities;
• Assess impact of different option reforms

• Adopt further means testing to achieve better targeting
• Monitor the impact of the transfer programs and the

elimination of cash transfers on poverty



Morocco

Tunisia

Yemen

• Food subsidies were virtually eliminated (0.3 percent
of GDP in 1999, 0 percent in 2000)

• Quantity restrictions on subsidized commodities were
replaced by custom tariffs

• All crop production and intermediary prices were 
liberalized

• Consumer prices on sugar, cooking oil, and national
flour are fixed by government

• Flour is self-targeted via low-grade quality to favor the
poor and middle class

• Cost of food subsidies has remained unchanged (about
1.7 percent of GDP)

• Food subsidies are self-targeted in the form of quality
differentiation: semolina, pain (bread) unique, generic
grain oil, less-refined brown sugar, and pasteurized-
reconstituted milk

• Cost of food subsidies was reduced from 3 percent of
GDP in 1990 to 2 percent in 1993, then dropping to 
1.7 percent since 1995

• Food subsidy is still general, untargeted, and open to
all Tunisians

• Food subsidies were reduced (3.6 percent of GDP in
1998, 5.2 percent in 1997, and expected to reach 0.3 per-
cent in 1999)

• Wheat pricing and marketing were liberalized in 1999.

• Remove subsidy and reduce customs protection for all
three products (eliminate tariffs on cooking oil and
maintain moderate tariffs for substantially domestically
produced crops, mainly soft wheat and sugar crops)

• Introduce a compensatory targeted scheme for the con-
sumers and small farmers and producers affected by
the removal of custom protection

• Finance cost-effective instruments focused on the basic
needs of low-income groups

• Strengthen the “inferior goods” approach by tailoring
the selection of subsidies based on the consumption
patterns of the poor

• Liberalize prices on unsubsidized goods
• Continue increasing retail prices on goods consumed

by higher-income groups
• Define targeted group and monitor progress of reforms
• Reduce customs protection for all subsidized products

and introduce compensatory targeted schemes to pro-
tect poor local producers

• Assess the impact on poverty of reducing food subsidies 
• Monitor progress of reform and assess impacts on poor

in both rural and urban areas
• Increase investment in basic social services targeted to

low-income groups

Source: Razmara et al. (1999); World Bank (1999b).
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“demise” of the welfare state, all one really sees after 1980 is stasis, not
decline, in the shares of GDP taxpayers put into such programs.

Familiar as the broad rise of social transfers may look, it should also
seem curious. Why should it have been delayed for so long? Why did it
march so far by 1980? Why has it stabilized since then? What difference
did its rise make to economic growth? This essay seeks to answer such
questions, through an examination of several important conclusions that
may be drawn from analyzing the comparative data on social spending.

The first curiosity to note from a historical perspective is how poorly
social spending fits the role usually assigned to it (Lindert 1991, 2000).
This leads me to the first of six observations: History reveals a “Robin Hood
paradox,” in which social spending targeted to the poor is least present when and

Figure 6.2 Poor Relief and Pension Spending as a Share of National Product,
England and Wales, and the United Kingdom, 1688 to 1987
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Source: The national product denominators for England and Wales, 1688 to 1811, are
from Lindert and Williamson (1983) and O’Brien (1988). Those for 1830 on are based on
the estimates of Deane (1968), Feinstein (1972), and the Central Statistical Office. The
national product of England and Wales for 1830 to 1936 was assumed to be 0.813 times
that of the United Kingdom, a ratio implied by Baxter (1868) for 1867. (This may be too
low for the interwar period, after the separation of southern Ireland.)

