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INCOME SUPPORT SYSTEMSFOR THE UNEMPLOYED:
ISSUESAND OPTIONS

Executivesummary

recent decades, unemployment has become a serious problem in many parts of the world, an
etask of helping the unemployed has gained increased importance and the interest of
licymakers. The purpose of thisreportisto provide guidelines for developing and transition
untries wishing to improve their income support systems for the unemployed, or introduce ne
'stems.

1ereport builds on the fact that public income support systems for the unemployed are a subs
formal and informal mechanisms of social risk management. Participation in a public incom
jpport program, for example, may reduce the amount of private transfers received by
rticipants and/or their incentivesto save and to take training. Viewing the system in itsentirel
id considering links among various components brings an important advantage, asit enablest
‘ike theright balance between publicly provided programs and private mechanisms of risk
anagement.

) derive guidelines about income support programs for the unemployed, the report relies on
10 sets of criteria. One set consists of thefollowing performance criteria of the programs:
how they affect distribution of income;
how they affect efficiency;
how suitable they are to confront different types of economic shocks, and
how resistant they areto political interference.

) “find what fits’” developing and transition countries, their specific features have to be
propriately recognized. In obtaining the guidelines, besides performance criteriathe report



smooth and successful performance relies on strong administrative capacity to monitor
program €eligibility, conducive labor market conditions, modest size of the informal sector,
and an environment of low political risk — the conditions which are typically lacking in
developing and transition countries— the case for the introduction of unemployment
insurance in these countriesis less compelling than it isin developed countries. ts existenc
may also reduce incentives for self-protection and break down the habit of self-help among
local communities, which may be welfare-reducing. Introducing unemployment insurance i
thus viewed as alonger-term goal for many of these countries.

Unemployment assistance, while enabling more effective targeting, may not bring savingsii
comparison to unemployment insurance— and in fact may provefiscally unsustainable, due
to theincreased pool of potential applicants created by the programs failure to base eligibilit
on contribution payments. In addition, in comparison to unemployment insurance, it offers
lower level of protection for high income workers, imposes larger administrative costs, and
suffers from similar employment disincentives. Its applicability isthus limited, perhapsto
countrieswith relatively developed administrative capacity and asmall informal sector —a
rare breed among devel oping and transition countries.

Unemployment insurance savings accounts (UISAS) are recognized as a promising option fc
developing and transition countries. By internalizing the costs of unemployment benefits, ti
program avoids the moral hazard inherent in the traditional unemployment insurance
program and thus improves reemployment incentives— given the weak monitoring capacity
of developing countries, an important advantage. Initsintegrated version with public
insurance — thus avoiding its main weakness of not pooling the risk among individuals — the
program promisesto yield both superior protection and improved incentives, and also hasth
potential to attract informal sector workers. Because the system has been largely untested,
further investigation of its effects and design parameters, including piloting of the program,
is needed.

Publicworks program is effective in reaching the poor, has good targeting properties and
substantial capacity to redistribute income from the rich to the poor, is able to attract inform
sector workers and provide flexible and fast response to shocks. and is administrativelv less
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INTRODUCTION

recent decades, unemployment has become a serious problem in many parts of the world.
acroeconomic crises and increased globalization have put more workers at risk of job lossin
iin Americaand, more recently, in East Asiaaswell. In an effort to transform themselvesini
arket economies, former socialist countries have faced the enormous task of efficiently
allocating workers and jobs across sectors and firms, which hasled to the emergence of
1employment and poverty of large proportions. Moreover, since the 1970s, Europe has
itnessed a reduction in economic growth and an increase in unemployment, especially
sturbing of which has been the increase of the share of long-term unemployed.

iven the above trends, the task of helping the unemployed has gained importance and the
terest of policymakers. Several aspects of thistask must be emphasized. Becausejob loss
itails the loss of income, providing effective income support is obviously a prime concern and
xessary component of assistance to the unemployed (beit in aform of apure transfer, or
rough jobs created by public programs). But other aspects must also be considered. In
)njunction with income support, it isimportant to consider how to increase the “ employability’
the unemployed, that is, the capacity of the unemployed to search for ajob and to match skill
ith existing vacancies. Moreover, adverse labor supply incentives created by income transfers
%ed to be carefully studied and addressed. And last but not least, reducing therisk of
1employment, both by designing appropriate income support schemes aswell as by increasing
nployment opportunities, should also be considered.

'hile the task of increasing employment opportunities reaches far beyond labor market policie
id programs, important links between job creation capacities of the economy and income
Ipport programs— and social protection systemsin general — should not be overlooked. Indeex
come support systems for the unemployed should be developed in line with abroader
inceptual framework that lays out complex interlinkages of institutions and policiesin the are:



JA), while enabling more effective targeting, may not bring significant savingsin comparison
unemployment insurance; because it imposes more demanding administrative constraints —
1d may suffer similar employment disincentive effects as unemployment insurance,
1employment assi stance as a self-standing program may be suitable only to a subset of
wveloping countries. In contrast, unemployment insurance savings accounts (UISAS) are
cognized as a promising option for many developing countries. By internalizing the costs of
1employment benefits, the scheme avoids the moral hazard inherent in the traditional
1employment insurance scheme and thus radically changes workers' incentivesand , if
propriately structured, offers the same protection to the unemployed as the traditional Ul
stem (but the system has been largely untested, so further investigation of the schemeslikely
fects and its design parametersisneeded). Similarly, public works are recognized as being
fectivein reaching the poor, and in general suitable for countries with alargeinformal sector
id lacking administrative capacity. Because of creating strong negative efficiency effects,
verance pay (SP) isrecognized as onethe least appropriate income support schemes.

1ereport proceeds asfollows. Wefirst discuss the conceptual issuesthat arisein evaluating
Id designing income support systems for the unemployed (Chapter 2). The need to evaluate
ese systemsin abroader framework and allowing for various interactions (with the labor
arket, for example) is particularly emphasized. We than present the stylized facts about the
sign of income support schemesin different parts of the world (Chapter 3). The presentation
nphasi zes the richness of the approaches and the complexity of the schemes, highlighting
1portant features that should be considered when improving such systems or introducing new
1es. In Chapter 4, we summarize the performance of variousincome support systems, based ¢
ereview of theoretical predictions and empirical evidence. Distributive and efficiency effects
e taken into account, aswell as how well are different systems suited to confront different
pes of economic shock and resist the political risk. The concluding chapter presents tentative
lidelines about choosing among alternative incomes support systemsin developing and
ansition economies.



2. CONCEPTUAL ISSUES

iced with the risk of unemployment, individuals choose among avariety of risk management
echanisms. Sometry to get agood education or enter jobs that are known to be stable, so ast
duce therisk of becoming unemployed; others may accumulate real or financia assets, or
rticipate in unemployment insurance programs, so asto havefinancial meansat hand if
1employment occurs; yet others may rely on private transfers of cash, food, and clothing, drav
whn financial and real assets, participate in public works or public training, or receive social
sistance, so asto cushion the loss of earnings associated with job loss.

ow to judge the desirahility of such mechanisms from the viewpoint of society? Successful
1oothing of consumption isimportant, but there are other considerations. Do public systems
splace other mechanisms, formal or informa? Do they affect job search effort and the type of
)st-unemployment job? How successful arethey in reaching the most hard -hit segments of th
ypulation and the very poor? What are the tradeoffs between pure income transfers compared
ith programs which combine transfers with other requirements — and opportunities— such as
iblic works or training? How to prevent the loss of human capital associated with prolonged
1employment spells?

this chapter, we present conceptual issuesin evaluating various mechanisms available to
orkersin dealing with therisk of unemployment. The starting point — and the recurrent theme

this report — isthe recognition that public income support programs available to the
1employed are just a subset of risk management mechanisms. Itisof utmost importance,
erefore, to look at the system of social risk management in its entirety, so asto consider links
nong its various components, and the repercussions of i ntroducing new public programs on
her mechanisms. The richness of mechanisms and strategies available to individuals, families
id communitiesis staggering— implying, among others, that theoretical models of necessity
cus on specific aspects of incorre support, and therefore the validity of their conclusions hast
: checked against the circumstances prevailina in asoecific countrv. The sameistruefor



usehold transfers, the ability of individualsto self-protect, the nature of shockstypically face
r the country, and cultural and poalitical factors. For example, the degree of informality of the
;onomy determines how many individuals can take advantage of formal sector programs (suct
sunemployment insurance and severance pay), and the administrative capacity of the economy
astrong predictor of the success of programs which require strong monitoring or information

pacity.

the continuation of this chapter, wefirst place income support programs i n the context of

cial risk management. The interaction with other formal and informal mechanisms has an
1portant bearing on the successful ness of these programs and hence on their desirability. We
so discuss the arguments that speak in favor of the public nature of programsto help the
1remployed. Wethen develop criteriathat we use for the evaluation of the suitability of
ternative income support programs. As mentioned, we propose performance eval uation criteri
tressing distributive and efficiency aspects, aswell as suitability to confront shocksand
sistance to political interference), and design and implementation criteria (stressing a country’
iecific conditions as factors for selection). Using the above analytical instruments, in
Ibsequent chapters we evaluate various income support programs and judge their desirability

r developing and transition countries. We conclude the chapter by discussing the weaknesses
the standard IL O definition of the unemployed when applied to developing countries.

1 Public income support in the context of social risk management

Jblic income support programs for the unemployed are just a subset of risk management
echanisms available to them. These mechanisms can be divided into three categories. (i) tho
at reduce the risk of unemployment (that is, reduce the probability of becoming unemployed
id/or increase the probability of leaving unemployment if unemployed); (ii) those that mitigat
at risk (reduce theimpact of afuture unemployment spell if it happens), and (iii) those applie
response to the undesirable event— coping mechanisms? Within all three categories, both
formal and formal mechanisms are usually available, with formal ones further divided into
arket-based and public (seetable 2.1).



1employment, and from unemployment and inactivity to employment. Thus, the introduction
arisk mitigation mechanism (such as social insurance) or arisk reduction mechanism (such ¢
verance pay) may increase the unemployment rate or negatively affect the job creation
pacity of an economy — and thus worsens the effectiveness of other risk reducing mechanism:
come support programs may a so have dynamic effects, for example, they may interact with
Iverse shocks to the economy, typically slowing down the reduction of unemployment to the
iock and t hus contributing to the persistence of unemployment.

1e socia risk management framework thus makes clear not only that there are multiple
echanisms for dealing with the risk of unemployment, but also that there are complex links ar
teractions among them. Recognizing— and appropriately accounting for — such interactionsi
must for the successful choice and design of public income support programs. For example,
hen alow-income country istrying to improve itsincome support systemsfor the unemploye
verse and far-reaching implications of public actions should be taken into account. These
plications range from the impact on self -protection mechanisms of individuals (for example,
langesin the intensity of job search and propensity to take training), to the effects on labor
arket outcomes (for example, on the unemployment rate and the intensity of labor market
ws), to the appropriateness of a certain program from the standpoint of the existing capacity 1
Iminister the program (see box 2.1).

Box 2.1: Recognizing inter actions among different risk management mechanisms

In dealing with the risk of unemployment, Filipino workers employed in the formal sector rely on severance pe
athough it may be difficult to obtain. Even then, such workers are better off than the informal sector workers fi
whom there islittle or no protection. It is therefore not surprising that Filipino workers have relied greatly on
informal mechanismsto manage the unemployment risk —many of which are costly, inefficient, and above dl,
inadequate.

