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ABSTRACT IN ENGLISH

Abstract in English

The Dutch welfare state is under pressure. Futarels of ageing and globalisation render
public finances unsustainable and worsen the positf low-skilled workers on the labour
market. At the same time, welfare state institigieaem insufficiently adapted to changed
socio-cultural circumstances. Moreover, they canaetivity among elderly workers, women
and social benefit recipients. To prepare for thark, the Dutch government aims to raise
labour supply and improve human capital. This stexiylores how welfare state reform can
contribute to these goals. Thereby, we take intmaat the key social and economic functions
that the welfare state fulfils in our society. Weabyse a number of reforms in Dutch
institutions from a broad welfare perspective andrgify their effects on the labour market and
the income distribution. The study also developsdtcomprehensive prototype welfare state
reforms for the Netherlands in the future. We esploow robust these different prototypes are
for immigration, economic integration and technatagjchange.

Key words: Welfare state; Labour market; Inequalihe Netherlands; Policy simulations.

JEL codes: D3, D5, D6, H2, H53, 13, J2, J3, J6.

Abstract in Dutch

De Nederlandse verzorgingsstaat staat onder dagkdmstige trends als vergrijzing en
globalisering dreigen de overheidsfinancién onhaadlbe maken en verslechteren de positie
van laaggeschoolden. Tegelijkertijd lijkt de vegiogsstaat onvoldoende aangepast aan
veranderde sociale verhoudingen. Bovendien lokarzgdurige inactiviteit uit bij onder meer
uitkeringsgerechtigden, ouderen en vrouwen. Ora Bpelen op toekomstige ontwikkelingen
staat het vergroten van de arbeidsdeelname envesteren in menselijk kapitaal hoog op de
Nederlandse beleidsagenda. Deze studie onderzoekltidrvormingen in de verzorgingsstaat
aan die doelstellingen kunnen bijdragen. Daarbijdiveekening gehouden met de sociale en
economische functies die de verzorgingsstaat ie samenleving vervult. De studie analyseert
diverse afzonderlijke hervormingsopties vanuit bered welvaartsperspectief en kwantificeert
de effecten op de arbeidsmarkt en de inkomensveglé&Ve ontwikkelen tevens drie
alomvattende toekomstbeelden voor de Nederlandzergingsstaat en onderzoeken hoe
robuust deze alternatieven zijn voor toekomstiderirationale trends in immigratie,
economische integratie en technologische ontwikkeli

Steekwoorden: Verzorgingsstaat; Arbeidsmarkt; Oifidedid; Nederland; Beleidsimulaties.
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PREFACE

Preface

Two long-term scenario studies of CPB, calfelir Futures of EuropandFour Futures for
the Netherlandsrecently concluded that future trends will exegrowing pressure on the
welfare states of Europe and that of the Nethedamgbarticular. The underlying study is a
follow-up on these long-term scenario studies.drtipular, it explores how, in light of future
developments, the Dutch welfare state can be refdrso as to meet the challenges of the
future. These challenges primarily refer to theolabmarket and social cohesion.

The study first does one step back and elaboratéiseofundamentals of the welfare state,
i.e. its key functions in our society. From thisgxplores how a welfare state would look like if
we were able to design it from scratch. What angl&imental trade-offs? How can current
institutions be reformed so as to obtain bettecames? By quantitatively exploring the
implications of various concrete welfare state mgeaments, the study aims to provide ample
input for the policy debate on welfare state refamrthe Netherlands and elsewhere in Europe.
Moreover, it develops comprehensive reform direxgim current Dutch institutions. The study
also forms a follow-up on the CPB note of Febru28y2005, which was prepared for the
discussion in Dutch Parliament on the future ofDiutch welfare state.

The study has been written and coordinated by Rieudlooij, in close collaboration with a
team of experts on various topics. In particulage& Folmer, André Nibbelink and Egbert
Jongen contributed to the model simulations. Egb@mgen also contributed to sections 4.2, 4.4
and 4.5. Further to this, Pierre Koning contribuiedections 4.3 and 4.4, Rob Euwals to
sections 5.2, 5.5 and 8.2, Frans Suijker to chaptard Annemiek van Vuren to section 8.2.
The study also benefited from a large number ofroents and discussions with people from
inside and outside CPB. From inside CPB, contringiby Anja Deelen, Peter Dekker, Rob
van der Noll, Sjoerd Ottens, Harry ter Rele, GarBamijn, Hans Stegeman and Daniél van
Vuuren are gratefully acknowledged. Furthermorenments by Henk Don, Sjef Ederveen,
George Gelauff, Peter Kooiman, Arjan Lejour, MarceVer, Mauro Mastrogiacomo and Rocus
van Opstal improved the study. From outside CPBthaek Tony Atkinson, Lans Bovenberg,
Frank den Butter, Gosta Esping-Andersen, Sylvdsié#inger, Kees Goudswaard, Bas Jacobs,
Ronnie Schob, Paul Tang and Coen Teulings for hketimments and discussions. The study
also benefited from discussions with representatikem the ministries of Economic Affairs,
Finance, and Social Affairs and Employment and ftbenSocial Economic Council (SER) of
the Netherlands, the Social and Cultural PlanningeBu (SCP) and the Scientific Council for
Government Policy (WRR). Also participants of seaniat CPB, the Social Economic
Council, the Dutch ministries, the European Commisand Netspar have been valuable for
this study.

Casper van Ewijk
Deputy director of CPB
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NEDERLANDSE SAMENVATTING (EXECUTIVE SUMMARY IN DUTCH)

Nederlandse samenvatting (Executive summary in Dutc  h)

Toekomstige ontwikkelingen zetten de Nederlandseorgingsstaat onder druk. Door
vergrijzing nemen de collectieve uitgaven aan persgn en gezondheidszorg toe.
Tegelijkertijd wordt het moeilijker deze uitgavenfinancieren in een wereld waarin
belastinggrondslagen internationaal mobieler wor@rontstaat daardoor een financieel
probleem voor de overheid. Het leidt bovendierspatnning in de samenleving tussen een
groeiende oudere generatie die afhankelijk is vdlectief gefinancierde regelingen, en een
kleiner wordende jongere generatie die hiervooadievia belastingen.

Voorts dreigen internationale economische integrati technologische ontwikkeling de
positie van laaggeschoolden op de arbeidsmarlérgachteren. Hierdoor ontstaat ook een
groeiende spanning binnen de werkende generatiglijia tussen laaggeschoolde werknemers
en de groep mensen met een goede opleiding dikgembfvan internationalisering en
technologische ontwikkeling.

De verzorgingsstaat lijkt bovendien nog onvoldoeadegepast aan recente ontwikkelingen
in de Nederlandse samenleving, zoals de toegenbaterogeniteit in samenlevingsvormen en
levenslopen, een hoger opleidingsniveau en eergmsiarbeidsparticipatie van vrouwen. Dit
ondermijnt de legitimiteit van de verzorgingsstaat.

Ten slotte werkt de verzorgingsstaat langdurigetinieit in de hand, onder meer bij
uitkeringsgerechtigden, oudere werknemers, laadejoigm en vrouwen. In het licht van de
toekomstige trends is zo'n hoge inactiviteit in ddnatie met ruime overheidsvoorzieningen
niet houdbaar op de lange termijn.

Door de druk op de verzorgingsstaat streeft de Nemldse overheid naar een vergroting
van de arbeidsdeelname en een verhoging van heiskéreau van de beroepsbevolking. Dit
moet ervoor zorgen dat het draagvlak voor collgetiorzieningen wordt verbreed en dat
sociale cohesie in de toekomst gewaarborgd kaveblijDe onderhavige studie onderzoekt hoe
hervormingen in de verzorgingsstaat kunnen bijdrage deze doelstellingen. Daarbij wordt
rekening gehouden met zowel de sociale als de etisnbe functies die de instituties van de

verzorgingsstaat in onze samenleving vervullen.
Ontwerp van een efficiénte verzorgingsstaat

Deel | van de studie bevat een analyse van deiésnean de verzorgingsstaat. Deze functies
hebben betrekking op drie thema’s: herverdelinggnanensen, verzekering van
arbeidsmarktrisico’s, en herverdeling over de Isegolus. De analyse bespreekt welke
toegevoegde waarde de overheid hierin biedt tenédhahvan de maatschappelijke welvaart en
welke verstoringen het beleid teweeg brengt. Daawmrden de fundamentele dilemma’s
geillustreerd in het ontwerpen van de verzorgirsgdstHet biedt tegelijk de mogelijkheid na te
denken over hoe een verzorgingsstaat er idealiteou zien en welke hervormingsopties in het

huidige stelsel aantrekkelijk zijn.
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Herverdeling

Mensen verschillen van elkaar. Niet iedereen Hapfoorbeeld hetzelfde talent of dezelfde
mogelijkheden zich te ontplooien. Met degenen aietkbaar zijn en buiten de arbeidsmarkt
vallen is de samenleving solidair. Herverdelingas ook een belangrijke functie van de
verzorgingsstaat. Bij het verkleinen van de inkogvenschillen ontkomt de overheid evenwel
niet aan het dilemma tussen gelijkheid en doelrhatdy Immers, naarmate
inkomensverschillen kleiner worden, loont het mindeor mensen zich in te spannen en
daarmee een hoger inkomen te verwerven. Ze gaadataaninder uren werken, doen minder
hun best om hogerop te komen, investeren mindeutinopleiding en vaardigheden, en kiezen
vaker voor non-participatie. De vraag is hoe delowiel de gewenste herverdeling zo doelmatig
mogelijk organiseert. In hoofdstuk 3 onderzoekenvesrschillende instituties, zoals het stelsel
van belastingen en uitkeringen, subsidies, toeslgméblieke voorzieningen, en instituties die
de loonverdeling gelijker maken. Uit de analyse keen aantal conclusies naar voren.