The poor relief expenditures for 1688 to 1803 are from King (1936 [1695]), Davies and
the official returns. Later figures for England and Wales are from Williams (1981,
145–234). All expenditures for the United Kingdom are from the Central Statistical
Office. Pension expenditures include all public sector pension programs as well as social
insurance pensions and include both contributory and noncontributory pensions. Non-
pension poor relief in the twentieth century includes employment insurance, family
allowances, and supplemental benefits.
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The mutual feedbacks between income and social budgets have been
identified by instrumental-variable GLS (generalized least squares) esti-
mates (Lindert 1994, 1996, forthcoming), using six different data sets:

• 1880 to 1930, a pool of data from twenty-one countries over six
prewar benchmark dates (1880, 1890, 1900, 1910, 1920, and
1930), introduced in two earlier writings (Lindert 1994, 2001);

• 1962 to 1981, a pool of data consisting of nineteen OECD coun-
tries over the five four-year periods from 1962 to 1965 through
1978 to 1981, which draws on the OECD (1985) estimates of
social spending for 1960 to 1981, as explained in Lindert (1996);

• 1978 to 1995, a pool of data for twenty-one OECD countries
over the six three-year periods from 1978 to 1980 through 1993
to 1995, using the newer OECD (1999) social expenditure data-
base;

• 1975 to 1990, all countries, a pool of data for thirty-nine nations
over the four dates 1975, 1980, 1985, and 1990, based on Kuo
(1999);

Figure 6.3 Simultaneous System Linking GDP and Social 
Spending Shares
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ure 6.5 is therefore not just a by-product of applying the same set of enti-
tlement rules to a growing elderly population. Rather figure 6.7 suggests
an early success for “gray power” lobbying, which gains momentum as
a young and developing society ages. Later on, however, as the popula-
tion ages toward the Scandinavian extreme, the effect on the generosity
of pensions turns strongly negative. The implied effects are big. The rise
(fall) of 40 percent in the ratio graphed in figure 6.7 means that if a mid-
dle population with 8 percent over the age of sixty-five gives its elderly
an average of 60 percent of GDP per capita, as often has happened, then
that 60 percent support ratio rises from (falls toward) only 36 percent in
the youngest (oldest) societies.

Figure 6.4 Effect of Population Aging on Total Social Transfers
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Such a rise and fall of gray power, as judged by the pension support
ratio, does make sense. As one might have predicted from the public
goods literature, being a larger share of the population does not help
your redistributive fight forever. In the early stage toward the left in fig-
ure 6.7, having more elderly persons gives them more political voice.
Eventually, however, raising the share of elderly in the population over
20 percent must erode the amount that each elderly person can extract
from the political system.

Another force becomes visible in the postwar data, yielding my fifth
observation: The social affinities felt by middle-income voters, proxied by eth-
nic homogeneity or by their income distances from the bottom income ranks, are
an important determinant of tax-based social spending. The fourth and last
main force determining the share of social spending in GDP is social
affinity, including ethnic homogeneity as one source of affinity. The
opposite of this homogeneity, or ethnic fractionalization, is a strong neg-

Figure 6.5 Effect of Aging on Public Pension Spending
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ative influence on social budgets and the taxes to pay for them. As
shown in table 6.7, ethnic homogeneity strongly promotes every kind of
social transfer program through government. Stated the other way
around, ethnic fractionalization is a strong negative influence on the
political will to raise taxes for social spending and related public invest-
ments. This result stands out in global data sets as well as in recent stud-
ies of Africa and U.S. local governments (Easterly and Levine 1997;
Alesina, Baqir, and Easterly 1999).

Aside from its ethnic dimension, social affinity probably also has an
income distribution side. It makes sense that social transfers and public
education derived much of their political success from the willingness
of swing voters, presumably middle-income voters, to identify with the

Figure 6.6 Effect of Aging on Public Nonpension Transfers
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need for such tax-based programs. The economic stake of middle voters
is likely to depend on their social affinities, as modeled elsewhere (Kris-
tov, Lindert, and McClelland 1992). For which group do middle voters
say, “That could be me”: the tax-burdened rich or the poor to be caught
in safety nets? There is no easy way to measure such affinities, aside
from being alert to whether middle voters share the same language, reli-
gion, and race with those at the top or bottom. A recent study of panel
data in seven OECD countries shows that greater inequality in chil-
dren’s fortunes in the U.S. and Britain has combined with a lower ten-
dency for children to be able to move between income ranks over the
years, relative to five other countries (Bradbury, Jenkins, and Mick-
lewright 2000, 12–28). In such settings, we would expect less inclination
of middle-income voters to look at the poor and say, “That could be
my child.”

Source: Author’s configuration.
aPercentage by which the public’s pension support ratio, or (pensions per elderly)/(GDP
per capita), departs from the ratio when the elderly are 8 percent of the whole population.