How to improve public policy to better assist Filipino workers to deal with unemployment? The social risk

mananement framaninrlk ainnadethat tha ananer chniilld radt amnnn nthere An tha fallawinn cona deratinne:



1eoretical models offer increasingly complex insights into the working of income support
stems and their implications for economic policies. For example, by using acomprehensive
surance approach pioneered by Ehrlic and Becker (1972), important implications about the
lative use of different risk management instruments are obtained by Gill and I1ahi (2000).

1eir results are summarized in box 2.2. Furthermore, pursuing the optimal unemployment
surance approach, Hopenhayn and Nicolini (1997) model the tradeoff between insurance and
centives, created by the moral hazard problem which is present in social insurancewhenitis
fficult to monitor job-search effort of benefit recipients, and deriveimplicationsfor thetime
ttern of the optimal replacement rate.

Box 2.2: A theory of “comprehensive insurance”

A conceptua framework for dealing with unemployment risk in acomprehensive way is provided by Gill and
lahi (2000). It isbased on a utility maximization model where the individual decides how much to spend on
hree different risk management instruments: market insurance, self -insurance and self -protection (individuas
nsure by transferring income from the good to the bad state, and self-protect by taking actions which reduce
he probability of the bad state).

Among the important insights produced by the study are the following ones:
Market insurance and self-insurance are substitutes, and so are self-insurance and self-protection; market
insurance and self -protection may be substitutes or complements. An important implication of the latter
finding is that the existence of market or social insurance may not necessarily reduce self-protection and
thus produce amoral hazard problem. For example, if more intense job search is rewarded by subsequent
lowering of the unemployment insurance premium, moral hazard is not inevitable (note that this assumes
that self -protection behavior is detectable).
Relatively rare and large losses are better insured through market insurance, and relatively frequent and
moderate |osses though self-insurance. Thisfollows from the fact that while the price of market insurance
islower if the probability of lossis lower, the (shadow) price of self -insurance (for example, the cost of
precautionary saving) does not vary with the likelihood of loss.
Individuals enjoy higher welfare when all three instruments are available than when one of themis
missing.
Introducing a social safety net will reduce self-protection, but not necessarily self -insurance measures.



sregards important features of programs themselves. While advancesin theoretical modeling
fer increasingly complex insightsinto the working of public income support systems, often
odels cannot be solved analytically. For example, theoretical models of labor reallocation
hich explicitly treat job creation and destruction processes are often analytically nontractable,
rcing researchersto use calibration models which yield solutions under less general condition
milarly, as Atkinson and Micklewright (1991, p.1706) complain, “the great generality of
search reaching conclusions about unemployment compensation has paid scant attention to th
stitutional details, and some elements have been amost totally ignored. ... Theimportance of
einstitutional features aspectsisamatter on which wewould liketoinsist.”

) summarize, the above considerations suggest that thereis a host of issues which countries
iould take into account when changing public income support programs or considering the
troduction of new ones. Besides considering direct effects of programs, they should also wor
out the interactions of proposed income support programs with many other mechanisms and
stitutions. In amore comprehensive version of this study, we have therefore devoted alot of
tention to country -specific conditions which influence the functioning of public income suppc
ograms and thus affect their choice and design (see V odopivec and Raju, 2002). Thisiseven
ore important because theoretical modeling, while producing increasingly complex insights,

il to provide general solutions.

'hy public income support programs? The above social risk management framework isals
eful when considering whether or not there should be formal, public income support program
r the unemployed. Indeed, some studies cast doubt on the welfare benefits of public program:
xcause such programs may displace old mechanisms of dealing with unemployment risk. For
ample, Cox and Jimenez (1995) estimate that the introduction of unemployment insurancein
e Philippines would displace astriking 91 percent of private transfersto the unemployed, and
ttanasio and Rios-Rull (2000) show that such an introduction can be welfare reducing.

'hile precise conditions for the introduction of formal programs are difficult to pinpoint,



moral hazard problem aswell; that is, it can more effectively monitor and penalize behavior
that aggravates the risk of unemployment.

Unemployment risks are covariant and thus cannot be diversified by private insurance. A
severe recession may dramatically increase the number of claimants and jeopardize the
existence of privateinsurers.

2 Performance evaluation criteria

judging the desirability of income support programs for the unemployed, one important
easuring rod is how successful are the programs in achieving their objectives— and what are
eir other intended and unintended effects and feat ures. From the standpoint of individuals, th
ost important effects relate to the replacement of income in the case of job loss, thereby
intributing to consumption smoothing and possibly to the prevention of poverty. Moreover,
iuntering psychological effects of unemployment and maintaining and acquiring human capite
ay also beimportant individual level objectives. From the standpoint of society, the objective
ewider and also include promoting distributive justice (reducing income inequalities, helping
e poor and long-term unemployed), aswell as efficiency aspects.

'e therefore propose four subsets of criteriawhich we use in Chapter 4 to evaluate income
Ipport programs for the unemployed:

distributivecriteria,

efficiency criteria,

suitability to confront shocks, and

resistanceto political risk.

istributive and efficiency effects are natural measuring rods, the ones that follow closely from
e objectives of income support programs for the unemployed. To determine distributive

fects, we will look at the coverage and the adequacy of support aswell as the redistribution of
come implied by the program. To determine efficiency effects, amultitude of aspectswill be

‘amined incliidina the intenatv of inh-cearch affart naat-1inemnl nvirent wanes eainiilihritim



rformance under typical conditions (at that, due to the biasin empirical research, conditions
at usually prevail in devel oped economies), we therefore al so introduce another set of criteria
sign and implementation criteria— which reflect specific features of the country under
vestigation.

dillustrate: in acountry where certain regions are often affected by natural disasters, itis
1portant to have income support programs in store which are flexible and can be quickly
yployed in affected areas. Moreover, alarge informal sector calls for a stronger representatior
programs which are al so accessible to the self-employed and other informal sector workers.
Jirthermore, when choosing a program, a country’ sadministrative capacity has to be taken int
;count. For example, unemployment insurance/assistance requires monitoring of recipients (tc
Isure compliance to continuing eligibility rules); in addition, unemployment assistance relies ¢
eanstesting. The performance of such programs depends crucially on the administrative
pacity to provide quality monitoring and testing. Andinteractions with other programs and
liciesare also important. For example, to avoid incentive incompatibility, unemployment
surance savings accounts need to be harmonized with old-age income support programs to
eclude scenarios where unempl oyment i nsurance savings accounts are depleted in anticipatiol
forbearance and generosity on the part of the pension system. Moreover, introducing or
creasing the generosity of unemployment benefits may have different effectsin an economy
ith different levels of centralization and coordination of wage bargaining— under
1coordinated and fragmented bargaining, unemployment benefits are more likely to increase
age pressures and hence the equilibrium unemployment rate than under alternative
rangements (see Chapter 4).

acause we believe that the above aspects have to be taken very seriously, we devote one
1apter in V odopivec and Raju (2002) to specific features of countries which — coupled with th
rformance criteria— are important when considering policy changesin the area of income
ipport for the unemployed. There we discussthe following features:

interactions with labor market instit utions and shocks,



private employ ment exchange; application to employers; checking at work sites, farms,
factory gates, market or other assembly places; placing or answering newspaper
advertisements; seeking assistance of friends or relatives; looking for land, building,
machinery or equipment to establish own enterprise; arranging for financial resources,
applying for permits and licenses, etc.

1e above definitions have severe limitations when applied to developing countries. First, man
orkersin developing countries who qualify as employed under the ILO definition arein fact
t fully employed or “underemployed” (especially in rural areas).? These workers may work
ss hours that they would like or work in low productivity jobs, and earn low wages. But they
e so poor that they cannot afford to be without a job, and so open unemployment israre.
iwards and Manning (2000) note that “the transition from underemployment to open
nployment can be partly explained as an income effect: as economies grow and household
comesrise, it becomes possible to go through periods without work while waiting for ajob to
en.”

xcond, some unemployed may be classified asinactive. Individuals who have amarginal
tachment to the labor force, that is, those who are available for and desirework, but are not
tively seeking work because they perceive, rightly or wrongly, that no jobs are available, are
ten considered economically inactive when they should be more appropriately classified as
1employed (sometimes they are called discouraged workers). Moreover, the conventional
iplication of the term “actively seeking work” also faltersin light of afair share of economic
tivity occurring through informal employment arrangements or where self -employment isthe
m.

1ird, some employed workers may be classified asinactive. Per ILO guidelines, an individual
ho works at least one hour in aweek, or who is temporarily absent from work (for example, o
cation or duetoillness) isin employment. Those who are out of work but do not meet the
iteriaof ILO unemployment are classified as economically inactive. However, some forms of



5 Summary of conceptual issues

1e above discussion pointed out that there is a multitude of mechanisms availableto
dividuals, families, and communitiesin dealing with the risk of unemployment. When
1anging public income support programs or considering the introduction of new ones, countrit
iould worry about the interactions of these programs with other mechanisms and institutions.
1eoretical models offer increasingly refined and in-depth insightsinto the working of income
ipport programsfor the unemployed; numerous aspects, however, do not lend themselves to
rmal modeling as the underlying theoretical models cannot be solved analytically. Empirical
idenceto test the generality of the theoretical models, aswell asto determine the effects whic
e theoretically ambiguous, istherefore called for.

2alizing aneed for a holistic approach and given the state of theoretical and empirical researct
the field, our approach to evaluate alternative income support programs for the unemployed
usrelieson two sets of criteria. One set evaluates the performance of these programs,
"essing, among others, distributive and efficiency effects. The other set — design and
1plementation criteria— recognizes the wide differences among countries and buildson their
iecific featuresto arrive at the desirability of alternative programsin a specific developing or
ansition country. We also used thisintroductory chapter to point out weaknessesin the
andard ILO definition of unemployment when applied to devel oping countries, and describe
e arguments that speak in favor of a public nature for income support programsfor the
1employed.



3. REVIEW OF INCOME SUPPORT SYSTEMSFOR THE
UNEMPLOYED

cuntries differ widely in the way they provide income support for the unemployed. For
:ample, the social insurance program for the unemployed with the richest tradition—
1employment insurance — exists predominately in devel oped countries. In developing
untries, aside from transition countries where it was introduced widely about a decade ago,
1employment insurance is very rare. The incidence of unemployment assistance programs
rossthe world follows asimilar pattern. Legislated severance pay aswell asvoluntary
demnity provisions as part of collective agreements are a so most common in devel oped
untries. However, breaking this pattern, severance pay is also quite prevalent in East Asiaanc
atin America, but thisis often the sole form of income support for unemployed workers.

gain, asfor Ul and UA, thereisan evident paucity of severance pay programsin Africa.

deed, developing countries seem to rely more on other types of income support programs, suc
ipublic works, training, and other types of active labor market programs— but the proportion «
e labor force covered by these programsis much lower than in developed economies.

asides presenting thetypology , the motivation for this chapter isthat the review of income
ipport programs will bring to the forefront the factorsthat contributed to their emergence. For
ample, why does there exist such adiversity of approaches? Why isit that in developed
untries most of the labor forceis covered by formal income support programs, whilein
weloping countries coverageis often limited to a small minority? How much doesit haveto ¢
ith the country’ s stage of development, the nature of shocks experienced, the relative degree ¢
come redistribution associated with a different program, and/or labor market legislation and
her institutions? These questions will be reflected upon in the discussion that followsthe
view of existing programs. Of course, the existence of many of the programsisrelated to thei
purported and real — effectsin terms of efficiency and equity; and the following chapter is
mnlatalv devnted tn theee Affecte



emium in the case of unemployment insurance) which entitle the qualifying individual s to the
nefits. There are no offsetting servicesto be performed in exchange for these transfers,
though certain actions on the part of recipients may be required such asjob search. Accordir
the nature of the link between contributions and benefits, we further distinguish this group in
ree subgroups: defined benefit, defined contribution, and means-tested programs. The seconc
oad type of income support programs are active programs, which require certain servicesor
tivitiesto be performed by the unemployed in exchange for income support or subsidy (for
.ample, public works and training). Both groups of programs differ further in regardsto their
nefit levels and durations, eligibility conditions, financing, and sometimes also their main
jjectives (seetable 3.1). The stylized features of the most important programs are detailed
Jow.