Universele regelingen zoals een basisinkomen #@gngloelmatige vorm van herverdeling.
De reden is dat veel geld wordt gegeven aan matfisezigenlijk geen inkomensondersteuning
behoeven. De overheid moet daarom de belastingayog opschroeven, hetgeen met grote
verstoringen gepaard gaat. Het richten van inkostens aan kwetsbare groepen is goedkoper
en daardoor doorgaans efficiénter. Echter, gerictkiemenssteun creéert grote verstoringen
aan de onderkant van het inkomensgebouw door deeglenal. Dit verkleint de voordelen van
het richten van inkomenssteun. Het ontwerpen varstsel van uitkeringen, belastingen,
subsidies en toeslagen vergt dan ook een zorgwblttiglyse van verstoringen aan zowel de
onderkant van de arbeidsmarkt als voor de middeogere inkomens.

Werkbonussen kunnen de problematiek aan de onder&arde arbeidsmarkt verzachten en
de werkloosheid verlagen, zonder het inkomen vamsere buiten de arbeidsmarkt direct aan te
tasten. Meer gerichte werkbonussen voor de lagaieks zijn relatief effectief. Echter, door
het afbouwen van deze bonussen met het inkomeoheéfisde marginale wig naar de
middeninkomens. Dit veroorzaakt verstoringen indreeidsaanbod.

Individualisering van belastingheffing is gunstigov het arbeidsaanbod in vergelijking met
een gezinsbelasting. Het individualiseren van $ecidikeringen is minder aantrekkelijk, omdat
hiermee een nieuwe participatieval zou worden gezrkdie het arbeidsaanbod van partners
ontmoedigt. Werkbonussen voor de minstverdienead@r in gezinnen kunnen wel
aantrekkelijk zijn voor het arbeidsaanbod. Ook &lies op activiteiten die complementair zijn
met arbeid, zoals kinderopvang, zijn aantrekkelijik de verstoringen in het arbeidsaanbod te
verkleinen.

Het minimum loon en het beleid van vakbonden vénkle de loonverschillen tussen
werknemers. Dit veroorzaakt werkloosheid onderdaaghoolden. Een alternatief voor het
minimumloon of het egalitaire beleid van vakbondefiscale herverdeling of gerichte
belastingverlaging voor werkgevers.

Hervormingen in het systeem van inkomenshervergeiniten doorgaans op dilemma'’s.
Toch zijn er ook opties die het dilemma tussenidedid en doelmatigheid verzachten. Te
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denken valt aan verplichte activering in combinatiet sancties. Deze verkleinen de negatieve
prikkels op de arbeidsparticipatie als gevolg varadmoedeval, zonder de
inkomensbescherming voor werkwilligen aan te tadtem dergelijk activeringsbeleid heeft de
laatste jaren aan populariteit gewonnen in vealdaren werpt zijn vruchten af.

Verzekering

Verzekeringen verminderen de onzekerheid in verlmaedarbeidsmarktrisico’s, zoals
werkloosheid en arbeidsongeschiktheid. Een probleerohter dat ze nalatig gedragaral
hazarg uitlokken. Zo kunnen mensen met een goede verirgkeich minder verantwoordelijk
gaan gedragen of doen ze een te groot en langoerigep op de verzekering. Om nalatig
gedrag te verminderen kan de overheid werknemees eigen risico laten dragen door lagere
of kortere uitkeringen of door verzekeringen teve@gen door individuele spaarvoorzieningen.
Dergelijke hervormingen gaan evenwel ook met wetg#tasten gepaard. In hoofdstuk 4 staat
dit dilemma centraal. Bij grote risico’s, zoals @idsongeschiktheid, zijn de baten van de
verzekering aanzienlijk waardoor sparen minderraikelijk is dan verzekeren. Kleine risico’s
kunnen ook door mensen zelf worden gedragen, bijdtertdurende werkloosheid of ziekte.

Gegeven een bepaald niveau van verzekering mastetbeid op zoek naar
verzekeringsvoorwaarden die nalatig gedrag zo goegklijk bestrijden. Strenge
toelatingseisen en voorwaarden ten aanzien varaztekeiten of de acceptatie van werk
blijken effectief te zijn. Uitvoerders van sociakerzekeringen moeten voldoende worden
geprikkeld om nalatig gedrag te voorkomen, ondezmé& de claimbeoordeling, het monitoren
van cliénten, en de reintegratie. Zowel publielteagring met adequate prikkels voor
decentrale uitvoerders, als private uitvoering atEquate regulering kan doelmatige zijn. Een
gemengde verantwoordelijkheid kent potentiéle rexddEen doelmatige uitvoering vereist in
elk geval dat de verantwoordelijkheid voor de vkerig bij slechts één partij ligt, zodat
verzekeringslasten niet kunnen worden afgewenteld.

Activeringsbeleid kan de combinatie van verzekegngarbeidsparticipatie verbeteren. Zo
blijkt dat strenge plichten voor werklozen en s@wctot een significant hogere uitstroom uit de
werkloosheid leiden. Over de effectiviteit van z@ch vormen actief arbeidsmarktbeleid zijn de
empirische bevindingen gemengd. Zo blijkt uit ewdilestudies dat banenplannen over het
algemeen vooral andere banen verdringen en ddfedsigteit van scholingsprogramma’s
vaak teleurstellend is. In veel langdurige prograisnontstaan significanteck-in effecten
omdat mensen niet doorstromen naar regulier wetksuggereert dat niet te veel verwacht
mag worden van activerend beleid. Toch zijn erwmknen van actief arbeidsmarktbeleid die
gunstiger lijken uit te pakken voor de arbeidsmaz&tls hulp bij sollicitaties en
loonkostensubsidies op maat voor langdurig werkioBevendien kan actief
arbeidsmarktbeleid worden ingezet als vorm vanesddieleid gericht op het meedoen van
kwetsbare groepen in de samenleving, en niet zagede reintegratie in de private
arbeidsmarkt.
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Ontslagbescherming of ontslagkosten kunnen deoimistiin sociale verzekeringen verminderen
en bedrijven stimuleren te investeren in mensébijgitaal. Echter, ontslagbescherming leidt
ook tot maatschappelijke kosten omdat het bedriprgmoedigt nieuwe werknemers aan te
stellen. Daardoor verminderen de baanvindkansenwertklozen en neemt de
werkloosheidsduur toe. Voorts zullen structurelesemingen in de economie minder snel tot
de noodzakelijke aanpassingen leiden omdat werkreemider snel van baan veranderen. Het
zijn vooral mannen van middelbare leeftijd die Haethben bij ontslagbescherming, terwijl
jongeren, vrouwen en immigranten er juist nadeelaadervinden. Een belasting op ontslag,
bijvoorbeeld via premiedifferentiatie in de werkébeidswet, lijkt aantrekkelijker om de
instroom in de sociale zekerheid te beperken dagigeche ontslagbescherming.

Herverdeling over de levensloop

De overheid herverdeelt via de verzorgingsstaairitén over de levensloop. Zo zijn de meeste
mensen netto ontvangers van de overheid tijdengdmge en oude levensfasen, terwijl ze netto
betalers zijn in de periode daartussen. Schattisgggereren dat tussen de 60 en 80% van alle
uitgaven van de verzorgingsstaat bestaat uit heéeliag over de levensloop naar dezelfde
personen. De toegevoegde waarde van deze overégeidsienis vloeit voort uit
kredietbeperkingen die mensen ondervinden op jenigeftijd, begrensde rationaliteit om voor
later te zorgen, en verstoringen in het spaarneasteringsgedrag. De overheid kan naast
collectief gefinancierde herverdeling over de lesleap ook op andere manieren met deze
beperkingen omgaan, zoals het bieden van leningkeet@pleggen van spaarplicht. In
hoofdstuk 5 onderzoeken we hoe de overheid de kenmsr de levensloop kan beinvioeden als
het gaat om leven-lang-leren, arbeid en zorg ewreegde uittreding.

Menselijk kapitaal is de kurk waarop de verzorgstgat drijft. Toch is de toegevoegde
waarde van overheidsbemoeienis niet zo duidel§khat gaat om training van werkenden.
Enige vorm van subsidiéring kan leerkeuzes van mariers doelmatiger maken, vooral als
progressieve belastingen en genereuze socialekegizgen de leerbeslissing verstoren. Ook
minder spaarsubsidies kunnen de leerbeslissingéifer maken.

Het faciliéren van de combinatie van arbeid en figkjvan belang om een hoge
arbeidsdeelname van vrouwen te kunnen combineréeenehoge vruchtbaarheid, hoewel niet
duidelijk is of een hoge vruchtbaarheid maatschéjgpeel nastrevenswaardig is. Een hoge
arbeidspatrticipatie van jonge moeders vraagt vaoraflexibiliteit op de arbeidsmarkt en
goede faciliteiten voor kinderopvang. Verlofsubsglgaan ten koste van het aantal gewerkte
uren.

De arbeidsdeelname van ouderen zal in de toekognstoedelijk stijgen door recente
hervorming in VUT en prepensioen. Echter, werknenk@nnen nog altijd fiscaal gefacilieerd
vermogen opbouwen voor hun oude dag en deze benate vervroegde uittreding.

Bovendien is de arbeidsmarkt voor ouderen rigider delatief langdurige arbeidsgerelateerde
uitkeringen en een strikte ontslagbescherming. @rarbeidsdeelname van ouderen te
vergroten kunnen fiscale faciliteiten voor de oplvaxan pensioen worden versoberd, de duur
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van de werkloosheidsverzekering worden beperkgrgsiagbescherming voor ouderen worden
versoepeld. Dit kan in de toekomst demotie vergémigken, investeringen in kennis
bevorderen, deeltijdpensioen stimuleren en de tidfex pensioenleeftijd verhogen.

Opties voor meer arbeidsparticipatie

Kwantitatieve modelanalyses van concrete beleidsisringen worden gebruikt om kansrijke
hervormingsopties te identificeren die de kwaliggitde kwantiteit van de arbeidsdeelname
vergroten. We gaan daarbij ook in op de maatschigikosten en baten vanuit een breder
welvaartsperspectief en presenteren de effectete apkomensverdeling. We vatten hieronder
de kansrijke en minder kansrijke hervormingsopiesien in drie clusters: de
arbeidsparticipatie van vrouwen, de werkgelegenbedkr laaggeschoolden, en de
arbeidsdeelname van uitkeringsgerechtigden.