Figure 6.7 Effect of Aging on Public Pension Support Ratio
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Table 6.1 Social Transfers as a Percentage of GDP at Current Prices in Select OECD Countries, 1880 to 1995

Country 1880 a 1890 a 1900 a 1910 a 1920 a 1930 a 1960b 1970b 1980b 1980 c 1995 c

Australia 0 0 0 1.12 1.66 2.11 7.39 7.37 12.79 10.90 14.84
Austria 0 0 0 0 0 1.20 15.88 18.90 23.27 23.43 21.39
Belgium 0.17 0.22 0.26 0.43 0.52 0.56 13.14 19.26 30.38 22.45 27.13
Canada 0 0 0 0 0.06 0.31 9.12 11.80 14.96 12.91 18.09
Denmark 0.96 1.11 1.41 1.75 2.71 3.11 12.26 19.13 27.45 26.44 30.86
Finland 0.66 0.76 0.78 0.90 0.85 2.97 8.81 13.56 19.19 18.32 31.65
France 0.46 0.54 0.57 0.81 0.64 1.05 13.42 16.68 22.55 22.95 26.93
Germany 0.50 0.53 0.59 4.82 18.10 19.53 25.66 20.42 24.92
Greece 0 0 0 0 0 0.07 10.44 9.03 11.06 8.67 14.43
Ireland 3.74 8.70 11.89 19.19 16.20 18.30
Italy 0 0 0 0 0 0.08 13.10 16.94 21.24 17.10 23.71
Japan 0.05 0.11 0.17 0.18 0.18 0.21 4.05 5.72 11.94 10.48 12.24
Netherlands 0.29 0.30 0.39 0.39 0.99 1.03 11.70 22.45 28.34 26.94 25.70
New Zealand 0.17 0.39 1.09 1.35 1.84 2.43 10.37 9.22 15.22 16.22 18.64
Norway 1.07 0.95 1.24 1.18 1.09 2.39 7.85 16.13 20.99 18.50 27.50
Sweden 0.72 0.85 0.85 1.03 1.14 2.59 10.83 16.76 25.94 12.97 19.01
Switzerland .. .. .. .. .. 1.17 4.92 8.49 14.33 .. 18.87
United Kingdom 0.86 0.83 1 1.38 1.39 2.24 10.21 13.20 16.42 11.43 13.67
United States 0.29 0.45 0.55 0.56 0.70 0.56 7.26 10.38 15.03 21.36 22.52

Source: Lindert (1994); OECD (1985).
0 = known to be zero. Blank = not yet a sovereign state. .. = known to be positive, but number is not available.
aWelfare, unemployment, pensions, health, and housing subsidies.
bOECD old series.
cOECD new series.
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of their approach to poor relief. As seasonal hirers of farm labor in an
industrializing and urbanizing economy, they had strong incentive to
ensure that laborers stayed in their area across the low-income winter
months instead of emigrating to cities and industrial centers. The richer
the farmer or landlord was, the more he or she hired labor. Local poor
relief became a way of making the less-landed households pay a share
of local “poor rates” to retain a seasonal labor force they used very lit-
tle. In fact, Gilbert’s Act in 1782 tilted local voting power slightly more
in favor of the top landowners by apportioning voting rights to the value
of owned land. Conversely, the Reform Act of 1832 shifted voting rights
toward rich industrialists in the rising centers, who saw little merit in a
system that kept workers in the stagnating rural Southeast.2 The spatial
pattern of generous poor relief in the rural Southeast and greater tough-
ness in prospering cities and the Northwest fits the same model of self-
interest (although it is an exception to the Robin Hood paradox).