nemployment insurance. Unemployment insuranceistypically mandatory. Thefew
luntary programs that exist (e.g., Finland, Sweden, Denmark) are subsidized by the
wernment, but essentially resemble the compulsory systems of developed economiesin both
nction and form (Holmlund, 1998). Most mandatory programs cover the majority of employe
rsons, irrespective of occupation or industry. Non-insured persons such as university
aduates and the self-employed are sometimes eligible, while casual workers and domestics art
ost often not (seetable 3.2 for stylized features of unemployment insurance by groups of
untries). A few programs, particularly in developing countries, only cover workersin industr
id commerce. Inorder to qualify for unemployment insurance, theindividual must satisfy the
inimum covered employment or contribution requirement, the most common length being 6
onthsin the past year. The cause of dismissal may affect if and when the individua is entitle
benefits, especialy in developing countries. A usua condition for maintaining entitlement tc
1employment benefitsis that applicants be capable of and available for work. Non-complianc
ith other labor market requirements can also result in the permanent or temporary suspension (
nefits.

anefits are usually aproportion of average earnings over some stipulated period of the most



nemployment assistance. Unemployment assistance is means-tested minimum income
anted to working age individual s who are unemployed and do not have the necessary financia
sources to maintain a minimum standard of living for themselves and their families. Benefits
eusualy in cash, but can bein kind aswell (seetable 3.3). Cash benefitsare typically flat-rat
some officialy stipulated level (usually guaranteed minimum income at uniform rates).

eans or income-testing is conducted not only on the personal financial resources of the
yplicant but also on that of his/her spouse and other adult members within the household. Asit
omincomes, the level of benefits can vary according to factors such as marital status, the
esence or number of dependents, and the age(s) of children. Benefits are periodicaly adjuste
rinflation. Unemployment assistance benefits are sometimes offered indefinitely, so long as
erecipient satisfiesthe eligibility conditions. Benefit duration is sometimes limited for recen
aduates and other groups while extended for claimants near early or regular retirement age.

ke unemployment insurance, unemployment assistance programs require applicantsto be
pable and available for work. Claimsarereviewed at regular intervals to assess job -seeking
tensity and to determine changes in household circumstances, economic and other, that may
quire achangein the benefit level. 1n some countries, eligibility for unemployment assi stance
not conditional on previous employment or contribution history. However, in most countries
rticularly those with dual unemployment insurance/assi stance schemes, unemployment
sistance is an extension to unemployment insurance offered to the long -term unemployed wh
we satisfied some minimum |ength of employment and do not have the economic meansto
ipport their households. Thetwo primary groups that enter unemployment assistance are: (1)
ose that have exhausted their unemployment insurance entitlement and (2) those that are
eligible for unemployment insurance due to insufficient employment records. Some countrie
nalize applicants whose unemployment was voluntary by limiting the length of unemployme
sistance entitlement or extending the waiting period.

nemployment assistanceis financed by governments through general tax revenues, except in
untries with dual unemployment insurance/assistance schemes, where source of financing is



e usually entitled to more generous severance pay per year of service. In some countries, the
nerosity of severance benefits may differ based on whether theindividual was awhite- or
ue-collar worker, permanent or fixed-term, and whether s’he was covered by a collective
Jreement or not.

general, severance pay isfinanced by employers. However, in so me countries, the
wernment provides financial assistance, particularly for large-scal e restructuring operations
hich involve worker retrenchment en masse.

nemployment insurance savings accounts. Unemployment insurance savings accounts
JISA) system is till very much anew idea, although in Brazil such a system has been in place
r several decades, and has been introduced by severa other Latin American countriesin recer
nes.

1esystemsfunctionsasfollows. Firms deposit for each worker afraction of his or her earning
to aspecia individual savings account each month (see table 3.5). Upon separation and
gardless of the reason for separation, workers receive the amount accumulated in their UISA.
yme programs allow access to these accounts for other reasons too (for example, health and
lucation expenditures). In Uruguay, which hasadual public/ private insurance system which
wvers, among others, old age and unemployment insurance, both employees and employers
ntribute. In several Latin American countries, all formal sector workers are covered, whilein
hers coverageislimited to certain sectors.

ccording to some proposal s (see, for example, Cortazar, 1996, and Feldstein and Altman,

)98), the unemployed would be able draw benefits monthly (as under the traditional
1employment insurance), and the government would lend money to accounts where the balanc
IIsbelow zero. At retirement, positive balances would be added to the individual’ s retirement
come, and negative balances would be forgiven.



nefit amounts. In countrieswhere socia assistanceislimited, social welfare agencies provide
ish payments and servicesin kind.

1e majority of socia assistance schemes require that able-bodied individuals seek employmen
dividuals who do not comply with the labor market requirements of the social assistance
ogram encounter aschedule of penalties of increasing severity. For example, in the UK, first
ne delinquents are penalized with areduction in their benefits, while seria delinquentsface
rsher sanctionsincluding cessation in benefits. These schemes also often require a contract
ymmitting the claimant to certain job-seeking actions, such as participating in training or furth
lucation, or applying for work with penalties for non-compliance. In Nordic countries, social
sistance islinked with social employment and able-bodied recipients are employed directly b
unicipal administrations for public works schemes or community service. In some countries
ich as France, the Netherlands, and the United Kingdom, social assistance recipients can
Ipplement their income by participating in employment or training programs.

1e administration and financing of social assistance schemes varies, but both national and loce
wernments are usually involved. For example, in France and Ireland, the nationally
Iministered social assistance scheme is supplemented with programs funded and administered
thelocal level.

arly retirement programs. In contrast to programs which compensate the unemployed for
mporary income | oss, these programs facilitate the withdrawal of older workers— either
nployed or unemployed — from the labor force. Typicaly, in order to be deemed eligible for
rly retirement pensions, workers must possess along history of contributionsinto the pensior
surance fund, and in case of unemployed workers, be registered as unemployed for a specifie
inimum period. These programs were introduced in devel oped economiesin the late 1960sin
sponse to increase of unemployment and the deterioration of reemployment prospects of oldet
1employed. They were also introduced by transition countries on alimited scale.



orkers accept reduced work hours, enabling the employer to hire unemployed individuals into
w part-time jobs created from the rel eased time.

yme countries also used disability pensionsto encourage early retirement for the older
lemployed. Older individualswith even minor infirmities were entitled to full disability
nsionsif suitable part -time jobs were unavailable in the local labor market (e.g., Germany,
enmark, Netherlands). However, To reduce financia burden on this program, in the 1980s an
)90s, anumber of countries reformed their eligibility criteria so that labor market conditions r
nger influenced entitlement to disability benefits.

several OECD countries, older individuals can al so take advantage of a “ bridging”

echanism which allowed them to draw unemployment benefits at relaxed conditions until the:
ached the minimum age for early retirement pensions. In some countries, older unemployed
e also provided unemployment benefits for longer than the standard entitlement period, and
)metimes even up to the normal retirement age. During the early 1980sin Germany, for
ample, after the age of 54 anindividual could draw unemployment benefits for amaximum of
» months. Since early retirement pensions were available at age 60, firms often dismissed tho:
Jed 57 or older cognizant of the fact that generous unemployment benefits would be provided
itil they retire.

addition to public schemes, firms use privatepension plansto facilitate early retirement.
oreover, in the Netherlands and Germany, under negotiated “socia” plans, firms are required
top up the unemployment benefits received by older redundant workers up to the level of
evious net earnings until they reach the eligibility age for unemployment -related early
tirement pensions.

iblicworks. These programs provide away to maintain income and generate employment at
e same time. Programs may have multiple objectives, such as providing income to the poor,
proving living standards by developing social infrastructure, maintaining and acquiring humi



2 Concluding remarks

1e above review shows that countries use widely different approaches when providing income
Ipport to the unemployed. While devel oped countries have multiple programs, many
weloping countries do not have any special programs for the unemployed. Moreover,
rameters of a particular income support scheme differ strongly across countries, contributing
differencesin coverage and the degree of protection provided. And even countrieswhich are
ographically proximate and at asimilar level of economic development may choose quite
fferent welfare regimes, asthe diversity of regimes across European countries suggests (see
ough (2000), for example).

ow can we explain such adiversity of approaches? There are many possible explanations why
e“onesizefitsal” ruledoesnot apply. Countries have chosen and designed programsto fit
eir specific circumstances and needs (cultural, administrative, nature of shocks). Appeasing
iecial interest groups and other political economy considerations also play an important role
ge Box 3.1: Reasonsfor introduction of the Ul system in Brazil). And different schemes have
fferent distributive and efficiency objectives— and effects. For example, reaching the chronic
yor requires different programs than providing income smoothing for skilled workers.

Box 3.1: Reasonsfor introduction of the Ul system in Brazil

n 1986, a universal unemployment insurance scheme was finaly incorporated into law (Law #
2.284 Article 25) with the 1986 Cruzado Plan. A consensus regarding the reasons behind the
Jevelopment of amodern Ul scheme cannot be found in the literature. One theory states that
ncreased union activity in late 1979 lead to popular demand for strengthened worker rights
vhich had been guaranteed but not enforced by the government. To address the populace, a Ul
system was implemented as a cheap, politically safe program. An alternative theory identifies as
he primary motivating factor the growing public dissatisfaction due to urban population
yessures, anew labor arrangement, and economic instability rather than unfulfilled promises on




4. PERFORMANCE OF INCOME SUPPORT SYSTEMS

1is chapter reviews the evidence about the performance of various income support systemsfor
eunemployed. It evaluatesthe distributive and efficiency effects of these systems, aswell as
:amine how desirable these systems are when viewed from the angle of susceptibility to variol
pes of shocks and political sustainability. The discussion focuses on programswhose main
jjective isto provide compensation for the loss of earnings due to unemployment:
1employment insurance (Ul), unemployment assistance (UA), severance pay (SP), and
1employment insurance savings accounts (UISAs). Selective outcomes of some other prograr
ocial assistance, early retirement, and public works) are also reviewed. Since these programs
)imbine other objectives with income support, they sometimes cannot be easily evaluated in
rallel with the programs which are the main focus of this report.

sfore proceeding with the eval uation, three caveats about the pitfalls of such atask should be
entioned. First, asthe above review of existing income support schemes shows, many of the
hemes tend to be very complex, because they rely on many design parameters that interact in
Imerousways. In evaluating the performance of these schemes, it is of utmost importance tt
)propriately account for their design parameters (the scheme's“ architecture’), aswell e
r the degree of enforcement of the schemes' rules, that is, whether or not laws on the book:
e actually implemented (Atkinson and Micklewright, 1991). Differencesin the design of
come support schemes may help to explain not only variationsin their coverage, but also othe
fects these schemes have on different labor market outcomes (the incidence of part -time
orkers, the share of women and long-term unempl oyed among the unemployed, the duration ¢
1employment, to name just afew). For example, long periods of insured unemploy ment may
» attributable not only to low labor demand, but also to a generous replacement rate, long
aximum duration periods for Ul collection, lax monitoring of ajob search, ineffective job-
arch assistance, aswell as Ul eligibility rulesthat attract workers with weak labor-force
tarhment and nnnr mativation (\when Pnland introdiiced it | 11 echemeain earlvy 100N for



sured unemployment; in turn, higher costs of UB stifle job creation and contribute to higher
1employment on its own (particularly for marginal groups of workers). (For amodeling of
asoning along these lines, see Aghion and Blanchard, 1994).

arioussimultaneous programs and policies can also have offsetting effects, or can

infor ce each other. For example, the employment effects of liberalization of fixed-term wor
spends not only on job protection of regular jobs but also on whether or not fixed-term worker
1aify for unemployment benefits. Or the effects of generosity of Ul program may well deper
1ahost of labor market policies (from wage setting behavior and minimum wage regulations!
nployment protection legislation) that influence the job creation capacity of the economy and
us the demand side of the market. Or increasing monitoring of job search may not helpif the
spection of black employment remains|oose. Changing only one program may not produce tr
ssired effects. In other words, one should judge the effects of a particular program in the

ntext of the whole economic system rather than in isolation. Examining the adjustment of the
stem in itsentirety allows one, among others, to set appropriately the counterfactual, for
ample, by taking into account existing distortions which prevent the economy from being
rfectly competitive.