Arbeidsparticipatie vrouwen

Hoewel de arbeidsparticipatie van Nederlandse vesufafgemeten in aantal personen) groter
is dan in veel andere landen, werken Nederlandsawean relatief vaak in deeltijd. Daardoor is
de arbeidsdeelname gemeten in gewerkte uren fdkdige Om het aantal gewerkte uren te

vergroten kan een aantal maatregelen worden overvog

Kansrijk

» Het afschaffen van de heffingskorting voor nietkesrde partners vergroot het
inkomensverschil tussen alleenverdieners en twdearers. Dit is een impuls voor niet-
werkende partners om de arbeidsmarkt te betreden.

» Subsidies die de ouderbijdrage voor kinderopvamtagen zijn relatief doelmatig om de
arbeidsdeelname van ouders met jonge kindereimtalsten, zowel in uren als in
personen. De reikwijdte van dit instrument is evehiaeperkt.

» De aanvullende combinatiekorting (een belastingkgntoor tweeverdieners met kinderen)
is gunstig voor de arbeidsparticipatie van minstierende partners. Het is minder effectief
om het aantal gewerkte uren te vergroten dan desidie op kinderopvangkosten.

» Fiscalisering van de AOW-premie kan bijdragen aam\ergroting van het arbeidsaanbod
voor zover reeds opgebouwde pensioenen zwaardelewdnelast en de belastingdruk op
jonge generaties wordt verminderd. Op lange terimijmet effect beperkt.

» Beperking van de hypotheekrenteaftrek leidt op éategmijn tot een lichte toename van de
prikkels voor de arbeidsdeelname indien met deemist de belastingtarieven worden
verlaagd.

» Versoepeling van het ontslagrecht vergroot de kanset vinden van werk en
vergemakkelijkt de transitie tussen werk en zorigidgunstig voor de arbeidsmarktpositie

van vrouwen en jongeren.
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Minder kansrijk

Een vlaktaks in Box 1 van de inkomstenbelastingleahrbeidsdeelname van vrouwen
ontmoedigen indien de marginale belastingdruk agtijigbanen stijgt. Alleen een viaktaks
met een voldoende laag tarief vergroot de arbe&lsdeme. Deze gaat wel gepaard met een
denivellering van inkomens.

Het inkomensafhankelijk maken van de kinderbij$lagft geen gunstige effecten voor het
arbeidsaanbod, ondanks dat de belastingtarievemagngaan.

Subsidies voor ouderschapsverlof kunnen de arbeitisipatie in personen vergroten,

maar verlagen het aantal gewerkte uren.

Arbeidsdeelname laaggeschoolden

De werkloosheid aan de onderkant van de arbeidsnsariatief hoog. Dit probleem kan in de

toekomst verergeren als gevolg van globaliserinteehnologische verandering. Dit maakt het

urgenter om iets aan deze problematiek te doen.

Kansrijk

Een (inkomensafhankelijke) arbeidskorting (een sigigkorting die wordt verstrekt aan
mensen met een baan) vergroot het verschil tussendn uitkering en vermindert de
werkloosheid aan de onderkant. Het nadeel is datrbeidsaanbod van hoger opgeleiden
afneemt en dat mensen minder bereid zijn zichhelso.

Loonkostensubsidies leiden tot meer banen aan dierkent van de arbeidsmarkt, hoewel
ze minder effectief zijn dan een arbeidskortingnae werknemer.

Verlaging van het wettelijk minimum loon vergroa @erkgelegenheid aan de onderkant
van de arbeidsmarkt. Door tegelijk een inkomengafbbijke arbeidskorting in te voeren,
kan het netto loon voor mensen met het minimum tgmpeil blijven.

Subsidies voor bedrijven die langdurig werklozenreamen zijn een gerichte manier om
werkgelegenheid voor deze kwetsbare groep te viengr®e reikwijdte van dit instrument

is evenwel beperkt.

Minder kansrijk
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Een geindividualiseerd basisinkomen is een dureywa@n herverdeling. Weliswaar wordt
de armoedeval kleiner door het schrappen van inksafhankelijke regelingen, waardoor
de werkloosheid daalt; maar er is een viaktakdtagn 53%2% nodig om een basisinkomen
op het niveau van het huidige sociaal minimumnarftieren. Modelsimulaties wijzen uit
dat de werkgelegenheid hierdoor met bijna 4% daalt.

Ervaringen met scholingsprogramma’s van werkloze/@ssenen suggereren een laag

maatschappelijk rendement.
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Activering van uitkeringsgerechtigden
Nederland kent een relatief hoog aantal menserearesociale uitkering. Dit kan worden
bestreden door een aantal maatregelen.

Kansrijk

» Een groter eigen risico in sociale verzekeringdrijvoorbeeld via de introductie van
wachtdagen of spaarelementen -- vergroot de psiieelvoorkoming van misbruik en
versnelt de uitstroom naar werk.

» Strenge plichten ten aanzien van zoekgedrag etegeétie versnellen de terugkeer van
uitkering naar werk. Bovendien schrikt het werkandéom in de sociale verzekering te
stromen.

« Sancties en intensief monitoren dragen bij aavéideinen van misbruik en stimuleren de
uitstroom uit sociale verzekeringen. Ze maken exdg verzekering beter combineerbaar
met prikkels voor arbeidsdeelname.

» Adequate prikkels voor uitvoeringsorganisatiesijdmrbeeld door financiéle
verantwoordelijkheid, concurrentie en sturing oppaoitiindicatoren -- zijn essentieel.

» Versoepeling van ontslagbescherming vergroot de kaor werklozen op het vinden van
een nieuwe baan, maar leidt vaker tot werkloostiggah flexibelere arbeidsmarkt heeft een
neutraal tot negatief effect op de omvang van délaesheid.

Minder kansrijk

» Sparen is minder efficiént dan verzekeren als hat gm grote risico’s, zoals langdurige
arbeidsongeschiktheid of werkloosheid.

» Het creéren van publieke banen voor laaggeschodddi#tmiet of nauwelijks tot meer
werkgelegenheid, maar vooral tot substitutie vavgpe naar publieke banen.

» De financiéle verantwoordelijkheid voor socialeaskeringen moet niet worden verdeeld
over verschillende partijen, zoals bij het cappooanodel gebeurt (waarbij gedeelde
verantwoordelijkheid geld voor de overheid, socizdetners en het individu).

De toekomst van de Nederlandse verzorgingsstaat

Deel Il van de studie analyseert de toekomst vaNetierlandse verzorgingsstaat. Vanuit
verschillende maatschappelijke voorkeuren ten aanzan de belangrijkste dilemma’s worden
drie alomvattende toekomstrichtingen geschetstedengen de arbeidsmarktprestaties in
Nederland te verbeteren. Ze dragen de naBERICHTE VERZORGINGSSTAATUNIVERSELE
VERZORGINGSSTAATENDECENTRALE VERZORGINGSSTAAT Hoofdstuk 7 bespreekt de
arbeidsmarkt- en inkomenseffecten van een conaretdling van elk van deze drie prototype
hervormingsrichtingen. Voor elke verzorgingsstagtlgseren we in hoofdstuk 8 ook de
robuustheid voor schokken in immigratie, economngsiciiegratie en technologische
ontwikkeling.
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Gerichte verzorgingsstaat

De GERICHTE VERZORGINGSSTAAKenmerkt zich door een flexibele arbeidsmarkt eeme
individuele verantwoordelijkheden. De overheid theterug in de sociale zekerheid.
Voorzieningen voor de middengroepen worden teruggeefd. Solidariteit met de zwakste in
de samenleving blijft gehandhaafd door middel vam gegarandeerd sociaal minimum en
gerichte inkomensondersteuning.

Een concreet hervormingspakket langs de lijn vaGERCHTE VERZORGINGSSTAADMVat
een beperkte verlaging van sociale uitkeringenegmiettelijk minimum loon. In het
belastingstelsel worden generieke kortingen vedaagvervangt een vlaktaks van 27% de
huidige oplopende tariefstructuur in Box 1. Inkos@mdersteuning voor de laagste inkomens
wordt snel afgebouwd met het inkomen. Ontslag weeditvoudiger. Er worden financiéle
prikkels in de werkloosheidswet geintroduceerddrvdrm van premiedifferentiatie. De
levensloopregeling is een kapstok voor institutierreervormingen waarmee de overheid
subsidies inruilt voor een individuele spaarfaeititbijvoorbeeld voor verlof, kinderopvang,
scholing, het (vroeg)pensioen en aanvullingen opedlsoberde sociale verzekeringen.

De GERICHTE VERZORGINGSSTAATaat gepaard met betere arbeidsmarktprestaties. De
prikkels voor arbeidsdeelname worden groter ereadébiele arbeidsmarkt integreert ouderen,
jongeren, vrouwen en allochtonen gemakkelijkerwi2ekgelegenheid onder laaggeschoolden
in de markt neemt toe en de werkloosheidsduur neértolgens modelsimulaties resulteert
een groei van de werkgelegenheid op lange termgn6#:.%. De participatiegraad van
vrouwen neemt met 9% toe. Mensen worden geprikicgldcholing waardoor de kwaliteit van
de beroepsbevolking stijgt. De werkloosheid ondagfieschoolden daalt met 8¥:%-punt ten
opzichte van het basisscenario. De arbeidsmarkgties komen hiermee in de richting van
Angelsaksisch georiénteerde landen. Toch is demieksongelijkheid geringer dan in die
landen en blijft het aantal gewerkte uren per wenker aanzienlijk lager.

De relatief kleineSERICHTE VERZORGINGSSTAAPast bij een geindividualiseerde en
heterogene samenleving. De instituties stellenreigeantwoordelijkheid voorop en
benadrukken het belang van keuzevrijheid. De ojdelid en onzekerheid nemen toe, maar
voor de zwakkeren in de samenleving biedt de ovéren sociaal vangnet. [¥ERICHTE
VERZORGINGSSTAATIS relatief robuust voor schokken in de internadie omgeving, zoals
immigratie, economische integratie en technologisgrnieuwing. Het grootste risico is dat er
een groep permanente achterblijvers ontstaat dégrdeedeval niet kan ontsnappen en
langdurig afhankelijk blijft van sociale voorziegien.