Similar reasoning about voice and economic interests also helps to
explain a curious pattern in the rise of tax-based mass public schooling.
In the first half of the nineteenth century, the wave of mass schooling
started in the German states, most visibly in Prussia. After 1860, the lead-

Table 6.2 Declining Exclusiveness of the British Franchise, 1688 to 1911

Relative Income 
of Franchised 

Voters (Ratio of 
Percentage of Median Household 

Household Heads Income of the Franchised 
Time Period Having the to Median Income of 
and Location Right to Vote All Households)

1688, England and Wales 15.3 2.75
1759, England and Wales 20.0 2.40
1803, England and Wales 13.5 2.73
First Reform Act, 1832
1867, England and Wales 19.0 1.37
1867, United Kingdom 4.2 1.46
Second Reform Act, 

1867 to 1868

Third Reform Act, 
1883 to 1884

1911, United Kingdom 74.2 1.13

Source: Author’s estimation, using the sources cited in Lindert and Williamson (1982;
1983) and the House of Commons historical volumes. Unpublished revisions were used
to improve the 1867 and 1911 estimates to put them on the same household, or “family,”
basis as the estimates for earlier benchmark years.
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Table 6.3 Tax Collection Costs as a Percentage of Central Government
Revenue, United Kingdom, 1787 to 1986

Main Revenue Services

Inland Revenue

All Direct 
Year Collectionsa Customsb Total Excise Stamps Taxes

1787 to 1796 6.7 4.7 5.1 5.1 3.5
1803 5.0
1820 6.4
1830 6.1 4.8 5.4 2.6 5.3
1840 5.6 5.5 5.0 6.5 2.2 4.6
1850 5.8 5.0 6.5 2.2 4.6
1860 4.1 4.1 3.6
1873 4.3 3.7
1880 3.7
1883 4.4 3.7
1890 3.9 3.3
1900 2.2 2.9 2.6
1926 —b 1.6
1927 1.5
1937 1.5
1960 0.9b 1.6
1970 1.0b 1.4
1980 1.4b 1.8
1986 1.1b 1.8

Source: For all collections other than post, telephone, and telegraph, Mitchell and Deane
(1962, 392–99).
Notes: Figures for years before World War I divide the official estimates of collection costs
by gross receipts, while those after World War I divide it by what are called “net
receipts.” The change in official convention matters little, since adding the collection costs
themselves to the denominator would change the ratio by only about one percent of
itself.

For 1787 to 1796, the figures were calculated from The Fourth Report of Great Britain,
Select Committee on Finance, July 19, 1797. The collection costs are described only as the
“charges of management” on the “collection of revenues” and are compared to gross
receipts. For 1830 to 1860, the main source is a special return in House of Commons, Ses-
sional Papers, 1862, vol. xxx, 601. Each figure from this source refers to the single fiscal
year starting in the year listed. However, the customs percentages for 1840, 1850, and 1860
are five-year averages centered on that same fiscal year. For 1873 to 1900, annual reports of
the Commissioners of Customs and Inland Revenue. The figures for Inland Revenue are
again single-year figures for fiscal years starting April 1 and those for the Customs service
are five-year averages centered on that year. The customs figures for years between 1855
to 1856 and 1876 to 1877 had to be adjusted upward to correct the temporary exclusion of
the Coast Guard costs. For 1926 to 1986, single-year figures were calculated from the
Annual Reports of the Customs Commissioner and the Commissioner of Inland Revenue.
aOther than post, telephone and telegraph. The figures for 1803, 1820, and 1840 are for
the fiscal year ending January 5 of the following year. The figures for all other years are
for the fiscal year starting on April 1 of the stated year.
bCustoms and excise beginning in 1926.
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costly regime across the nineteenth century, raising the share of adminis-
trative costs in their central government budgets. Only after World War
I, with welfare support given to the poor more abundantly and with fewer
strings, did the welfare costs drop to today’s rates.

Like administrative costs, the incentive cost of social programs proba-
bly also declined, at least on the tax-collecting side. The incentive cost
share is the ratio of the marginal deadweight costs (as in the classic wel-
fare triangles) to the amounts transferred. The prevailing historical shift
in tax collections was the same one we observe when scanning from
lower-income to higher-income countries in today’s global cross section—
a shift from border taxes on foreign trade to direct taxation on income and
wealth. The famous incentive effects of today’s direct taxation on the sup-
ply of labor and other factors are real enough, but they are tied to elastic-
ities that tend to be lower than the elasticities of foreign trade and other
behavior subject to the older kinds of taxes. Lower elasticities of the taxed
activity mean lower deadweight costs per dollar transferred, at least under
most realistic initial conditions. Although this point cannot be quantified
here, it seems likely that the incentive costs of the rising social programs
have declined relative to the amounts spent.