1 Summary of distributive effects

1e main objective of income support systems for unemployed workersisto provide for alost
b, that is, to compensate workers for aloss of income when they become unemployed. When
raluating these systems, distributive effects of unemployment benefits obviously figure
ominently. A natural and legitimate task is therefore to examine how widespread different
Ipport systems are, and to what extent these systems succeed in hel ping to smooth
insumption, reduce poverty, and redistribute income from the rich to the poor. Below we
Immarize the evidence on these issues.

average: |n comparison to their counterparts in developed economies, formal sector workers



comeredistribution. By far the most progressive programs are public works and training.
nemployment insurance in transition countries seemsto have little redistributive effects. By
sign, the UISA offerslittle redistribution. Note that thisis precisely the advantage of the
ISAs. The scheme differentiates between those individuals with savings and those without
em — only the latter ones may be entitled to transfers from the public purse — and thus limits ti
ope of redistribution.

2 Summary of efficiency effects

1e main findings about efficiency effects of income support programs are summarized in table
2. Asitisevident from thetable, it seemsthat a consensusis emerging in some areas, but in
hers researchers are still far from agreement. Asfor unemployment insurance, thereis
ounting evidence that the generosity of unemployment insurance reduces the probability of ex
Jm unemployment to employment, aresult that isfairly robust across countries and |abor
arket regimes. Another significant agreement, although less unanimous, isthat the generosity

Ul increases the equilibrium unemployment rate. But there are also important areas of
sagreement: the evidence isinconclusive on the effects of Ul on post-unemployment wage at
us on the quality of job matches; whether Ul enhances entry into regular jobs; and whether th
iistence of Ul helps the economy achieve higher efficiency and output.

1ereis also aremarkable agreement on the strong negative effects of severance pay on labor
arket flows, particularly into and from unemployment, and there is strong evidence that
verance pay reduces employment. No evidence, however, exists about the effects of severanc
iy on job matches and on employment in regular jobs as opposed to informal ones.

sfor other income support programs of primeinterest, thereislittle evidence on the effects of
1employment assistance as a self-standing program. The most significant gap in understanding
e working of income support systems, however, relates to the effects of unemployment
surance savings accounts. Because only few such programs exist, and because most of them



sstiny of marginal groups during the crisis? Below we examine these issues by summarizing
e experiences of different regionsin dealing with crises, focusing on the ability of various
hemes to confront shocks. We review the responses of three groups of countries — European
ansition, Latin American, and East Asian countries— to their recent severe declines of outputs
sociated with the systemic transformation and financial crisis (transition and East Asian
untries) and with the increase of instability (Latin American countries).

) provide income support to the unemployed, crisis situations and transition reformsinvoked ¢
milar response by the three groups of countries— they introduced active labor market program
iblic works, training programs targeted at the unemployed, wage subsidies for private sector
nployment, and schemesto assist self-employment. But in contrast to the other two groups of
untries, transition countries also introduced new cash benefit systems, chief among them,
1employment insurance and social assistance. This difference can belinked to amore profour
ntraction in the size of transition economies, but also to the dearth of informal risk
anagement mechanisms at the start of the transition.

1efollowing is atentative evaluation of different income support systems regarding their
litability in dealing with different types of shocks:

Unemployment insurance. The experience of transition countries shows that UI/UA can
effectively insure against individual (idiosyncratic) shocks, it may not be equally effective
againgt structural shocks. When unemployment islarge, many unemployed exhaust their
benefits before they find ajob. Moreover, in highly inflationary environments of some
transition economies, the real value of benefits was quickly eroded (Scarpetta and
Reutersward, 1994). The experiencein South Korea also shows that unemployment
insurance failed to reach many unemployed workers.

Unemployment assistance. The experience of transition economies shows that
unemployment assistance can provide effective, less expensive— and thus more sustainable
— support to the unemployed than unemployment insurance.

Severance pav. Effectivein smoothina consumotion regardless of the nature of the shock.



4 Resistanceto palitical risk

y design or by default, income support programstypically involve income redistribution from
erichtothe poor. It followsthat the rich would normally oppose such programs— so anaturz
lestion arises on the particular circumstances that are conducive to theintroduction of such
ograms, particularly those that benefit the unemployed. Similarly, onceintroduced, these
ograms develop their own constituencies, making reforms or their removal difficult.

'hile it may be difficult to pinpoint exact circumstances that are conducive to
troducing/changing income support system from political economy point of view, some
inciples can nonethelessbe arrived at. First, under stable conditions, government programs
ay favor the middle class, thusfailing to reach the poor. Second, the prospects of welfare
1anges, not only the current position in income distribution, may be important determinant of
e support for income redistribution programs. This speaks of crisisasamore likely time of
troduction of income support systemswith significant built-in redistribution (unfortunately, a
scussed above, often that meansthat programs are introduced too late and not effectively).

nd third, reducing income support programs may be more effective if scaling back is
plemented as a part of awider, far-reaching reform. 3

Ithough it is not necessarily firmly couched in theoretical and empirical findings, in table 4.4
easo offer atentative evaluation of alternative programs from the aspect of resistance to
litical risk (that is, ability of the program to remain independent of the influence of special
terest groups through lobbying etc.) and ability to sustain budgetary funding. As a pay-as-you
) scheme, unemployment insurance is subject to high degree of political interference. The
Jperience of transition countries supportsthat conclusion. Initial beneficiariesreceived quite
nerous benefits, but the systems proved unsustai nable and the benefits had to be reduced in t
rly 1990s (V odopivec, Woergoetter and Rgju, 2001). On the other extreme and the most
sistant to political interferenceisthe UISAs system, where the link between the benefits and
ntributionsisthe most direct. The system also introduces policing of its own by providing



5.CHOOSING THE RIGHT SYSTEM OF INCOME SUPPORT IN
DEVELOPING COUNTRIES

1e purpose of this concluding chapter isto provide guidelines for devel oping countries when
yproving or introducing income support systems for the unemployed. Although the knowledge
out the working of these systems and other mechanismsfor social risk management is
creasing, westill cannot offer specific recommendations and precise criteriafor the
troduction of individual programs. Nonetheless, based on the material presented in the
evious chapters, we offer some tentative guidelines about the suitability of individual scheme
r different countries, focusing on unemployment insurance, unemployment assistance,
1employment insurance savings accounts, and public works.

1ebasis of discussion are two sets of criteriawhich we developed and discussed in previous
1apters. To repeat, one set consists of performance criteriaand is based on the effects of
ternative systemsreviewed earlier. It hasto be emphasized that the established effects of
riousprograms apply under typical conditions prevailing in separate groups of countries, and
at particular circumstances of individual countries may exacerbate or ameliorate these effects.
e other set of criteriajudge aternative schemes by how they fit a specific country from the
ewpoint of design and implementation; that is, how countries’ “initial conditions’ — for
:ample, labor market and other institutions, administrative capacity, the prevalence of private
ansfers and other cultural factors, the types of shockstypically faced, and the size of informal
ctor — affect the choice of the income support system for the unemployed.

sfore presenting guidelines, let us provide some general principleswhich should be followed
hen building income support for the unemployed. The principles are taken from “ The Social
otection Sector Strategy” (World Bank, 2001) and have been adapted to the discussion of
1employment support programs.

Inont halidticvian A< diariicerd in the chanter nn concentiial icire iNncOMe @ INnnrt usteme



wing income support programsin place before the crisisdevelops. If that is not the case, the
ogram quality suffers, becauseit is difficult to get the programs approved and build
formation and monitoring mechanisms.

1 What conditions are conducive to good performance of the Ul system?

1e above evaluation of the unemployment insurance system suggests the following strengths ¢
e program (together with weaknesses and key country specific features conducive to the
iccessful performance of the program, they are summarized intable 5.1):
Aboveall, thanksto the pooling of resources across awide base, it provides good protectior
by enabling a high degree of consumption smoothing for al categories of workerswho are
covered under thesystem.
It performswell under idiosyncratic, sectoral, and regional shocks.
By automatically injecting additional resources— and reducing taxes— in times of recession:
unemployment insurance acts as an automatic stabilizer and thus moderates the magnitude ¢
the downturn.

1e above strengths have to be weighed against the following main weaknesses of the program:
The program creates reemployment disincentives and wage pressures, which increase the
equilibrium unemployment rate of the economy.
By interacting with adverse shocks, the program contributes to the persistence of
unemployment.
Because the program is non-transparent, may creates large unfunded liabilities, and the func
are held by the government, it is susceptible to political risk.
The protectionislimited to formal sector workersonly.

oreover, thereisahost of country specific considerations that influence the choice of the
ogram. Let us mention some key institutional and labor market features which are conducive
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Low incidence of private transfers. If the introduction of public insurance breaks down the
habit of self-help among local communities (“extended families’), replacing private transfe
by social insurance is welfare-reducing (Attanasio and Rios-Rull, 2000).

the above circumstances are not fulfilled, the system does not perform all that well, increasing
e costsin terms of efficiency and lowering welfare gains due to the reduction of income
curity. For example, reemployment incentives depend crucially on the monitoring capacity of
ountry. This capacity determines how strictly the conditions of initial eligibility and, perhap:
'en more importantly, of continuing eligibility are imposed. Asthe experience with
rgentinean unemployment insurance suggests (see above), the capacity for screening theinitia
igibility has not been a problem (the existing capacity of other social protection programs has
en used) — but t he country has still to acquire effective capacity to monitor continuing
igibility. Whileit is difficult to evaluate the consequences of deficient monitoring, it isclear
at (i) it creates|eakages and thus adds to overall costs (and thus may have also indirect effect:
1unemployment), and (i) it undermines the legitimacy of the program, asthe system de facto
noresitsown rules.

ow do such “child diseases’ affect the decision to introduce unemployment insurance? For
:ample, prompted by increased exposure to foreign markets and fearing future international
ises, some developing countries (Thailand and the Philippines among them) are contemplatin
troducing unemployment insurance. According to some assessments, itsimmediate
troduction to acountry like the Philippines would be premature, but the system should be
riously considered in the medium term, once some preconditions are fulfilled (see box 5.1).