Universele verzorgingsstaat

Ook in deUNIVERSELE VERZORGINGSSTAATS flexibilisering van de arbeidsmarkt belangrijk.
Het wordt hier gecombineerd met publieke hervendedin collectieve regelingen tegen
arbeidsmarktrisico’s en liquiditeitsrisico’s. Omuweorkomen dat dit een verlammende

uitwerking heeft op de arbeidsdeelname en om dd¢ieéhrote verzorgingsstaat betaalbaar te
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houden, is een effectieve en strenge overheid rdidigwvesteert, stimuleert en slagvaardige
uitvoeringsorganisaties heeft met de juiste prikl@h mensen te activeren.

Een pakket maatregelen datulVERSELE VERZORGINGSSTAATKarakteriseert omvat onder
meer een verdere individualisering van belastinfiigef\VVoorzieningen voor kinderopvang en
scholing worden extra publiek ondersteund. Vooctie&en zijn er strenge verplichtingen voor
het ontvangen van een uitkering en forse sanctigeval van niet-naleving. Privileges voor
ouderen, bijvoorbeeld ten aanzien van gesubsidigackn voor vervroegde uittreding, worden
versoberd en langdurige inactiviteit wordt actietvreden. De verzorgingsstaat wordt eerder
groter dan kleiner maar intensiveringen staan friddeen van participatie.

De UNIVERSELE VERZORGINGSSTAATakt gunstig uit voor de arbeidsmarkt. De
participatiegraad van vrouwen stijgt met 14%2% tgrook de arbeidsdeelname van ouderen
toeneemt. Laaggeschoolden worden geintegreerdibizege werkgelegenheidsprojecten en
subsidies. Simulaties laten zien dat inudevERSELE VERZORGINGSSTAATe totale
werkgelegenheid in arbeidsjaren met circa 3% tamheeooral door de groei in de
arbeidsdeelname van vrouwen. De werkloosheid dadggeschoolden daalt met 4¥4%-punt
terwijl de gemiddelde werkloosheidsduur afneemtURB/ERSELE VERZORGINGSSTAATbrengt
de arbeidsmarktprestaties meer in de richting ww@Bahndinavische landen. Het aantal
gewerkte uren per werknemer blijft echter nog vedter bij die landen.

De UNIVERSELE VERZORGINGSSTAATpast bij een relatief homogene samenleving met een
goed opgeleide beroepsbevolking en een slagvaaedigérenge overheid. Emancipatie en
participatie zijn belangrijke beleidsprioriteitdBehoud van solidariteit wordt wel uitgeruild
tegen privacy, minder keuzevrijheid en minder peiyes voor ouderen en alleenverdieners; en
behoud van een goede verzekering wordt uitgeraden een meer flexibele arbeidsmarkt. De
UNIVERSELE VERZORGINGSSTAATS redelijk bestand tegen een toenemende econoenisch
integratie, maar kwetsbaar voor immigratie van ¢gsghoolden.

Decentrale verzorgingsstaat

In deDECENTRALE VERZORGINGSSTAATOet de overheid een stap terug als het gaat om
inkomensherverdeling en sociale verzekering. Deaéntollectiviteiten nemen deze rol
gedeeltelijk over. De collectiviteiten benuttenaalvoordelen en bieden collectieve
bescherming voor hun leden. Er ontstaan groepeved#hillende voorzieningenniveaus
kennen. De overheid waarborgt het bestaansminimubekommert zich om degenen die niet
beschermd zijn door decentrale collectiviteiten.

Een hervormingspakket lans de lijn vanod®ENTRALE VERZORGINGSSTAATKenmerkt zich
door een kleinere overheidsrol in herverdeling eregkering. Uitkeringen gaan omlaag en het
belastingstelsel wordt minder progressief. Coligwiten proberen dit te repareren door de
loonverdeling gelijker te maken. Zij krijgen bovéed de exclusieve verantwoordelijkheid voor
sociale verzekeringen. Dit biedt een prikkel omegrsleden te activeren en ouderen langer aan
het werk te houden. De mobiliteit tussen collettiten is beperkt en ontslagbescherming

23



REINVENTING THE WELFARE STATE: NEDERLANDSE SAMENVATTING (EXECUTIVE SUMMARY IN DUTCH)

stringent. De overheid probeert buitenstaandergegreren in de arbeidsmarkt door middel
van loonkostensubsidies.

De arbeidsmarktprestaties zullen dooOIDBEENTRALE VERZORGINGSSTAATVerbeteren,
vooral door de stijging in het arbeidsaanbod vanmea. De arbeidsmarktkansen voor
laaggeschoolden verbeteren als gevolg van de |@baksubsidies, hoewel looncompressie dit
effect verkleint. Volgens simulaties groeit de wgglegenheid met circa 2%2%. De
werkloosheid onder laaggeschoolden neemt af met-p#8t Hoewel de
arbeidsmarktprestaties verbeteren, zijn de effekdginer dan bij de andere verzorgingsstaten.
Sommige voordelen van @&ECENTRALE VERZORGINGSSTAATZIjn evenwel niet
gekwantificeerd, zoals de mogelijk efficiénte uvimg van de sociale zekerheid in decentrale
collectiviteiten (met exclusieve financiéle veranbsdelijkheid) en de voordelen van lange
termijn relaties op de arbeidsmarkt.

De DECENTRALE VERZORGINGSSTAATast in een wereld waarin langdurige arbeidsredatie
tussen werknemers en werkgevers en een grote mat@terne flexibiliteit een goed klimaat
scheppen voor investeringen in kennis en innovalid.biedt ruimte voor diversiteit tussen
groepen werknemers. Een probleem mabEEENTRALE VERZORGINGSSTAATIS dat de
beperkte mobiliteit tussen groepen het aanpassengmgen van de economie belemmert en dat
de integratie van buitenstaanders in de arbeidsmamidt bemoeilijkt. Dit is ongunstig voor
werklozen, jongeren, immigranten en herintredendewen. Het maakt dBECENTRALE
VERZORGINGSSTAATbovendien kwetsbaar voor schokken in immigratiehmelogie en

economische integratie.

Conclusie

Diverse hervormingen in de Nederlandse verzorgiags&unnen de kwaliteit en de kwantiteit
van de arbeidsdeelname vergroten. Prikkelen dde¢epijn. Telkens moeten er daarom
keuzes worden gemaakt. Welk toekomstbeeld het messelijk is voor Nederland is
afhankelijk van toekomstige ontwikkelingen in orszanenleving en de maatschappelijke
prioriteiten die worden gesteld. Deze studie beddgkeuzes te verhelderen.
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Executive summary

European welfare states are under pressure. pislic expenditures on pensions and health
care will rise in light of ageing. At the same tingdobalisation makes it more difficult to
finance these extra public transfers due to ininga®obility of tax bases. This renders current
welfare states financially unsustainable. Moreoitarauses tensions among a growing share of
elderly people relying on public transfers and dngting share of workers paying for it via
taxes.

Second, international economic integration and-skdlsed technological change deteriorate
the position of low skilled workers on Europeandabmarkets. This causes tensions within the
working generation, namely between low skilled vevekwho suffer and high skilled workers
who benefit from economic integration and technalgchange.

Third, welfare state institutions seem to have poadapted to recent changes in socio-
cultural circumstances, such as individualisatiogrowing heterogeneity in life courses, a
better educated work force and rising female pigditon rates. This undermines the social
legitimacy of current welfare state institutions.

Finally, the welfare state creates sustained im&g@mong a number of groups, such as
social benefit recipients, elderly workers, lowHgld people, and women. In light of future
trends, countries can not afford these high raté@sagtivity in combination with generous
public welfare provisions.

European Union governments therefore think abaimventing the welfare state’. For
instance, a key policy objective of the Dutch goweent is to raise employment in both
guantity and quality. It thus aims to broaden theliase, which is necessary to maintain the
basis for social cohesion in the future. This stegglores how reforms in Dutch institutions
can contribute to these objectives. Thereby, we &dcount of the functions that the welfare
state fulfils in our society, e.g. with respecstrial cohesion, security and commitment.

Design of an efficient welfare state

Part | of this study contains an analysis of thecfions of the welfare state. They are referred to
as the three R’s of the welfare state: Redistridrubietween people, Risk and insurance, and
Reallocation over the life cycle. These analysesatestrate the key trade-offs in welfare state
design. It offers the opportunity to rethink curtrarstitutions from a welfare economic

perspective.

Redistribution between people

People differ. The welfare state aims to reducquaéty between people by means of
redistribution. It creates, however, several labmarket distortions, such as lower labour
supply, less training and higher unemployment. Wistrate this trade-off between equity and
efficiency in various appearances. In chapter 3logk at the progressive tax-benefit system,
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benefits in kind, indirect taxes, subsidies and evegmpressing institutions. Also more subtle
trade-offs appear when trying to reconcile the dfijes of equity and efficiency. From our
analysis, we arrive at a number of conclusions.

Universal income support, such as a basic incomes dot seem an optimal form of
redistribution. It is expensive and raises margiaglrates across the board, thereby causing
large distortions in labour supply. Targeting suppo people earning low incomes would be
more efficient. It creates, however, distortionshat bottom of the labour market due to the
poverty trap. This reduces the gains from targetirgsigning an optimal redistributive system
therefore requires careful consideration of théodions at both the participation margin and
the intensive margin of labour supply.

In-work benefits have the advantage of a lower bereplacement rate, without hurting the
income of benefit recipients. This leads to a lovege of involuntary unemployment, especially
for the unskilled. In-work benefits can also beyted to the low skilled, which would enhance
its effectiveness to reduce involuntary unemployimeowever, by phasing out benefits among
middle income groups, targeted relief is partidyldistortionary for labour supply.

In-work tax relief can also be targeted on femabekers who feature relatively large labour
supply elasticities, e.g. compared to male breadevis Moreover, subsidies on complements
of female labour, such as childcare expenditumestygically desirable features of an optimal
tax-benefit system as they mitigate distortionthatintensive margin of labour supply.

An individualised income tax system yields bettédrdur market incentives than a system
that takes the family as the tax unit. Individualgssocial benefits is less attractive since if wil
raise marginal tax rates at the participation nmojisecondary partners.