One might imagine that an exogenous drop in the cost of social tax-
and-spend combinations was a key historical source of the rise of the wel-
fare state. Yet caution is in order here. As we saw for the old poor-relief
programs, lowering costs—by giving more generous outdoor relief—
was not really an exogenous price drop. Rather it was a policy shift
toward a “quality” of poor relief that cost less to administer by failing to

Table 6.4 Tax Collection Costs of Main Revenue Agencies as a Percentage
of Central Government Revenue in the United States, 
1860 to 1970

Year Customs Internal Revenue

1860 6.8 ..
1870 3.4 4.3
1880 3.5 3.0
1890 3.2 2.7
1900 3.5 1.6
1929 3.4 1.2
1960 3.7 0.4
1970 3.9 0.5

Source: All cost percentages are five-year averages calculated from the annual reports of
the U.S. Secretary of the Treasury. The underlying data series on costs were discontin-
ued in 1980.
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Table 6.5 Administrative Costs of Poor Relief in England and Wales, 
1772 to 1912

Administrative Outdoor Relief as a

Costs as a Percentage of

Percentage of Number of 
Location Expenditures on Value of Transfers Paupers 
and Years Poor Relief to the Poor Relieved

English parishes 
with workhouses, 
1772 to 1774

Rural East Anglia 29.2 10.5
London 23.6 27.4
Towns 15.6 32.8
Cities, excluding 
London 10.1 47.5

All reporting 
parishes 19.4 32.5

England and Wales, 
1851 to 1912
1851 12.8 64.7 87.3
1871 15.1 53.6 84.2
1879 18.1 42.1 78.2
1887 20.1 38.9 76.5
1895 22.0 33.4 74.1
1905 22.1 30.8 68.9
1911 24.7 22.6 60.4

Source: For 1772 to 1774, calculated from House of Commons, Cd. 3247 (1775). The data
were edited to eliminate cases of poor reporting and correct obvious small errors.
Administrative expenses consist of salaries and other incidentals, excluding medical
salaries (a transfer in kind) where possible. Transfers consist of food, clothing, shelter,
occasional outdoor relief, and a very incomplete accounting of the rental value of occu-
pied real estate.

For 1851 to 1912 (years ending March 25), expenses for 1851 to 1852 are calculated
from House of Commons, Sessional Papers, 1852 to 1853, vol. Lxxxiv, 394–97. For this
year, the item “all other expenses immediately connected with the relief of the poor,”
equalling 9.7 percent of total expenses, was judged to be transfers to the poor rather than
administrative costs. Expenses for 1871 to 1905 were calculated from Sessional Papers,
1909, vol. xxxvii, 43. The other-expenditures item was broken between buildings-
repairs-furniture (largely a transfer) and other expenses (assumed administrative)
according to the proportions prevailing in 1911 to 1912. Expenses for 1911 to 1912 are
calculated from Sessional Papers, 1912 to 1913, vol. Lxxiii, 860, and 1913, vol. xxxvii, 43.

The counts for indoor and outdoor paupers are from the Annual Abstract of Statistics.
Those for 1851 and 1871 are for January 1 only, while those for later years are the aver-
ages of July 1 and January 1.
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give taxpayers the heavy hand of behavioral control over the poor that
many taxpayers would prefer. That is, part of the decline in costs was an
endogenous response to other changes, such as income growth.

Let us now turn to these other changes and my fourth observation:
The slow advance of all kinds of social spending in the century from 1880 to
1980 is well explained by the same political-voice motif, helped by population
aging, income growth, and differences in religion.

What best explains the rise of government social transfers and public
schooling between 1880 and 1980 is a combination of economic, demo-
graphic, social, and political forces that lends itself well both to mea-
surement and to interpretation. We can sort these forces out with the help
of the sketch in figure 6.3 of the simultaneous-equation system linking a
nation’s average income with its tax-based social spending expressed as
a share of GDP. That income affects the share spent on such programs is
well known, although still not well explained. This effect is represented
by the downward arrow in the middle of figure 6.3. The social budget
shares, in turn, affect income growth, as shown by the upward arrow. To
sort out these mutual effects requires a simultaneous-equation system
with enough separate influences on the two kinds of endogenous vari-
ables to allow their sources to be identified statistically.