Box 5.1: Feadibility of unemployment insurance introduction to the Philippines

In arecent paper commissioned by the ILO, Y oo (2001) examines the applicability of unemployment
insurance to the Philippines. For the following reasons, he recommends against its immediate introduction:
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at although introducing unemployment insurance should be along -term goal of these countrie
is either infeasible or too costly astrategy for the medium term. They propose that the
wernment should augment other instruments such as self -insurance to overcome the lack of
arket insurance in the medium term.

box 5.2, we look at the introduction of unemployment insurance, this time emphasizing
elfare and efficiency properties. Undoubtedly, many workers would benefit from such an
troduction— but in alow income country, the likely beneficiaries tend to be concentrated
nong already better off segments of the population, and its introduction would likely bring
ficiency losses, with further negative distributive consequences. Note, however, that the
agnitudes of both the benefits and costs of introducing the program depend strongly on specifi
rcumstances of individual countries, the fact that we emphasize throughout the report.

ysummarize: inlight of the above, how suitable candidates are devel oping countriesfor the
troduction of unemployment insurance? Typically, the administrative capacity of devel oping
untries (even in upper-middle income group, asisthe case with Argentina) lags behind the
pacity of developed countries. This meansthat the system may not perform well from an
ficiency viewpoint, particularly if low quality of administration is coupled with unfavorable
bor market conditions (such as high payroll taxation and a wage mechanism not conducive to
ntaining pressures). High informality contributes to negative effects both from an efficiency
id distribution viewpoint, and highpolitical risk (which is often the case) from apolitical

Box 5.2: Benefits and costs of introducing unemployment insurance

On the benefit side, the introduction of unemployment insurance provides welfare gainsin terms of
smoothened consumption patterns. Thisincrease of security is certainly valued: for example, Bird (1995)
estimates that individuals are willing to pay 5-9 percent of their disposable income for insurance that would
smoothen their incomes (estimates for the U.S. and Germany).

These positive, direct effects on welfare have to be qudified in several ways. First, because the proagram is



latively better administrative capacity, amore limited informal sector, and lower private
ansfers, were undoubtedly right to introduce this system, but as box 5.3 argues, adoption of th
wditional Western-style program may not have been the best choice.

Box 5.3: Was Wester n-style unemployment insurancethe best option for all
transition economies?

For the following two reasons, the likely answer is*“no:”
Evidence shows that the new unemployment insurance systems have created disincentives for
reemployment. (Given the experience of developed economies, other possible negative effectsinclude
the increase of overall unemployment, particularly in countries with strong unions, higher share of long-
term unemployed, lower job creation capacity, and slower labor reallocation.)
These systems have had, at best, only mildly progressive effects on income redistribution.

To improve incentives, make benefits more progressive, reduce fiscal costs, and simplify the administration,
flat benefits— such as those introduced in Estonia and later also in Poland — would probably be a better
option.

Source: Vodopivec et a (2001).

s shown above, the case for introducing unemployment insurance system in devel oping
untriesis less compelling than it isin developed ones. How appealing are, then, alternative
stems? Below we discuss two of them: unemployment assistance and unemployment
surance savings accounts.

2 Unemployment assistance: how attractive is means-tested tar geting?
1e distinguishing feature of unemployment assistance isthat it screens potential benefit

cipients with a meanstest, instead of granting the benefit to all workerswith sufficient
nployment histories and paid contributions as under the unemployment insurance system.



iting: itisavery progressive system. Roughly 60 percent of cash benefits are paid to those ir
e three bottom deciles of the income distribution.*

'hile the above findings show that the unemployment assistance system does not necessarily
oduce savings, they also suggest that the costs of the system depend on the level of income
larantee — as well as on the effectiveness of monitoring benefit eligibility. Indeed, the
‘perience of two other countries which also have unemployment assistance programs — Hong
ong and Estonia— confirms that the generosity of unemployment assistance system (in terms
e costs per percentage point of unemployment) can be much lower, significantly below the
'erage generosity of benefit systemsin OECD countries (Vroman, 2001). Moreover, Vroman
ggeststhat the Australian system has serious problems with labor supply incentives created b
gh effective marginal tax rates, which also adds to the costs of the system.

sargued by Atkinson (1995), although income- or means-testing may seem attractive, there at
veral elementsthat haveto be seriously considered. First, administrative costs associated wit
entifying and monitoring individuals or families over their terms of recipiency can be costly.
xcond, there are serious problems with the program’ stake-up. Experiencein Western countri
iggests that athird or more of potential claimants never receive the benefits (reasonsinclude
formation problems, administrative complexities, and stigmatization of recipients). And third
centives problemswith programsthat condition benefits with low current income tend to be
rticularly important.

Box 5.4: Costsunder the Australian unemployment assistance system

Jsing “ costs per percentage point of unemployment” as a metric, the Australian unemployment assistance
system does not outperform unemployment insurance systemsin OECD countries (the metric is defined as the
Jercentage of unemployment benefitsin total wages, divided by the prevailing unemployment rate). The
werage cost for 12 OECD countrieswas 0.25 in 1992 (ranging from 0.697 in Sweden to 0.032 in Greece); the
werage costs of the Australian system in the 1990s were about 0.28.



) summarize: the potential for providing benefitsto workerswith little prior work experience
id informal sector workers, together with a more effective targeting, isastrong point of
1employment assistance (seetable 5.1). But in comparison to unemployment insurance
ograms, the program does not necessarily generate savings, it offersalower level of protectic
r highincome workers, and imposes larger administrative costs. It aso reduceslabor supply
mily members and may stigmatize recipients. In addition, it suffers from similar weaknesses ¢
1employment insurance (above all, it creates reemployment disincentives, increases the
[uilibrium unemployment rate, and contributes to the persistence of unemployment).

the light of above, what are the implications for the use of this program in developing and
ansition countries? First, under the typical circumstancesin developing countries, one potenti.
Ivantage of unemployment assistance— the fact that eligibility does not require prior
intributions— in fact renders the program non-viable. With large segments of the labor force
ther underemployed and unemployed, providing an income support program which failsto
.clude persons without prior work in the formal sector (that is, personswho have not paid
ogram contributions) would be untenable on aregular basis: it would be fiscally unsustainable
nemployment assi stance programs in devel oping countries would therefore have to condition
nefit eligibility on the prior payment of program contributions, asis done under unemployme
surance. Second, dueto administrative constraintstypically faced by low-income countries,
w, if any, may be able to carry out the required level of monitoring. Third, because of abunda
formal sector employment opportunities, the problem of employment disincentivesfor other
embers of the household would be more pro nounced than in developed countries. Ineffective
onitoring would produce large leakages— on the other hand, effective monitoring would not
1y impose large administrative costs, but also create large forgone earnings. To conclude, the
yplicability of unemployment assistance program seems to be limited to countries with
latively developed administrative capacity, asmall informal sector, and large fiscal pressures,
rhaps as atransition system to unemployment insurance (possible candidates being transition
untries).



insurance) or implicitly (such asincome support programsfinanced from general tax
revenues),” as stated by de Ferranti et al (2000, p. 89). Thisisthe system’s most serious
shortcoming. For example, young workers may not be able to accumulate enough savings
the time of separation to be ableto self-finance their unemployment.

In comparison to alternative programs, the program imposes larger administrative costs (thi:
is partly related to new services, such as account updates).

ote that under certain circumstances, the absence of pooling acrossindividuals may not be
itical. Under modest and frequent shocks, as the analytical framework of Gill and 11ahi (2000
iggests, sdf-insurance through savings may provide adequate smoothing of consumption.
oreover, being aware of the limitations of the absence of cross-section pooling, some propose
imbine UISAswith public insurance so asto better address large and persistent shocks
€ldstein and Altman, 1998). For example, under the proposal of Feldstein and Altman,
1employed workers are able draw benefits monthly as under the traditional unemployment
surance, and the government lends money to accounts where the balance falls below zero.
nder such asaproposal, the consumption smoothing properties of the UISA system would be
)y worse than under the traditional unemployment insurance system, because individuals with
yative balanceswould still receive benefits, as rules of withdrawal would be the same as unde
e unemployment insurance system — yet the UISA system would reduce labor market
sincentives.

ccording to some proposals, the efficiency properties of an integrated private-public system ci
yfurther improved by combiningseveral risksunder one program. Orszag et a (1999) and Y1
001) propose an integrated unemployment insurance system, which would combine
1employment insurance not only with the pension system, but aso with other programs such ¢
alth, disability, and lifeinsurance. Such a program would thus integrate intertemporal poolin
various risks of the individual with cross-section pooling. By doing so, the system is expecte
offer not only superior provision of insurance, but also significant reduction of disincentives
;compared to the traditional unemployment insurance system (see box 5.5).



Moreover, it hasto be noted that the administrative complexities of introducing UISAs do
not stand out as prohibitive; for example old-ageinsurance systems intro duced in many
Latin American countries require similar information systems. >

sum, the UISA system — and its variant Integrated Unemployment Insurance System — seem
:promising options, particularly for countrieswhereinitial conditions seemto b e especialy
litable (this relates to East Asiaand Latin America, where the existence of severance pay
ograms may ease the transition to an UISA system). Thereisaneed, however, for further
vestigation — and piloting — of the program. Too little is known about the working of the UIS
'stem to know for which groups of Workers and under what conditions, the above favorable
aluation of the system actually holdstrue.® And important design parameters of the system
garding contribution rates and rules for withdrawal, for example) also need to be examined.

Box 5.5: Advantages of “ The I ntegrated Unemployment | nsurance System”

Recent proposals to improve both the welfare and efficiency effects of income support systems for the
unemployed include also the “ Integrated Unemployment Insurance System.” Under this system,
unemployment insurance is provided viaintegrating unemployment insurance with the pension system.
Benefits are financed via a combination of withdrawals from an individual savings account— on which a
worker accumulates his/her contributions for unemployment as well asfor old-age pensions— and, under
certain circumstances, aso from a public unemployment insurance (which operates on a pay -asyou-go
basis). Such a program thus combines inter -temporal pooling of risk of an individual with wide-base pooling
under the traditional unemployment insurance system, and therefore offers a combination of self-insurance
through savings and public insurance. In addition, it combines several risks under one program, thus pooling
the self -insurance component and reducing the amount of savings necessary for providing the same insurance
under separate programs (indeed, there are also proposals to include other social insurance systems, such as
disability and health-care, under the same roof, which— under certain conditions — is again welfare
improving —see Orszag et al, 1999).

By doing so, the system is expected to offer not only superior provision of insurance and thus consumption
smoothing, but also to significantly reduce disincentives as compared to the traditional unemployment



4 Publicworks

swith other programs, we present below the key strengths and weaknesses of public works,
id discussits applicability to devel oping and transition countries. We also discuss the design
atures of the program.

1e program has several strengths:
It is effectivein reaching the poor, and has good targeting properties and a substantial
capacity to redistribute income from the rich to the poor.
It can attract informal sector workers.
It allowsflexible and fast response to shocks.
Isadministratively less demanding than other public income support programs for the
unemployed.