Redistribution is also achieved through wage cosging institutions. However, this raises
unemployment among the low-skilled. Lower minimurag&s or less wage compression will
relax this problem, but raise inequality. The goweent may alternatively shift towards fiscal
redistribution or provide tax relief for employdrising low-skilled employees.

Since reforms in the redistributive system havead@osts, complementary instruments
may be considered to escape trade-offs in redigioib. For instance, modern welfare states
increasingly rely on the integration of vulnerapéople in the labour market by combining the
carrot of positive financial incentives with thécktof punitive work mandates. Yet, by
requiring information from people, they impinge ngarivacy.

Risk and insurance

Risk against disability or unemployment is dealihwiy social insurance. In designing a social
insurance contract, society aims to minimise theeegk implications for the labour market due
to moral hazard. We find that less generous satsalrance, e.g. through lower levels of
unemployment and disability benefits, shorter unleypent benefit duration, or substitution
towards individual saving accounts, can help reatycinemployment rates and raising labour-
market participation by combating moral hazargidtds, however, less insurance. This trade-
off is analysed in chapter 4. We show that savingg be more appropriate than insurance in
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the case of small risks and large moral hazard fe.gmall unemployment spells. For larger
risks, however, insurance is typically more effitiehan savings.

For a given level of insurance, the key policy tdrade is to minimise moral hazard. The
government may use stringent job search requiresraamd mandatory obligations to raise the
exit from social insurances. An efficient admirasiton should engage in tight monitoring and
claim assessment and invest in activation of benkfimants. In delegating administrative
tasks to decentralised units, the government shearel about both the risk of selection by
competing administrations, and proper incentivesattministrators to fight moral hazard.
Irrespective of the choice between a public monppold competing administrations, the
exclusivity requirement should always be fulfilled.

Insurance can be supplemented by active labourehaddicies in order to raise exit from
the insurance. Yet, whereas harsh measures liktieas and mandatory workfare tend to
significantly increase outflows from the insuranempirical evidence provides mixed evidence
on the effectiveness of more lenient forms of actabour-market policies. Lock-in effects and
reduced search activities seem to render some fof@stive labour-market policies even
counterproductive in raising employment in the neddector. Still, active labour-market
policies may be a social imperative, rather thavag to increase employment in the open
market. Moreover, some types of active labour-mzpkdicy, such as job-search assistance and
vouchers for the long-term unemployed, yield massitive effects.

Employment protection and firing taxes may be @ffit to reduce moral hazard in inflows
into unemployment insurance. Moreover, it encouwsagemmitment and thus stimulates
employment durations and investment in firm-spedifiman capital. However, employment
protection also creates a social cost by increasirgnployment duration and hampering
innovation. It hurts especially the labour markesifion of youngsters, women and immigrants.
Financial incentives, e.g. via experience ratingrnemployment insurance, tend to be more

efficient than administrative procedures to redexeessive job separations.

Reallocation of the life cycle
The welfare state plays a role in consumption shingtover the life cycle. Capital-market
imperfections, impatience and distortions assodiatiéh redistribution and insurance may
provide a rationale for this. European governmantsindeed substantially involved in
reallocating income over the life cycle: estimataggest that between 60 and 80% of the
welfare state actually concerns intrapersonal @eation of income over the life cycle, rather
than redistribution between rich and poor. An aliive for collective smoothing via the
welfare state would be mandatory or subsidisedviddal saving schemes. While these
schemes may reduce the overall tax burden comparaallective smoothing via transfers, they
may bring along other distortions. Hence, the gowemt faces a dilemma. We explore this
dilemma in the area of life-long learning, work atade, and early retirement in chapter 5.
Life-long learning is a vital pillar for our welfarstate. While investment in education by the
government seems important in initial education,thlue added of government intervention is
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less clear in adult learning. Some subsidies mytoealleviate training distortions imposed by
progressive taxes and generous social insuranegsjmoes. Another option to improve the
efficiency of learning decisions is a reductiorsaving subsidies.

Facilities for the combination of work and care éhildren seems important for combining
high female participation and high fertility, altigh it is not clear whether externalities from
children are actually positive or negative. Fenpadicipation may benefit from increased
labour-market flexibility and child-care facilitieSubsidies for parental leave may support
fertility, but typically come at the expense of ¢éalo market participation in terms of hours
worked.

A number of distortions in retirement decisionsdagcently been removed in the
Netherlands. Indeed, the system has been reforomestds an actuarially neutral system for
early retirement. Still problematic for the panpiation of elderly is, however, the rigidity of the
labour market. Indeed, the combination of fixed vagntracts with seniority wages,
employment protection and mandatory retirement temthe mobility of older workers and
increases unemployment durations. Moving towara®ee flexible labour market can increase
employment, improve allocative efficiency and alltaw more flexible retirement patterns. It
calls, however, for a breakdown of the implicit trawt.

Options for higher labour market participation

Model simulations help to identify promising polioptions for raising labour market
participation in the Netherlands. Below, we sums®nur main findings. We focus in
particular on employment of females, low-skilledrisers and social benefit recipients.

Female labour supply

While female participation rates are high in thehéglands, most women work part time.
Labour supply in hours is therefore relatively lommpared to other countries. To raise
employment in hours, a number of policy reforms rbayonsidered.

Promising

» Individualising the tax credit for non-participagipartners reduces the marginal tax burden
for secondary earners and is effective in enconpfiimale participation.

» Subsidies that reduce the parental price of chiklese relatively effective in stimulating
female participation and hours worked. The scopedising labour supply in this way is
limited.

» Atax credit for two-earner couples with childrerceurages female participation.
However, it is less effective to raise hours workeah childcare subsidies.

» Abolishing the reduced tax rate for elderly willcenrage labour supply to the extent that it
shifts the tax burden from working generations talsacapital build up in pension funds.

In the long term, the labour-market effects are estd
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Reducing the interest deductibility of mortgagen®avill stimulate labour supply of
partners in two-earner couples if the revenuesised to cut tax rates across the board.
Relaxing employment protection raises job-findimglabilities, which benefits people
who feature relatively flexible work patterns otee life cycle, such as women and

younger workers.

Less promising

A flat tax tends to reduce female labour supplioag as part-time jobs are taxed at higher
marginal rates. Only a flat tax rate that is siéfitly low will raise female labour supply
and aggregate employment. However, the incomalhlision will become more unequal.
Replacing general child support by targeted chilgp®rt for low incomes will exert a
negligible impact on female labour supply, despitéecline in income tax rates.

Subsidies for parental leave may raise the padtii@p rate, but will reduce the aggregate
number of hours worked.

Low-skilled employment

The unemployment rate is particularly high amoregltdw skilled. This problem may be

reinforced in the future by globalisation and skithsed technological change. This renders it

increasingly important to tackle this problem.

Promising

An (targeted) earned income tax credit reducesdplacement rate and causes a reduction
in the low-skilled unemployment rate. It raiseswkoer, marginal tax rates for higher
incomes, thereby reducing the incentives for lalsupply and training.

Tax relief for employers hiring low-skilled workeraises employment among the low
skilled, although it is less effective than thereatincome tax credit.

A lower minimum wage raises low-skilled employméfthen combined with an earned
income tax credit, the adverse income effectsdordkilled workers can be mitigated.
Subsidies for the long-term unemployed help intiggethese groups in the private sector
labour market. The scope of this instrument isttahi

Less promising

An individualised basic income at the social minimincome level is an expensive form of
redistribution. It reduces the problem associat&l the poverty trap since targeted
support can be reduced. Yet, a 53%2% income taxgatecessary to finance the basic
income. Simulations suggest that aggregate emplothen falls by almost 4%.

There is little value added from more state intatiom to encourage adult learning.
Evaluations of training programs for the unemplogadgest disappointing rates of return
to this type of investment.
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Activating social benefit recipients
The share of social benefit recipients in the Nidtimels is relatively high. A number of policy
reforms could help reducing it.

Promising

» Small risks -- like short unemployment spells -A && borne privately, e.g. in the form of
individual saving accounts. This reduces moral fchaad raises outflows from social
insurances.

» Monitoring and sanctions help identifying benefieaters and reduces non-compliance. It
thus avoids excessive inflows and encourages awgffoom social insurances.

« Tight eligibility criteria and workfare encourageitsfrom social insurances. Moreover, it
has a deterrence effect so that inflows are reduced

» An efficient administration in social insurancevital to fight moral hazard in social
insurance. It requires proper incentives for adstiators, including financial
responsibility, competition and steering on theidaf output indicators.

* Relaxed employment protection will raise job-fingliprobabilities and reduce
unemployment durations. It yields a neutral to tiegampact on aggregate
unemployment.

Less promising

» Insurance is more efficient than saving to deahwatge risks, like permanent disability or
long unemployment spells.

» Creating jobs in the public sector for the low dldoes not significantly reduce low-
skilled unemployment, but tends to crowd out pevamployment and raises labour costs.

» Administrations in social insurance should not shasponsibilities, as is the case with the
cappuccino model.

The future of the Dutch welfare state

Part Il of the study develops comprehensive prgteform packages for the future of the
Dutch welfare state. Each welfare state aims todwgpthe performance of the labour market,
but maintains the key functions of the welfareestate reforms differ with respect to the
assessment of trade-offs in welfare state desipichareflect different social preferences. The
three prototype welfare states are calledRE®DUAL WELFARE STATE theUNIVERSAL

WELFARE state and thBIVERSIFIED WELFARE STATE Chapter 7 discusses and quantifies the
labour-market and income effects of these refomaations and elaborates on their welfare
effects in a broader sense. For each prototyp@teh8 explores the robustness with respect to
shocks in globalisation and immigration.
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Residual welfare state

TheRESIDUAL WELFARE STATEIS characterised by a more flexible labour magket more
emphasis on private responsibility. The governmetmeats in provisions for people with
middle and high incomes. They increasingly relyiratividual responsibility. Solidarity with
vulnerable groups is maintained via targeted incenmport measures.

Reforms in theRESIDUAL WELFARE STATEINclude lower social benefits, a lower minimum
wage, the introduction of a flat tax of 27% aneplacement of employment protection by
experience rating in unemployment insurance. Teeclicle saving account partly replaces
insurance and subsidy schemes, e.g. for unemplaytis&ncare, adult education and early
retirement.