Table 6.6 Administrative Costs of Poor Relief in New York State,a

1840 to 1895

Administrative Costs 
as a Percentage of Outdoor Relief as a 

Expenditures on Poor Relief Percentage of

Value of Number of 
Transfers to Paupers 

Years Poorhouse Outdoor Total the Poor Relieved

1840 to 1844 21.2 14.7 18.3 47.4 63.1
1846 to 1850 20.6 14.2 17.5 49.9 69.6
1851 to 1855 12.9 10.0 11.6 46.0 73.0
1856 to 1860 18.4 8.9 13.8 50.8 78.9
1870 to 1874 25.7 3.8 16.0 50.7 74.8
1875 to 1879 25.6 9.4 17.7 53.7 81.3
1880 to 1884 25.3 8.3 17.8 49.3 73.4
1885 to 1889 27.0 8.3 20.0 43.2 64.8
1891 to 1895 32.0 9.1 24.7 38.6 69.6

Source: All figures are calculated from Hannon (1986, app. A). There is a slight change of
series between 1860 and 1870, when an attempt was first made to include building
repairs in total expenditures. With these estimates as with the British, it is likely that
building costs were incompletely imputed, although their inclusion probably would not
have affected the administrative-cost share greatly.
aExcluding New York City.



Table 6.7 Determinants of Social Transfers in a Global Sample of Thirty-Nine Countries, 1975 to 1990

In an Equation to Explain the Share of GDP Spent on

Is There a Public Other Total 
Significant Positive Public Unemployment Assistance Social Social 
Effect of Pensions Compensation to the Poor Expenditures Expenditures

Program existence (years of social insurance 
program existence) — Yes, + — — —

Real income per capita? — Yes, + — — —
Aging of the adult population? Yes, + Yes, + Yes, + Yes, + Yes, +
A democracy index? — Yes, + +a — —
Ethnic fractionalization? No, − — No, − No, − No, −
Protestant share of population? Yes, + No, − Yes, + — —
Catholic share of population? — No, − — — Yes, +
Muslim share of population? — No, − — — —
Military spending/GDP? — — — Yes, + —
Openness, measured by (X + M)/GDP a year earlier? Yes, + +a — — Yes, +

Source: The original source is Kuo (1999, tables C1 to C7, 27–30) for detailed definitions of most of the variables.
Note: Kuo also tested for several variations of the openness hypothesis, often confirming a significant positive link to social transfers. His sample con-
sisted of fifty-three countries, some of which are dropped here due to insufficient comparability and completeness of data. The thirty-nine countries
used here are nineteen OECD countries, other Asian countries, and several Latin American countries. There are no countries from Africa or the Mid-
dle East other than Turkey. The pooled sample consists of these thirty-nine nations for four years (1975, 1980, 1985, and 1990), or 156 observations.
The detailed results are shown in Lindert (in progress).
— Coefficient not statistically significant from zero at 5 percent threshold in a two-tailed test. Where polynomials were used (years of social insurance
program existence, aging), the confidence interval is measured at the low levels typical of the twenty developing countries in the sample.
aSignificant only at the 7 percent level.



Table 6.8 Pension Support and Social Transfers Projected to 2020, Using the Aging Effect Alone

Share of Total 
Population Older Predicted Change Due to the Rise in the Share of the 
Than Sixty-Five Population Over Sixty-Five in Total Population, 1990 to 2020

Public Ratio of Total Social Nonpension 
Pensions as a Pensions Per Transfers as a Transfers as a 

Projected to Percentage Elderly to Percentage Percentage 
Country 1990 2020 of GDP GDP Per Capita of GDP of GDP