1ere are al so several weaknesses of the program, mostly affecting its capacity to reduce
werty:
High non-wage costs reduce the effectiveness of public worksin reaching the poor. For
example, Ravallion (1999a) estimates that for $1 of additional earnings of the poor, $5 of
public transfers are needed, partly because of the leakage of the spending on the non-poor.
The countercyclical pattern of funding showsthat it is difficult to raise funding during crise
when the support is needed most (Wodon, 2000).
Because of its highly redistributive character, it may be difficult to gain political support, sc
some |eakage to the non-poor may be necessary.
There may be problems with the maintenance of the infrastructure built by public works.
Participants may be stigmatized.

any conditions prevailing in developing countries make public works especially suitable fo
ese countries.
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designing public works programs, several general principles should therefore be followed.
rst, forgone earnings should be minimized by attracting workers who have low alternative
rnings opportunities (Ravallion, 1999a). Second, displacement effects should be avoided,
nong others by the careful selection of areas of activities. Third, while the program should in
inciple be open to anyone, wages should be set low enough so asto trigger aself -selection
echanism through which only those in need participate. Low wages also encourage
rticipantsto search for aregular job. And fourth, to maximize the “bang for the buck,”
ojectsthat require heavy non-labor costs should be avoided, particularly during crises
faloney, 2000). In general, as noted by Ravallion (1999a), public works programs should be
orelabor intensive than required by pure maximization of present value of the assets created.
e suggeststhat, in order to enhance their poverty impact, the design of the program should
"esscost-recovery form the non-poor, labor intensity, and provision of indirect benefitsto the
or. Key design elements of a successful public works program are presented in box 5.7.
avallion also argues that a public guarantee program with the above features should become a
ymanent program. That would enable the program to address both covariant risks during cris
swell asidiosyncratic risks during non-crisistimes. Making the program permanent would al:
duce political pressuresto increase wages.

Box 5.6: Helping mono-crop coconut far mer sweathering El Nifio droughts

A recent disastrous drought brought severe hardship to Filipino coconut farmers — suppliers of 60 percent of the
vorld' s production of coconut oil — and exposed their extreme vulnerability to risk. Therisksfacing the sector
re both cyclica (caused by drought) and structural (caused by emerging substitutes to coconut oil). Despite the
isks, inter-cropping israrely pract iced and over half of coconut farms are mono -crop plantations.

Zoconut farmers have little access to market insurance, and their ability to self -insure and self -protect is limited.
lhere are few opportunities for generating non-farm income that do not co-vary with activity in the coconut
arms. As a consequence, inter -family transfers and other community-based modes of informal insurance and
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5 Complementarity of the programs

1ere are reasons to expect that — rather than relying on just one program — countries will rely ¢
veral programs simultaneously, and be flexibility in their use:

Different programs have different objectives. While the primary goal of some programsis
compensation for the loss of earnings, other programs and policies may emphasize human
resource development (training, severance pay). In some stages, the labor reallocation goal
may deserve special attention (transition economies). Complementary programs should als
be flexible and adaptabl e to changing circumstances so asto provide help when needed.
Workersintheinformal sector areineligiblefor certain programs. Workersin the formal
sector may be covered by public programs such as unemployment insurance or severance pi
— but workersin theinformal sector areineligible for these. So it isimportant that the
government also provides programs where anybody can participate — for example, public
works and training programs.

Different programs follow different eligibility rules (different participation criteria). In
contrast to programs where participation islimited, some others are open to anyone — and
individual s themsel ves decide whether to participate or not. Self-selection can be avery
powerful targeting mechanism (Ravallion, 19993).

Box 5.7: Key design elements of a successful workfare: Argentina’s Trabajar program

lrabajar allocates funds across provinces based on the distribution of the unemployed poor. Proposasto use
he funds are made by municipalities and non-government organizat ions. These proposals are approved at
he regional level, based on asystem of pointsrelated to poverty in the area and the merits of the proposed
oject. The government paysfor the costs of unskilled labor and the sponsoring units pay for the
quipment, materials, and the skilled labor. The wages for unskilled labor is set at two -thirds of the average
vage for the poorest decile in the capital city. In principle there are no restrictions on the eligibility of
yeneficiariesto participate in the program, but in practice thereis rationing. The financing of the Trabajar
roaram as a matchina arant scheme not onlv indiices local aovernmentsto commit to the nraiect hirt it alsn




it be searching for jobs. Oneway to test recipients’ willingnessto work isthrough requiring ¢
oof of job search (for example, regular job offers). But especially when unemployment is
gh, thiskind of test does not serve the purpose and may impose undue costs on claimants— ar
nployers. Placement in active labor market programs provides a suitable aternative. Those
ho are not genuinely looking for ajob may rather lose the benefit than participate in aprogran
amfors (1994) reports that more intense counseling of the unemployed led to 5-10 percent
xlinein theregistration of the target population.

mplementarity issues arise also from the fact that the locus of distressis often the household,
ther than theindividual. To discourage counterproductive coping mechanisms such as taking
lildren out of school and reduced healthcare, income support programs could also be targeted
lInerable family members of the unemployed in the form of, for example, schooling and healt
lbsidies. A successful exampleis Mexico’sProgresa program, which gives grantsto poor
milies provided that their children attend school and visit health centersregularly. Asde
rranti et al (2000) note, however, the ability to use such programs beyond that of just acrisis-
lated intervention and employ them as an instrument of social insurance may be limited.

portant complementarities exist a so between income support programs and government
licies, particularly labor market and financial policies. A well functioning labor market can
Ibstantially increase chances for self-protection (by reducing the risk of unemployment), as
gl asfor self-insurance (by contributing to short unemployment spells). Moreover, as
nphasized by Gill and Ilahi (2000), to ensure balanced, market-augmented social risk
anagement, the government should not only pay attention to income support programs, but it
iould also foster the development of insurance and financial markets, as they can greatly
prove self-protection and self-insurance mechanisms.

6 Summary evaluation of programs

'e have seen that alternative income support programs for the unemployed have their strengths



to the increased pool of potential applicants created by the program’ sfailure to base
eligibility on contribution payments deriving from prior work history. In addition, in
comparison to unemployment insurance, it offersalower level of protection for high incomt
workers, imposes larger administrative costs, and may s uffer from similar employment
disincentives. Itsapplicability isthuslimited, perhapsto countrieswith relatively develope
administrative capacity and asmall informal sector — arare breed among developing and
transition countries.

In contrast, unenployment insurance savings accounts (UISAS) arerecognized asa
promising option for developing and transition countries. By internalizing the costs of
unemployment benefits, the program avoids the moral hazard inherent in the traditional
unemployment insurance program and thus improves reemployment incentives — given the
weak monitoring capacity of devel oping countries, an important advantage. Initsintegrate
version with public insurance— thus avoiding its main weakness of the absence of risk-
pooling among individual s— the program promisesto yield both superior protection and
improved incentives, and has al so the potential to attract informal sector workers. Because
the system has been largely untested, afurther investigation of its effectsand design
parameters, including piloting of the program, is needed.

Publicworks program is effective in reaching the poor, has good targeting propertiesand a
substantial capacity to redistribute income from the rich to the poor, is able to attract inform
sector workers and provide flexible and fast response to shocks, ands is administratively les
demanding than other public income support programs. Despite its weaknesses —highnon-
wage costs, the likely countercyclical pattern of funding, and, in some countries,
stigmatization of participants—it isfound as suitable for developing countries, particularly
acomplementary program.

Severance pay offersfew advantages. Because it adversely affects efficiency, produces higl
litioation costs and offers limited risk-poolina abilitv. severance pav isrecoanized as one of
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Table2.1: Income support systemsfor unemployed workersin the context of
other mechanismsfor managing risk*

Arrangement Formal

Strategies Informal Market Based Public

isk reduction Lessrisky production. Training. Sound macroeconomic
Migration. Financial market literacy. policies.

Proper feeding and Company -based and Public health palicy.

weaning practices. market-driven labor Labor market palicies

Maintaining good health.  standards. (including employment
protection policies—
sever ance pay, for
example).

isk mitigation

Y Portfolio Multiple jobs. Investment in multiple Multi-pillar pension

iversification Investment in human, financial assets. systems.
physical and real assets. Microfinance schemes. Asset transfers.
Investment in socid Protection of property
capital (rituas, reciprocal rights.
gift-giving). Support for extending

financial markets to the
poor.

)) Insurance Marriage/family. Old-age annuities. Unemployment
Community Disability, accident and insurance/assistance.
arrangements. other personal insurance.  Individual savings
Sharecrop tenancy. Crop, fire and other accounts.



~s

Benefit level Duration Eligibili
| Income maintenance programs
A. Defined benefit programs
Unemployment Benefits are usually a Limited. Conditional on |
insurance percentage of past wage, contributions, r
sometimes declining dismissal, avail
over period. and willingness
and job search.
Severance pay L ump-sum payment, Onetime payment. Laid-off worker
generally based on years
of service.
Early retirement Specia program that Not applicable. Any worker.
grantsretirement rights
several yearsearlier as
stipulated by law.
Pensions are reduced,
but typicaly at lessthan-
actuaridly fair rate.
Public sector Special program that Limited. Any worker.
ret renchment (may sheds redundant labor in
include some type of the public sector through
active involvement of meass layoffs.
workers)
B. Defined contribution programs
Unemployment Replacement rate as Limited. Conditional on-
insurance savings under Ul. availability of f
accounts theindividud’s

account (with o

limitard harroaai



Benefit level Duration Eligibili

C. Meanstested programs
Unemployment Topping theincometo Unlimited (if insteadof ~ Meanstested.
assistance (UA) reach a specific Ul) or limited (or after

threshold in terms of Ul has expired).

average family income,

or flat.
Social assistance (SA) Topping theincometo Unlimited. Meanstested.

reach a specific

threshold in terms of
average family income,

or flat.
I1. Active programs
Public works (PW) Typically abelow- Typically limited. Anyone (self-s
market wage. based on the wz
Training A stipend (and a Limited. If deemed apprt
service). program officia
Wage subsidies Wage-related or flat. Typically limited. Selected categc

unemployed.




Coverage

Benefits

Duration

Eligibility cond

OECD Countries

Most countries offer Ul.
Majority of programs cover al
employed individuals
irrespective of type of industry
or sector. Austria, Germany,
and Luxembourg: coverage
extended to apprentices and
training graduates. Many
exclude the seltemployed,
whether generally, special
occupation groups, or based on
other conditions.

Public sector employees
excluded in Austria and
Canada (voluntary provisions
exigt for provincia
government employees). Few
exclude domestic and/or casua
workers (e.g., Ireland, Japan,
Portugadl, Spain, U.S)).
Denmark, Finland, and
Sweden: voluntary Ul.

Generally, initia replacements
rates vary between 40 and 75%
of recent average earnings.
Exceptions on high side
include Sweden (80%) and
Denmark (90%). However,
ceilings on wages and
maximum benefit provisons
limit range. Flat rate benefits,
independent or in combination,
offered in Ireland, France, and
the UK.

Waiting peri od: between 3to 7
days. In some countries, in
cases of voluntary quit or
dismissal due to misconduct,
waiting period is extended
(range: 6 weeks to 6 months).
Additional flat rate benefits or
additional percentage of
average earnings for workers
with spouses or children (eg.,
Belgium, Germany, U.K.).
Most countries tax benefits
(e.g., Belgium, Canada,
Netherlands, U.S,, UK.,
Denmark, France). In some
countries, long-term Ul
recipients transit into
unemployment assistance.

Most countries limit length of
Ul entitlement. Belgium:
benefit duration isindefinite.
Maximum entitlement period
usually is between 8 to 36
weeks. Ul entitlement
duration is also sometimes
related to length of the most
recent period of contributions,
employment and/or age.

Generd minimum en
requirement: 6 montt
past year. Range: 10
last 52 weeks in Icele
daysin last 24 month
Portugd. All countrie
registration at the em;
office. Residency re
Iceland and France. E
denied in cases of vol
quit, misconduct, wol
stoppage, or refusa ¢
offer in dmost al cot




Coverage

Benefits

Duration

Eligibility cond

Transition countries of East Europe and Central Asia

Majority of programs cover
employed workers
(citizenship or residency
required). Coverage by age:
usualy 16-59 for men and 16-
54 for women. Croatia,
Romania: discharged military
personnel igible for UI.
University or training
graduates dligible.