TheRESIDUAL WELFARE STATEimproves labour market performance by raising the
incentives for labour supply, a better integratiérentrants into the labour market, and reduced
wage costs for low skilled workers. Model simulagcsuggest a rise in employment of 6¥4%.
The female participation rate increases by 9%. Istiled unemployment falls by 8%%-point.
This moves Dutch labour market performance closéiné Anglo-Saxon countries, although
the difference in inequality and hours worked remaibstantial.

TheRESIDUAL WELFARE STATEfits best in an individualised, heterogeneousetgci
Institutions emphasise individual responsibilitydahe benefits from choice. Inequality and
insecurity become more important, but a safetyisietaintained for the most vulnerable
groups. TheRESIDUAL WELFARE STATEIs relatively robust for shocks in immigrationp@aomic
integration and technological change. A potentiabfem is that sustained poverty occurs for a
small group of low-skilled people that is unableeszape the poverty trap.

Universal welfare state

TheUNIVERSAL WELFARE STATEIs characterised by a combination of more flekipibn the
labour market and generous social provisions withiform character. To avoid moral hazard
and high rates of inactivity, it is combined wittiénsive and mandatory activation and public
expenditures that are complementary to labour.

Reforms in theJNIVERSAL WELFARE STATEcontain a further individualisation of the tax
system, public childcare support, tight eligibiligiteria in social insurance, an abolishment of
privileges for elderly outside the labour marked @mensified activation strategies with strict
monitoring backed by sanctions. The welfare steels to become bigger, but additional
expenditures are geared towards labour participatio

We find that theJNIVERSAL WELFARE STATEimproves labour market performance. The
female participation rate increases by 14%:% wHderéy participation rises as well. The low
skilled are better integrated due to subsidy sclse@ienulations suggest that employment rises
by 3% in the long term, especially due to highendée labour supply. The unemployment rate
among the low skilled falls by 4%4%. This moves Duperformance closer to that of the

Scandinavian countries, although hours worked resnalatively low.
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The UNIVERSAL WELFARE STATEfits with a relatively homogeneous society wittvell-

educated labour force and a high priority to emgattédn of women. Solidarity and security are
maintained at a cost in terms of privacy, less @diewer privileges for elderly, and less
commitment in labour relations. The welfare stat@ains vulnerable for the financial
implications of ageing, however. Moreover, thelVERSAL WELFARE STATEIS less robust for
shocks in low-skilled immigration and skill-biasegthnical change.

Diversified welfare state

TheDIVERSIFIED WELFARE STATEeEmphasises commitment, long-term relations and
decentralised solidarity in small collective grouphis substitutes for state responsibilities in
social insurance and redistribution. Collectiveugre reap the benefits from economies of scale
and provide a variety of social provisions. Thefedbetween clubs. The government ensures
a safety net and aims to integrate low-skilled weeoskin the labour market via subsidies.

Reforms of theIVERSIFIED WELFARE STATEINclude less tax progression, selective
reductions in social insurance provisions and eeguwent role to subsidise low-skilled
employment. Wage compression in communities ainmitigiate rising inequality. Exclusive
responsibility for social insurances at the de@disied level provides incentives for
administrations to combat moral hazard throughvatitn. This also applies to elderly, which
increases the effective retirement age. Mobilitiiasnpered between groups to reduce exit
opportunities and to maintain social provisionshivittcommunities. Employment protection
remains important.

We find that thedIVERSIFIED WELFARE STATEIimproves labour market performance,
especially due to more labour supply of men. Thedkilled face better job-finding
probabilities due to subsidy schemes. Simulatiaggiest an overall rise in employment of
2Y2%. The unemployment rate of the low-skilled fhs134%. These effects are smaller than
for other welfare states while inequality increasmme of the potential benefits are not
guantified, however, such as a possible efficieimiaistration of social insurances in
decentralised clubs (with exclusive responsibilggyl the benefits of commitment. Moreover,
our DIVERSIFIED WELFARE STATEperforms better than some continental Europeantdes
today. It thus comes closer to the better perfogneiountries in this part of Europe.

TheDIVERSIFIED WELFARE STATEfits in a world in which long-term relationshipsda
internal flexibility within collective groups prode a good basis for investment in knowledge
and innovation. A problem is that limited mobileynd tight employment protection hamper
adjustments in the economy, e.g. to global shddkseover, it hampers the integration of
immigrants, females and school leavers in the labmarket. TheDIVERSIFIED WELFARE STATE
is therefore relatively vulnerable for shocks inlgdlisation and immigration.
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Conclusions

Summing up, we find that several reforms in Dutehfare state institutions may help raising
the quantity and quality of labour supply. Yet,rthés no gain without pain. Indeed, society
needs to make choices. Which reform direction istrf@asible or desirable for the Netherlands
depends on social preferences and future develdgrireaur society. This study aims to clarify

these choices.
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INTRODUCTION

Introduction

European welfare states are under pressure. Decblyring the post-war period and
expanded in the 1960s and 1970s, welfare statesbraught substantial achievements for
European citizens: they improved income securitjigated poverty and enabled a broad
access of people to services like education anlhheare. In this way, welfare states have
facilitated the development of European econondegspy investment in human capital and by
creating social and political stability. Indeedisitvidely believed that welfare states not only
serve social objectives, but also have a produdtimetion for the economy. However,
European welfare states tend to become unsustaimatiie future, both in financial terms and
in terms of social legitimacy. Indeed, age-relgtablic expenditures will rise in light of ageing
while globalisation makes it more difficult to finee these public transfers due to increasing
mobility of tax bases. Thus, future trends renderant welfare states financially unsustainable.
At the same time, welfare state institutions haverly adapted to recent changes in socio-
economic conditions, such as heterogeneous prefesea better educated work force, and
rising female participation rates. Moreover, wedfgtates create sustained inactivity among
benefit recipients, elderly workers, low-skilledopée and women. In light of future trends,
countries can no longer afford these high raténadtivity in combination with generous public
welfare state provisions.

European Union governments are now thinking ab@inventing the welfare state’. This
study aims to contribute to this debate, with aceddocus on the Netherlands. It starts from
the aim of the Dutch government to raise laboupbygoth in quantity and in quality. In
particular, welfare state reform aims to betteegnate the low-skilled, women, elderly and
benefit claimants into the labour market (see D&aHiament, 2004). At the same time, we
take account of the functions that the welfareeshalfils in our societyg.g.with respect to
social cohesion, security and commitment. For mstaSCP (2004) shows that Dutch citizens
assign a high value to solidarity and security. $tuely will therefore explore how the
government can achieve a rise in employment whaataining social cohesion.

The study contains two parts. Part | provides &pahaker’s guide to the welfare
economic analysis of the welfare state. The padiggntation is strengthened by empirical
insights on the impact of institutions on the labmarket. Moreover, we make a quantitative
economic assessment of a variety of policy refdognasing an applied general equilibrium
model for the Netherlands. The aim of part | igdentify institutional reforms that improve
labour-market performance. By adopting a welfar@reenic approach, we also stress the
dilemmas that the government faces in achievingdbjective. The analyses of part | form
input for the second part of the study.

Part Il explores the future of the Dutch welfar@estin light of trends. The Netherlands has
been reforming its welfare state ever since the 1880’s with the aim to raise employment.
This reform process has not yet come to an endguibstion is where the system will be
heading towards in the future. To structure thidssion, we design three comprehensive
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prototype welfare state reforms, with each emphas@lternative social priorities. We quantify
the labour-market implications of each reform ditand discuss their social costs and
benefits from a broader welfare perspective. legipolicy makers a feeling for the margins of
government intervention to improve labour-markefqrenance in the future and of the
dilemmas that are inevitable in reforming instibus. We also elaborate on the robustness of
the three prototype welfare states for shocks migmation, economic integration and
technological change.

How to read this study

The study contains a broad range of issues on reedtate design. This might be of interest to
various audiences of policy makers, representafiees social partners, political parties,
economists, graduate students and other professiand social scientists interested in the
economic analysis of the welfare state. Thoseested in the fundamentals of the welfare state
are recommended to read part |. People interestigdrocertain components of the welfare
state may also move directly to the relevant chapiesections in part I. In each section, we
aim to put the issue into the broader context ofjfp@hensive welfare state design. Policy
makers interested in the quantitative economicicafibns of concrete policy reforms in the
Netherlands probably find much of their interestiapters 3 - 5. Readers interested in
comprehensive welfare state reform in the Nethddan light of future trends are
recommended to read part Il. For a proper undetstgrof the comprehensive reforms and the
reform packages analysed, the separate ingrediantall be traced back in part I. Readers
especially interested in the structure of the qupliad general equilibrium model, which is used
for the policy simulations, are referred to Graaflat al. (2001). For more information about
the trends that trigger the need for welfare stafigrm, we refer to De Mooij and Tang (2003)
and Huizinga and Smid (2004). An analysis of suastale public finances in light of ageing can
be found in Van Ewijk et al. (2006).
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Part | Economic analysis of the welfare state

Part | demonstrates the economic fundamentalseoftlfare state. Chapter 2 starts with an
introduction to the welfare-economic approach t@lgsing the welfare state. Chapters 3to 5
deal with three key functions of the welfare statiestarting with an R: Redistribution, Risk
and Reallocation over the life cycle. These chaptemonstrate key trade-offs in welfare state

design and identify promising policy options foisiag employment.
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WELFARE ECONOMICS OF THE STATE

2 Introduction to the economic analysis of the welf are state

The welfare economic approach to analysing theasel§tate boils down to a broad assessment of rharke
and public failures. This chapter provides an imluation to this approach. We also demonstrate the
features of our applied general equilibrium modwlttis used to quantitatively explore the impact of
welfare state reforms. A discussion on the compr&kieness of our analysis concludes this chapter.

2.1 Welfare economics of the state

In analysing the functions of the welfare state,adept a public economy approach that is
based on the welfare theorems of economics. Itipesva framework for thinking about the
role of the state in our society. This section jites a brief sketch of its fundamentals.