OECD countries with the 
elderly approaching 
20 percent of the 
population by 2020
Australia 11.2 15.9 3.2 3.7 2.7 −0.6
Austria 15.0 18.7 1.9 −5.0 5.5 3.6
Belgium 15.1 20.0 2.0 −9.9 8.8 6.9
Canada 11.2 18.1 4.4 0.5 6.0 1.7
Denmark 15.6 19.0 1.6 −5.9 5.7 4.1
Germany 15.0 20.0 2.0 −9.9 8.9 6.9
Ireland 11.4 15.9 3.1 3.3 2.6 −0.5
Netherlands 12.8 20.1 3.6 −8.8 10.5 6.9
New Zealand 11.1 18.2 4.4 0.4 6.2 1.8
Norway 16.3 18.2 0.9 −3.1 3.1 2.2
Portugal 13.6 19.0 3.0 −5.2 7.1 4.1
United Kingdom 15.7 19.1 1.5 −6.2 5.8 4.3
United States 12.4 16.3 2.7 1.6 2.8 0.0

(Table continues on p. 208.)



Table 6.8 Continued

Share of Total 
Population Older Predicted Change Due to the Rise in the Share of the 
Than Sixty-Five Population Over Sixty-Five in Total Population, 1990 to 2020

Public Ratio of Total Social Nonpension 
Pensions as a Pensions Per Transfers as a Transfers as a 

Projected to Percentage Elderly to Percentage Percentage 
Country 1990 2020 of GDP GDP Per Capita of GDP of GDP

OECD countries with the 
elderly surpassing 
20 percent of the 
population before 
2020
Italy 14.5 19.2a 2.4 −6.5 7.1 4.7
Japan 12.0 18.6a 4.0 −2.1 6.8 2.8
Greece 13.7 19.4b 3.0 −6.8 8.1 5.1
Finland 13.4 19.0c 3.1 −5.1 7.2 4.1
France 14.0 18.9c 2.7 −5.2 6.7 4.0
Spain 13.4 19.0c 3.1 −5.1 7.2 4.1
Sweden 17.8 20.0c 0.4 −7.3 5.3 4.9
Switzerland 14.3 18.7c 2.4 −4.8 6.0 3.6

Non-OECD countries
Argentina 8.9 11.5 1.4 −16.0 −0.1 −1.5
Bolivia 3.6 5.4 2.2 34.8 2.4 0.2
Brazil 4.3 8.7 3.9 26.7 6.1 2.3
Chile 6.1 11.0 3.1 −11.7 4.0 0.8



Chinad 5.6 10.8 3.5 −5.9 4.9 1.3
Colombia 4.2 8.0 3.6 31.0 5.5 2.0
Ecuador 4.1 7.3 3.2 33.7 4.7 1.5
El Salvador 4.3 6.4 2.2 26.6 3.1 0.9
Guatemala 3.2 4.5 1.8 32.6 1.5 −0.3
India 4.3 7.2 2.9 29.2 4.3 1.5
Indonesia 3.9 7.0 3.2 38.0 4.6 1.3
Israel 9.1 13.4 2.4 −22.4 −4.2 −6.5
Malaysia 3.7 7.0 3.5 43.0 4.8 1.3
Mexicoe 4.0 7.9 3.8 35.7 5.7 1.9
Panama 5.0 9.0 3.2 12.8 5.4 2.2
Philippines 3.3 6.0 3.3 49.4 3.7 0.4
Singapore 5.6 15.6 6.7 −7.8 −10.0 −16.7
Thailand 4.3 10.0 4.6 19.5 6.9 2.3
Turkeye 4.3 8.5 3.7 −7.5 6.0 2.2
Uruguay 11.6 12.8 0.7 −5.6 −2.1 −2.8
Venezuela 3.6 7.7 4.2 46.2 5.9 1.7

Source: Author’s compilation.
Notes: Boldface numbers signify predictions for a country where the age effect predicts a drop in the pension support ratio by more than 5 percent by
2020, thus implying political tension with the elderly and their historical preference for safety net programs in general.
The percentages of persons over sixty-five are from United Nations, Population Division (1998).
The age effects on pensions/GDP, the pension support ratio, and total social transfers are based on cubic functions of the elderly share, in equations like
those sketched in the causal diagram, but using Kuo’s (1999) expanded global sample. I have used a 1978 to 1995 twenty-one-country regression (with-
out full fixed effects) for OECD countries, and a third-world subsample of twenty of Kuo’s (1999) countries, 1975 to 1990, for non-OECD countries.
a2005.
b2010.
c2015.
dOutside the sample.
eAdmitted to OECD since 1990.
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