Usually domestic and casual
workers are excluded.

Initial income replacement
rates generally vary between
50 and 75%. Leve range
limited by wage floors (usually
the min. wage) and ceilings
(usualy the local, regiond, or
nationa avg. wage, or double
the min. wage). Benefits level
can sometimes be dependent
on cause of job loss.

Some countries provide flat
rate benefits (usually

1 (minimum wage or average
wage)) instead or in addition to
the earnings-related benefits
(e.g., Albania, Croatia,
Estonia, Georgia). Earnings-
related or flat-rate benefits can
be graduated over time.
Typically, new unemployed
labor market entrants receive
flat-rate benefits £ min. wage.
Albania, Azerbaijan, Kyrgyz
Republic, Russia, Ukraine,
Uzbekistan: provide dependent
supplements; usualy a
percentage of the minimum
wage or benfit level for each
dependent (ceiling present).

In most countries, the
maximum entitlement duration
is 6 months (26 weeks). High
end: Hungary, 2 years. In
some countries, entitlement
duration varies depending on
length of employment,
contribution period, and/or age
(Azerbaijan, Bulgaria, Croatia,
Poland, Russia, Slovenia,
Slovak Republic). University
and training graduates usualy
have shorter entitlement
periods. Some countries
provide extensions for those
near early retirement age.

Minimum past emplo
requirement ranges fr
months (Armenia, Ru
years (Bulgaria). Co
countries require emg
between 6 monthsin
year to 12 months in
years. Registration a
employment officesr
by dl countries. Incc
in Latvia, Romania a
Ukraine must be belo
minimum wage. In S
Montenegro, househc
income must be belov
stipulated income.

In few countries (e.g.
Armenia, Belarus, Bt
Georgia, Moldova), v
not eligible if dismis
misconduct. In Bulgi
Hungary, workers no
if unemployment due
of suitable offer.




Coverage

Benefits

Duration

Eligibility cond

Latin America and the Caribbean

Countries with Ul: Argentina,
Barbados, Chile, Ecuador,
Uruguay, and Venezuela

Most provide coverage to al
employed workers.
Exceptions. Uruguay (excludes
workers outside industry and
commerce), Venezuela
(excludes domestics and casual
workers), and Barbados
(excludes public sector

Income replacement rate varies
between 50 and 60% of
average earnings. Chil e;
graduated flat-rate benefits.
Ecuador: lump-sum benefits
(based on earnings and service
length).

Argentina, Uruguay: minimum
and maximum benefit limits
are proportiona functions of
the minimum wage. Uruguay:

All countries, maximum
entitlement period = 1 year
(range: 3-12 months).
Argentina: entitlement period
dependent on employment
length.

Generally, must have
employed for 612 m
some stipulated perio
recent employment. 4
and Chile require reg
a employment office
Uruguay: applicantsi
if dismissal dueto mi
Argentina: applicants
be recipients of other
security benefits.

employees and the self 20% dependent supplement
employed). Waiting period: Barbados (3
days), Venezuela (30 days).
Asia
Countries with Ul: Iran, Taiwan: initial Maximum entitlement duration ~ Employment require

Bangladesh, China, Iran
Taiwan. Coverage differs
significantly. Iran: excludes the
self-employed, voluntarily
insured persons, and those
covered under other
provisions;

Bangladesh: only commerce
and industry; China:
permanent and contract
workers in state-run
enterprises, and some
collective enterprises; and
Taiwan: excludes the -
employed and workersin
operations workforces of less
than 5.

replacement rate is 55% of
average earnings. Bangladesh:
50% of basic wages + lump
sum benefits based on length
of service and nature of
employment
(permanent/casud). China
flat rate below minimum wage.
Iran: 10% benefit supplement
per dependent up to 4
dependents.

Waiting period: Taiwan, 14
days.

varies. Bangladesh: 30-120
days, based on type of
employment; China: 1-2 years
and Taiwan: 3-16 months,
based on employment length;
and Iran: 6-50 months, based
on employment length and
marital status.

Iran: 6 months; Chir
and Taiwan: 2 years.
Unemployment cannc
to voluntary quit. In
unemployment also ¢
due to misconduct or
accept suitable offer.
Registration a emplo
office required.




Coverage

Benefits

Duration

Eligibility cond

Africa

Countries with Ul: Algeria,
Egypt, South Africa, and
Tunisia Coverage differs
between nations. Algeria: laid-
off salaried workers from
economic sector; Egypt:
excludes public sector
employees, casua and
agricultura workers; South
Africa: excludes domestics and
highly paid employees
(>76,752 Rand/year). Tunisa
excludes agricultural workers.

Egypt: 60%,; South Africa,
45%. Tunisia minimum wage
of industrid and commerce
sectors. Algeria: mean of
average earnings and national
minimum earnings with a floor
of 75% of the latter; graduated
benefits, spousa alowances
provided.

Waiting period: South Africa
and Egypt: 7 days.

Algeria: duration varies based
on length of employment (12-
36 months). Egypt: maximum
entitlement duration varies
between 16-28, based on
contribution length. Tunisia: 3
months. South Africa 26
weeks.

Algeria 3 years of
employment; employ
be current with contri
Egypt: 6 months; Tut
quarters; South Afric
weeksin last 52 wee
Algeriaand Tunisiar
that applicants have r
sources of income. A
aso requires 3 month
active search prior to
gpplication. Tunisia:.
must have dependent:
Unemployment cannc
to voluntary quit (Eg
Tunisia) misconduct

refusa of suitable job
(Egypt, South Africa)
participation in strike
Africa).

ources.  Tzannatos, Z&firis, and Suzanne Roddis. Unemployment Benefits. Social Protection Discussion Paper No. 9813. Washington, D.
United States. Social Security Administration. Social Security Programs Throughout the World 1999. Washington, D.C.: Socia



Coverage

Level of benefit

Benefit duration

Eligibility conc

JDECD countries

resent in about half

f member countries
complement Ul
ystems) Available for
1l unemployed
vorkers, irrespective
f sector, industry, or
ccupation.

Generally, means-tested minimum
income at uniform rates to meet
the basic needs of unemployed
individuals and their families.
Typicaly, benefit level depends on
marital status and presence or
number of dependents. Benefits
aeflat-rate over time. Some
countries have threshold income
levels, above which benefits are
reduced and/or completely
eliminated. Usualy, specia
provisions exit for the older
unemployed. Sometimes, specia
provisions aso granted to younger
persons. Generdly no waiting
periods. However, waiting period
sometimes gpplied to applicants
not transiting from Ul (e.g.,
Ireland, 3 days; Sweden, 5 days).

Indefinite, as long as conditions
arefulfilled. Exceptionsinclude
Netherlands (1 year); Spain (6
months, 30 months for those with
dependents); Sweden (150 days; 5
day week basis). In Portugd,
duration depends on age and if
claimant is Ul exhaustee or not
(longer duration for the latter).

Typically, must satisfy
(household income an(
excludes dtate assistani
family and housing be
Generdly, offered irres
employment or contrik
history. Some exceptic
Netherlands (4 years ol
employment in 5 years
unemployment); Portu
months of contributory
employment in the yes
unemployment); Franc
employment in 10 yea
unemployment). Insol
countries, employment
contribution condition:
gpplicable for UA appl
indligible for Ul (e.g.,

months). In some coun
only available for Ul €
(eg., Augtria). In Austi
unemployment is volul
labor dispute, or refuse
job offer, then benefits
and limited or waiting
extended to 8 weeks.




Coverage Level of benefit

Benefit duration

Eligibility conc

lransition countries of East Europe and Central Asia

3ulgaria, Czech M eans-tested minimum assistance
Republic, Hungary, at flat rates. Generaly, benefit
’oland, Romania, level depends on marita status,
Russian Federation, number of dependents, household
Jovak Republic, size, and age of children. Usually,
Jovenie the receipt of other socia

assistance does not affect benefit
\ll salaried workers. level. However, any earnings,

yecia provisonsfor  ether full or above a certain
ecent graduates and stipulated amount are fully
lischarged military deducted from UA benefits (eg.,
fficers. Dud systems  Czech Republic, Hungary).

f unemployment Poland: benefits can bein cash or
nsurance and in kind.

stancein most

ountries.

In some countries, UA entitlement
length is indefinite, so long as
igibility conditions are fulfilled.
Exceptions include Hungary (2
years), Romania (18 months,
renewa possible), Russia (6
months for the unemployed; 12
months for dependents of

unemployed), Slovenia (6 months).

Entitlement is sometimes limited
for certain groups such as recent
graduates (e.g., Bulgaria, 3
months). In Poland, entitlement
duration decided by socid
workers.

Provided irrespectivec
employment or contrik
history. Must be regis
unemployed. Regular
Labor/Employment off
required. Generdly, n
household income (anc
Capable and willing to

_atin America and the Caribbean

drazil: dl employed Brazil: means tested; 50% of

)ersons average earnings in last 3 months
of employment; range: min. wage
to 3 times min. wage. 60 day
waiting period

4 months in any 16 month period.

Unemployment not dur
misconduct. Claimant
possess no dternative ¢
income.

\sia

{ong Kong (China) Means-tested, flat rate benefits
based on marital status and
presence of dependents.




Duration

Eligibility conc

Coverage Benefits
\frica
ountries; Tunisia, Mauritius: means-tested income to
Aauritius households after 30 days of
“unisa dl non- registered unemployment. Tunisia
gricultural salaried minimum wage in industry and
vorkers covered under  commerce.
Jationa Social
security Fund.

Tunisa: 3 months

Tunisia 12 quarters of
contributions to the Fu
registered as unemploy
capable of work. Wor
involuntarily unemplo
dependents, and be wit
other source of income

urces.  United States. Social Security Administration. Social Security Programs Around the World 1999. Washington, D.(
Boeri, Tito and Scott Edwards. Unemployment and Social Assistance Benefit Schemes in Central and East Europei
OECD. Benefit Systems and Work Incentives in OECD Countries: Country Chapters 1995 . http://www.oecd.org/el



Coverage Level of benefit Eligibilit
OECD Countries
Scandinavia
(Denmark, Finland, Norway, Sweden) Denmark (white collar): Separation due to per:

Except for white collar workers in Denmark and
long-serving, older employees affected by
restructuring in Finland, no legislated severance
pay for individua or collective dismissa.
Severance pay sometimes provided through
collective agreements in private sector.

12+ years of service: 1 month pay

15+ years: 2 months pay

18+ years: 3 months pay

Finland: (age: 45+; years of service: 5+): 1-2
months pay.

redundancy. Minimu
Denmark: 12; Finlanc

Western Europe

(Austria, Belgium, France, Germany, Ireland,
Netherlands, Switzerland, U.K.) All workers
covered. Germany, Netherlands, and
Switzerland: no legidated severance pay for
individual or collective dismissals (exceptions
for specia cases), but severance pay often part
collective agreements or social compensation
plans. Except for Belgium, where severance
pay only for collective dismissa, no specia
regulations for collective dismissals.

Benefit formula varies significantly. Belgium:
Y4net earnings-Ul benefits) over 4 months;
France: 0.10 month’s pay per year of service +
an additional 0.067 month’s pay after 10 years.
Ireland: 1 week pay + haf week pay per year of
service under age 41 + week pay per year of
service over age 41 (maximum amount: IrE
15,600).

U.K:

0.5 week's pay/year of service (age: 18-21)
1.0 week's paylyear (age 22-44)

1.5 week's pay/year (age 41-65).