Welfare economics starts from two fundamental teew. Essentially, they teach us that
markets lead to an efficient outcome as long asedoasic conditions are met, such as an
appropriate definition of property rights, complatiormation and no transaction costs. Hence,
private agents are able to yield the same allocatfoesources by pursuing self interest as a
benevolent, well-informed social planner could Ingctly maximising social welfare. To
understand the virtues of the market mechanisne, thait the market is a powerful institution in
revealing information and in providing proper intiees. For instance, the confrontation
between demand and supply yields prices which atetyureflect information about relative
scarcities. This ensures exchange efficiency aadumt mix efficiency. Moreover, the right to
exit from voluntary transactions in the market g&information about who performs good and
bad. This ensures production efficiency. Thereoigovernment that could ever create these
incentives or reveal such information. Indeed, wegoment would face substantial costs
associated with information gathering about prefees and about good and bad performance
of producers. Moreover, a government would facadilties to organise efficient production
and administration in which all agents act in thélf interest.

The starting point of most public economic analysetherefore, the presumption that the
market provides a desirable allocation mechanisny ®there are persuasive arguments, there
can be a justification for governments to interventhese markets. However, the conditions
for a market to be efficient are rarely met in pice Indeed, markets are usually incomplete
because there are costs involved in arranging, toxamjy and enforcing contracts, i.e.
transaction costs. Incomplete markets imply th&f anexceptional circumstances the market
delivers the efficient allocation mechanism. Thieyides a potential role for the government in
almost any marketThe key difference with the market -- where agéaige the right to exit

! The approach has become standard in the theory of public economics, see Atkinson and Stiglitz (1980), studies of CPB,
see e.g. CPB (1997) and other economic policy analysis, see e.g. Teulings et al. (2003).

2 The economic literature distinguishes different types of market failures. CPB (1997) divides them into four categories:
market power, externalities (including public goods), specificity and incomplete contracts (the hold-up problem), and missing
markets to deal with uncertainty (risk sharing). Hyperbolic discounting or bounded rationality may be another but
paternalistic argument for government intervention in order to protect people against regret ex-post.
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and transactions are voluntary -- is that membprshthe state is universal and the state has
the power of compulsion: it can proscribe or prihtlrtain activities and raise taxes. In this
way, public intervention can potentially improvdigéncy. Apart from correcting market
failures, the theory of public finance providesoadssecond role of the State, namely
redistribution® Indeed, the market yields a solution that is remtessarily viewed as equitable
by society. Some voluntary redistribution via ptevaharity may exist, but this is typically too
small due to the so-called free rider problem. @gngntly, compulsion of the state is
necessary to effectuate a redistribution scheme.

When markets fail to deliver the appropriate primeguide resource allocations, it does not
always mean that the government can. Whether pirttéevention actually improves social
welfare depends also on the importance of pubiiartss. Public failures materialise in various
forms (Innman (1987); Stiglitz (1989)). For instandemocracy is often believed to be an
imperfect way in which voters reveal their preferesfor public services. Accordingly, the
government simply lacks the information to provilic(ly provided private) goods and
services efficiently, even if it wishes to do soofdover, public bureaucracies are usually not
subject to competitive forces. Governance strusturehe public sector are characterised by
principal-agent relations, in which the principahaot perfectly monitor or judge the
performance of the agent. Because of this asymeniefarmation, agents face fewer incentives
to produce in the most efficient way and have rdompursue their self interest, rather than the
public interest. This moral hazard creates orgdisal inefficiency, excessive public
spending, and lack of innovation. Public allocatimay also suffer from rent seeking behaviour.
In that case, well-organised special interest gsaupy influence public decisions to their
favour,e.g.through public expenditures that redistribute talsahem. This comes at the costs
of an unorganised majority. It usually does notahatith the efficient allocation of resources.
Another public failure is due to time inconsistendygovernment may introduce a policy at a
certain point in time, but may find it difficult toredibly commit to it. This uncertainty with
respect to policy may discourage investment bygpe\agents.

The government may try to reduce public failures. iRstance, decentralisation of public
tasks may produce more information about localgyefces and needs and allows for
experimentation and mutual learning. Moreover, cetitipn between decentralised units can
discipline public bureaucraciésAccordingly, decentralisation may improve upon the
efficiency of the public sector. The performanceoblic sector organisations can be improved
also by designing proper checks and balances tdtondhe performance of decentralised
administrations or by organising mutual competiti@iween public administrations or between

3 Musgrave (1959) in his classical work distinguishes also the role of the state in stabilisation of the economy. We do not
discuss it here as it has only a weak link with the welfare state.

4 The Tiebout hypothesis suggests that competition between decentralised governments yields efficient policy for the same
reasons as why the private market yields a Pareto efficient allocation. In the Tiebout (1956) model, people can vote by their
feet, i.e. move to another jurisdiction at zero cost. Jurisdictional competition ensures an efficient government policy as agent
mobility reveals information about preferences for local public goods. In fact, voting by feet implies that agents can
voluntarily exit from transactions with their governments, thus creating the same institutional environment as applies to the
private market.
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public and private ones. To avoid time inconsisgegovernments may transfer powers to
independent units that are not subject to politiggdortunism and can build up a reputation as
reliable partners.

Summing up: the public economy framework seekofitanal combination between
private and public responsibilities by minimisifgtsum of market and public failurek.
should guide us to the welfare optimising desigmsfitutions in the welfare state. We take this
approach in chapters 3, 4 and 5 as the starting fooi analysing the welfare state in the
Netherlands.

Economics of the welfare state

Part | of this study applies the public economiprajach to the welfare state. Defining a
welfare state is not an easy task, however (B&9Z)). In general, it is used as a catchall for
public institutions that are related to the inccanel expenditures of people over their life cycle.
This includes programs for pensions, disabilityyar and unemployment insurance, medical
expenditures and perhaps even education. Ovevalhl®xpenditures account for a substantial
share of the public budget. For instance, accorttirte Eurostat definition of social
expenditure§,around 28% of GDP in Europe is spent on the wel§sate, which is more than
half of the government budget. The Netherlandsiia\verage European country in 2003, with a
share of 28.1%.

In this study, we use the term ‘welfare state’'tfar aggregate of public institutions that are
somehow connected to the generation of incomeettistribution of income, the protection of
income, and the smoothing of income and consumpti@n the life cycle. We structure the
discussion along three functions of the welfaréestal starting with an R, namely
redistribution, risk and insurance, and reallogatiwer the life cycle.

Redistribution

Chapter 3 starts with a discussion about interpeds@distribution among people who differ in
their abilities. Society assigns a positive valueduality, which the government tries to obtain
via the tax-benefit system and benefits in kind rébwer, institutions may cause compressed
wage structures in order to redistribute incomagices. In redistributing income, however,
society meets a fundamental trade-off between paquid efficiency. Chapter 3 explores this

trade-off and discusses options for improving tambination.

5 Society may also organise alternative coordination mechanisms that strike a balance between market exchange and public
compulsion, e.g. through cooperative exchange by non-governmental organisations, see e.g. CPB (1997).

® Expenditures that comprise transfers, in cash or in kind, to households and individuals to relieve them of the burden of a
defined set of risks.
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Risk

Chapter 4 deals with risk and uncertainty. The arelfstate protects individuals against
idiosyncratic risks by providing social insuran€éereby, it meets a fundamental trade-off with
moral hazard. We elaborate on the optimal insuranogract and discuss complementary
instruments to reduce moral hazard, such as aictivpblicies and employment protection.
Also the efficiency of the insurance administratismdliscussed as a way to combat moral
hazard.

Reallocation

Chapter 5 focuses on the reallocation of income theslife cycle to facilitate efficient
consumption smoothing. This is especially importarthe context of life-long-learning, the
combination of work and care for children, and sg\ior early retirement. Public intervention
can be welfare improving because of hyperbolicalisting, capital market imperfections or
pre-existing distortions induced by other publidigies. The key question is how the
government can best facilitate efficient smoothihgreby taking account of the implications
for the labour market.

A number of more specific institutions can alsad®garded as part of the welfare state. This
holds, for instance, for health care insurancecation policy, housing policy and pensions.
This study puts these institutions in the broagespective of the welfare state, but does not
discuss them in detail, see other CPB studieshfef Moreover, we focus primarily on the
relationship between the welfare state and theuabwarket, and pay less attention to the issue
of productivity, e.g. via innovation and technolaggoption, although we do take account of
endogenous human capital formation.

Quantifying welfare state reform

This study aims not only to conceptually explore thptimal) design of the welfare state, but
also to quantify the trade-offs regarding actuatitations in the Netherlands. To that end, we
collect as much empirical evidence as possible fimiaro) econometric studies for the
Netherlands or other countries regarding the impéststitutions on performance. Moreover,
we use an applied general equilibrium model forNle¢herlands, called MIMIC, to quantify the
impact of a number of reforms. To understand thteamues of the MIMIC model, we briefly
discuss its main structure, the calibration, amdritethodology to explore policy reforfhs.

” For more in depth analysis of the educational system see CPB (2002), of the pension system, see Westerhout et al. (2004)
and of the health care system, see Bos et al. (2004).
® For more information, see Graafland et al. (2001).

42



QUANTIFYING WELFARE STATE REFORM

The MIMIC model

MIMIC fits in the class of applied general equilion models that are used to explore the long-
term influence of institutions on economic perfonoe. It has been designed to explore the
structural labour market implications of changethimtax and social insurance system.
Behavioural equations are explicitly derived frontmeconomic principles such as utility
maximisation and profit maximisation under constrai Thereby, it adopts broadly accepted
economic theories in the modelling of labour-maikagterfections, labour supply behaviour
and job matching. In particular, MIMIC employs d@ambargaining framework, combined with
a skill-specific model for job search and matchimgthis way, the model describes equilibrium
unemployment in terms of the structure of the tarddit system, minimum wages, and social
insurance. The theoretical foundation facilitatasyeinterpretation of simulation results in
terms of rational microeconomic behaviour. Moreguegnables us to explore large reform
packages, without being vulnerable to the Lucatigee’

A distinctive feature of MIMIC is a disaggregatenlisehold model aimed at adequately
describing the impact of institutions on labourlyand the income distribution. In particular,
the model accounts for heterogeneity in househohdposition by distinguishing 40 household
types. It comprises a distinction with respectitgle persons and couples, the presence of
children in a household, the educational levehefpgrimary and secondary earner, and whether
household members participate or receive a cetigpn of social benefit. Moreover, the model
distinguishes students and elderly people abowesg®parate groups. Within each of the 40
household types, we make a further distinction wépect to labour supply. In particular,
individuals can choose between a limited set afrdie options of hours work per week. This
enables the modelling of a high share of part-tivoek by secondary earners and single
persons in the Netherlands. Within each optiorafoertain household type, we also employ an
income distribution that is based on Dutch micradahis allows us to precisely measure the
number of people that would be affected by certigitailed policy measures. Indeed, the use of
microdata enables us to simulate the macroeconiompiact of policy measures as a result of
microeconomic responses by individual agents.