Separation due to per.
redundancy. Minimu
Audtria: 3; Irdland: 2;

Southern Europe

(Greece, Italy, Portugd, Spain, Turkey)

All countries: legislated severance pay for both
individual and collective dismissals; no specia
regulations for collective dismissal. All workers
covered.

Standard formula: 1 month per year of service.
Collective agreementsin Italy and Turkey can
increase generosity. Greece! severance pay
reduced if notice given. Greece: more generous
for white collar workers. Spain: less generous
for fixed-term contract workers.

Minimum years of se
1. Separation not due




Coverage L evel of benefit Eligibilit
Non-Europe
(Austrdia, Canada, Japan, New Zedland, United  Benefits vary significantly across Australia (for ~ Separation due to per:
States) redundant workers): 4 weeks for less than 2 redundancy. Minimt

Austrdia (only for redundant workers) and
certain areas of Canada possess |egidated
severance pay for individua and collective
dismissal s, no specia regulations for collective
dismissd.

However, in some countries more than others,
severance pay provided as part of collective
agreements or as firm practice.

years of services to 8 weeks for more than 4
years of service. Japan (common firm practice):
1 month's pay per year of service; lower for
voluntary quits and higher for lay-offs. New-
Zedand (for redundant workers; common firm
practice): 6 weeks for first year of service then 2
weeks for each additional year. Canada
(federal): 2 days per year of service with
minimum of 5 days.

Austrdia& Canada (!

East Europe and Central Asia (Transition Economies)

(Czech Republic, Hungary, Poland)

All workers covered. Czech Republic,
Hungary: legidated benefits for individual and
collective dismissal; no speci a regulations for
collective dismissal. Poland: legislated benefits
only for collective dismissal.

Czech Republic: redundant workers obtain 3
months pay. Hungary: 1 month pay for less than
5 years of service to 6 months for 25+ years of
service. Poland: 1 month pay for less than 10
years of service to 3 months for 20+ years of
service.

Dismissal dueto pers
redundancy. Minimu
Hungary: 3.

Latin Ameri ca and the Caribbean

(Argentina, Belize, Bolivia, Chile, Colombia,
Ecuador, Mexico, Nicaragua, Panama, Peru,
Venezuela, Uruguay) Legidated severance pay.
Argentina: construction workers

Coverage is usudly al workers (public and
private).

Argentina: 1 month’s pay per year of service.
Colombia: 1 month’s pay per year of service
Mexico: 3 months' pay + 20 days pay per year
of service. Peru: 1.5 month's pay per year of
service. Belize: 1 month's pay per year of
service after 5 years of service.

In some countries, employers are required to
make an additional payment, known asa
seniority premium, regardless of the cause of
termination. In Ecuador, Colombia, Panama,
Peru, and Venezuela, this benefit is provided to
the worker in the case of unjustified dismissd
(in addition to the regular indemnity) and or
voluntary quit. Upper limits are sometimes
placed on compensation packages: Chile: 11
months of wages, Peru: 12 N|ceragua, Panama,

PGTREY PN P B [ Py

Venezuela: only for ¢
notice, for unjustifiec
for judtified cause. In
Argentinaand Chile i
€conomic causes are.
severance pay is offer
redundant due to labx
Belize, Bolivia, Chile
severance pay offerex



Coverage L evel of benefit Eligibilit

Asia
(Bangladesh, India, Pakistan) Legidated Bangladesh: casua workers: 14 days' pay per
severance pay: covers formal sector workers. year of service; permanent workers: 1 month's
Pakistan: firms must have more than 20 pay per year of service. :India: 15 days avg.
employees. pay per year of service. Pakistan: 30 days pay
per year of service.
Africa
(Botswana, Libya, Solomonldands, Tanzania)  Libya 100% of earnings up to 6 months. Minimum months of
Legislated severance pay. Solomon Idands: 2 weeks' pay per year of Botswana: 60; Tanza

sarvice.

ources.  Organization for Economic Cooperation and Devel opment. Employment Outlook 1999. Paris: OECD, 1999.
United States. Social Security Administration. Social Security Programs Throughout the World 1999. Washington, D.C.: SSA, 1!



Coverage

Level of benefit

Eligibility

In Brazil (Fundo de Garantia de Tempo do
Servicio— FGTS, established in 1967),
Colombia, Equador, Columbia, and Peru,
Uruguay, al formd sector workers. In
Argentina, construction workers. In
Chile, domestic workers.

Amount accumulated on the individua
savings account (deposits plus interest
earned).

In Brazil, if dismissed without a cause, the
employer must pay an additional 40
percent.

Upon separation (reg
of separation). Some
access dso for other |
hedlth and education

Sources: Lipsett (1999), Heckman and Pages (2000), Mazza (2000)



Table4.1: Summary of distributive effects of income support programsfor the
unemployed

Coverage

Adequacy

Effectson income
redistribution

Unemployment
insurance

In developing countries,
limited to (segments) of
formal sector workers.

Consumption smoothing:
In developed economies,
consumption level of Ul
claimantsfairly well
preserved. Private
transfersimportant.
Poverty reduction: in
transition economies,
mildly reduces poverty.

Neutral effectson
redistribution.

Severance pay

Available to a subset of
formal sector workers,
not de-facto provided in
spite of legal entitlement.

Consumption per head of
those unemployed who
recelved severance pay is
higher than otherwise
similar workers who are
employed (Peru).

Benefits concentrated on
therich (Peru).

Unemployment
insurance savingg
accounts

Available to a subset of
formal sector workers.

Inconclusive evidence.

Negligible redistributive
effects by design (but
redistributive effects of
itsintroduction to the
U.S. arelikely to be
small).

Early retirement

Small.

Pensions of participants
often reduced at aless-
than-actuarially fair rate.

No evidence.

Public works

In principle, available to

Strong effects on poverty

Strongly progressive.



s P

Job-search Equilibrium Enhancing Labo
effort and post- labor market | restructuring of oth
unemployment outcomes enterprisesand m
wages overall
adjustment
Unemployment Significant Increasein benefits | Attractiveness of Labor
insurance (Ul) disincentivesfor increases restructuring spouse
leaving unemployment increases; in U.S. unemp
unemployment rate. strong evidenceon | worke
(moral hazard For somegroups increase of reduce
problem). positive effect on temporary layoffs
Evidenceon labor force (partial analysis).
improved job participation, but Because job creation
matching (via post- | reductionsof hindered, overall
unemployment inactivity primarily | adjustment not
wages) show asincreases of | assisted (Blanchard,
inconclusive. unemployment. 1997).
Ul dows down
adjustment to
shocks.
Unemployment Significant Similar, but milder | Similar, but milder | Strong
assistance (UA) disincentivesfor effectsasunder Ul. | effectsasunder Ul. | for oth
leaving membe
unemployment, ajob.
particularly for
low-wageearners.
Sever ance pay No moral hazard Strongly reduces Negative effectson | Similar
(SP) problem. employment, labor reallocation-- | under
particularly of the | economy’s effect).
young. I ncreases “sclerosis’
participation in the | increased: Inflow
informal sector and | into unemployment
self-employment. reduced, but sois
Effects on job creation.

unemployment
inconclusive.




Table4.2. Summary of efficiency effects of income support progr

Unemployment | Nomora hazard Introduction of the | Conversion of Similar
insurance problem. schemein severance pay under
savings accounts ecf?:;tmbia had little | {1+ UISA effect).
son reducing | .
employment. firingand
hiring by firms
(Columbia).
Early Incentivesfor Strong reduction of | Attractivenessof Mild di
retirement reemployment labor supply and restructuring other fe
(government significantly employment, increases, but ability | membe
reduced. ambiguous effect on | for job creationis job (pu
sponsor ed) unemployment. diminished. effect).
Public works If wages kept Mildly reduce Negligible effects. Negligi
sufficiently low, unemployment and
little effectson job- | increase
search efforts. employment.

Source: Vodopivec and Ragju (2002).

*Conclusions based on empirical evidence are printed in bold.



able 4.3: Suitability of income support programsfor the unemployed to confront differer

type of shocks
Suitability Remarks
ployment insurance Effectively insure |Problematic with large informal
against sector and low administrative
idiosyncratic capacity.
shocks, less
effective against
covariant shocks.
ployment assistance Suitable for al Requires means-testing capacity.
types.
‘ance pay Suitable for al May require public guarantee
types. fund/ pre-funding arrangement.
ployment insurance savings  |Suitablefor all Requires appropriate financial
Ints types. sector (instruments, regulations,
supervision).
retirement Effectivefor Produces heavy financial burden.
sector/branch risk.
cworks Suitablefor More effectiveif strong self-
idiosyncratic, selection; may have “low bang for
catastrophic shocks. [a buck.”
Vulnerable to

covariant shocks.

wrce: Vodopivec and Rgju (2002).




Table4.4: Resistanceto political risk and ability to sustain budgetary support of

income support systemsfor the unemployed

Resistanceto political risk

Ability to sustain budgetary

support

nemployment Low (as other pay-as-you-go Medium/high (median voter
surance schemes, they can be easily considerations)

mani pul ated)
nemployment Medium (lessroom for High
sistance maneuver than with Ul)
wverance pay Medium/high (largely outside Not applicable

the domain of the government,

except in public retrenchment

programs)
nemployment High (onceintroduced, the Not applicable
surance savings accounts are safe from political
counts interference)
arly retirement Low (one of the key programs Low

used for political expediency
reasons)

iblic works

Medium (funding pattern
countercyclical, leakage to the
better off makesthe program
more resistant to budget cuts)

Medium (easier to mobilizein
thetimes of crisis)

urce: Vodopivec and Raju (2002).



Strengths

Weaknesses

Unemployment
insurance

Provides good protection (wide
pooling)

Performs well under idiosyncrétic,

sectoral, and regional shocks

Acts as an automaic stabilizer and

thus moderates the severity of
contractions

Creates reemployment disincent

Increases the equilibrium
unemployment rate

Contributesto the persistence of
unemployment

Susceptibleto political risk

Does not cover informal sector
workers

Unemployment
assistance

In comparison to unemployment
insurance:

alowsfor the participation of workers
with little prior work experience and

informal sector workers
more progressive
(other strengths similar)

The failure to exclude personsv
prior work experience (and hence
without payments of program
contributions) may undermine the
program'’s fiscal sustainability

In comparison to unemploymen
insurance:

offerslower protection for high
income workers than unemploym
insurance

imposes larger administrative ¢

Reduces the labor supply of fan
members

May stigmati ze participants




Strengths

Weaknesses

Unemployment

Improved labor market incentives

Only intertempord risk pooling of

insurance Good protection, if combined with individual (no cross-section pooling)
savings publicinsurance Larger administrative costs
accounts le?ltgr]g al to attract informal sector
(UISAs) Being payable also in cases of
voluntary separations, the system
encourages labor reallocation and
cuts on the litigation costs
Low political risk
Remark: Largely unexplored and
insufficiently tested system
Public works Effectivein reaching the poor High proportion of material costs
Good targeting properties Possible stigmatization of participe
Substantial capacity to redistribute Difficult to raise funding during cri
income from the rich to the poor Because of the program'’ s redistribt
Potential to attract informal sector character, it is difficult to gain politic
workers support, so some leakage to the non+
Allow flexible and fast response may be necessary
Administratively less demanding Possible problems with the
maintenance of infrastructure built
through public works
Sever ance pay Does not require sophisticated Does not cover informal sector wol

administration

Reduces employment rates

Hinders access to jobs by marginal
groups.

Reduces |abor market dynamics

Creates significant litigation costs

Source: Vodopivec and Rgju (2002).