MIMIC has a firm empirical basis. Various crucialationships in the model, including
wage formation and the production functions, haserbestimated from time series data.
Furthermore, a meta analysis of micro econometticrates on labour supply elasticities has
been used to calibrate the labour supply modek €hipirical base makes the model suitable
for giving a quantitative assessment of policy refe.

MIMIC pays close attention to the institutional a@i&t of the tax and social insurance
systems. This makes the model especially relevmidlicy analysis because actual policy
proposals involve particular details of the Dutak &nd social-insurance systems.

° This critique applies to models relying on empirically estimated reduced-form equations. Such models are valid only for
marginal policy changes since the reduced-form equations (which are based on historical evidence) may not provide a good
description in a world where institutions have changed more than marginally.
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Policy reforms in MIMIC

In using MIMIC, we start by defining a baseline sago describing developments until 2040. It
shows the development of demographic variable#,cskinposition, household composition,
productivity growth, and the evolution of institomial variables (see chapter 6 for details of the
baseline). When simulating institutional reform& @ompare equilibrium outcomes from the
baseline scenario in 2040 with an equilibrium frarscenario where the reform is imposed. The
difference is then interpreted as the long-termactf the reform. Although we choose 2040
as the final year of our analysis to capture thegaioh of demographic trends, the economic
implications of reform measures do not take 35 y#amaterialise. Indeed, if reforms are
implemented it would take some 8 to 10 years ferdfiects to work out.

In principle, we explore balanced budget reformstfiat end, we adjust personal income
tax rates proportionally in order to maintain thalic budget balanced ex-ante, unless
indicated otherwise. If public revenues rise extmhge to a reformg.g.because of behavioural
responses, these residual funds are used to fugtiece tax rates. This renders the ex-post
effect on income tax rates different from the eteasffects™

In discussing the effects of policy reforms, we @amtrate on three types of variables. First,
we present the ex ante effect on the incomes faows households. This gives insight in the
distributional implications of the reforms. In gardar, we present the average income effect
for the following groups.

Working familiescomprising couples in which at least one spoaseahjob in the formal
labour market. The group of working families isthar subdivided into three overlapping
categories, each focusing on one particular charatt.

» Division of labour single earner couples and couples in which bptluses participate in
the formal labour market;

» Parenthoodfamilies with and without children below the agfel8. We do not distinguish
the number of children but rather take the averagaber of children in a family with
children;

»  Skill level we distinguish between high skilled and low ®dllpeople, where high skilled
means more than lower secondary education. Couplesxist of two partners with the
same skill level or with mixed skills;

Working singlescomprising of singles with a job in the formabtaur market and without
children, distinguished with respect to their skilfel.

1 The ex-post impact on tax rates may also differ from the ex-ante impact because of exogenous developments in the
baseline scenario. For instance, a policy reform that involves a budgetary cost of 1% of GDP in 2006 may costs more or less
than 1% of GDP in 2040 because of demographic or economic changes that occur in the baseline. To maintain the
government budget balanced in 2040, tax rates then need to be modified further. To avoid confusion about the interpretation
of the ex post impact on income tax rates, we do not present them in part | of this study.
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Social benefit recipientgomprising three different types of social beneftipients, namely
the short-term unemployed receiving unemploymentbes, disabled people receiving
disability insurance and long-term unemployed peapteiving welfare benefits.

Retired comprising one group of elderly who receive adasnsion and supplementary

pensions.

The average income effects for various groups rikygle income effects within various
types. To gain insight in the degree of inequalitthin groups, we also present an aggregate
inequality index, namely the Theil coefficientidtan aggregate indicator for income inequality
and is defined as the mean log deviation in income:

T=[ZyIn (W)l /! Nu

wherey; denotes the income of individual: stands for the average income, &hid the total
number of individuals. The larger the Theil cogfitt, the more unequal is the distribution. In
particular, the Theil coefficient equals O if ailtbmes are equally distributed among the
population. It has a maximum of M if all income is earned by one individual. We qurte

the Theil coefficient foindividual incomesHence, it may have little value in assessing the
distributional impact omousehold incomesgor reforms where the effects on the Theil
coefficient yields very different implications fapusehold incomes than for individual incomes
(e.g.because it redistributes between primary and skggrearners in couples), we only
present the Theil coefficient for working singles.

A second category is institutional variables. Intigalar, we show the ex-ante impact of

reforms on the following three variables:

Marginal tax burdencomputed as the weighted average of the martgasadn working
individuals, where gross incomes are used as weight

Replacement ratiaccomputed as the ratio of net income from socagaldiits and net wage
income. It is measured as the weighted averagallfordividuals, where employment figures
are used as weights.

Income tax rategpersonal income tax rates in box 1 of the Dubdmine tax system.

A final set of variables are the long-term labowarket implications of reforms. To understand
these outcomes, one should understand the kejoredhips between the income distribution,
institutional variables, and labour-market perfone®in MIMIC. Knowledge about a limited
number of modelling blocks suffices to understarmbinsimulation results of MIMIC. These
are the models for labour demand, labour supplgedarmation, and search-matching (see
also Bovenbergt al, 2000 for a core version of MIMIC). The outcomes ¥arious labour
market variables can be understood as follows.
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Labour supplywe present the labour supply effects for primeayners, secondary earners and
single persons. Labour supply responses are gavénnthe traditional income and substitution
effects. If the marginal tax rate declines, labsupply increases. A lower average tax exerts an
income effect on labour supply, which is oppositenf the substitution effect. Income effects
are, however, smaller than substitution effectseBlaon a meta analysis, the uncompensated
labour supply elasticities are set at 0.5 for sdaopearners (mostly women), 0.1 for primary
earners and 0.25 for singles. The participationsitat of partners, mostly females, is
endogenous so that we also present the impactkediethale participation rate.

Share of high skilled labour supplyeople choose the amount of education endogensasl
that the skill composition of the labour force iglegenous. In particular, after-tax wage
differentials determine the incentive for agenttetarn. Larger wage dispersion therefore
encourages education and training and raises #re sii skilled workers in the labour force.
Based on empirical studies, the elasticity of tki# gremium is calibrated at 0.5. The costs of
training are modelled as an effort cost, not imeof foregone production.

Producer wageare determined by two components: contractual wage top up wage costs
per skill type. Contractual wages are obtained feoright-to-manage model in which firms and
trade unions bargain over wages and where firmerohitte employment. Taxes and social
benefits affect the wage bargaining process aretahate the equilibrium rate of
unemployment. In particular, based on time-seriismations the following reduced form
elasticities apply in the wage equation in thaahigquilibrium (see section 3.2 for the
intuition): average tax (+ 0.6), marginal tax(.1), replacement rate (+ 0.3), consumer price (+
0.5). These elasticities are not constant as tlgewguation is non-linear. In particular, the
elasticity for the replacement rate is higher & tmemployment rate is high. As unemployment
among the low skilled is relatively high, reductadn the replacement rate at the bottom of the
labour market yield larger effects on wages thaucéons in the replacement rate for high
skilled workers.

Theskill specific top up wageosts are determined in the search-matching meldete the
unemployed are matched with vacancies. Vacancies dne to job quits in every period.
Labour-market tightness, high reservation wagesminimum wage floors raise the search
costs for new employees and thus increase unempiatym

Employmentsually denotes private sector employment. leiginined by labour demand for
skilled and unskilled workers and is governed bygeveosts for the respective types of labour.
These wage costs depend on contractual wages puugh twages associated with skill specific
search costs. Frictions due to minimum wages agld t@servation wages are particularly
important for the low skilled. The government caise employment by absorbing low-skilled
unemployed in public sector jobs. We then alsogeseparate effects on public sector
employment and total employment.

Unemploymenis determined by the difference between supplyderdand for labour. It does
not include people that occupy active labour mapkegrams, unless indicated otherwise.
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COMPREHENSIVENESS OF OUR APPROACH

Unemployment duratiois sometimes reported. It is defined as the aeestock of
unemployment during a year divided by the averagalrer of job matches. It is closely related
to theshare of long-term unemploymenttotal unemployment, which is also sometimes
reported. Long-term unemployment refers to unempleyt that exceeds 12 months duration.
Productionmeasures the volume of private production by Dfitchs.

Comprehensiveness of our approach

The welfare-economic approach provides a rich #tigal framework for analysing the
functions of the welfare state. While the econofaus mainly emphasises efficiency
concerns, it clearly has an eye for social objestiVor instance, we assign a social value to
equality between people, social inclusion and tleviation of poverty. Similarly, we value
income security and commitment that mitigates pots of bounded rationality and myopia.
Although we do not provide an in-depth analysithefse issues, they are taken as a starting
point for the analysis of the welfare state. Oualgs then to look for institutions that achieve
these objectives in the most efficient wayh complete social cost-benefit analysis is beyond
the scope of this study, however, since it woulflinee the specification of the social welfare
function in which different social objects are \adu As this is a matter of preferences, we leave
it to politicians to assign these values and limitselves to providing the analysis.

Empirical evidence from econometric studies and ehsinulations complement our
welfare-economic approach. This makes our anapgsiicularly geared towards policy
analysis. It provides a quantitative feeling foe thistributional and labour-market consequences
of reforms in Dutch welfare state arrangements. dimellations inevitably are more narrow,
however, than the theoretically comprehensive welémalysis. In particular, our model
simulations do not capture all issues that mattesécial welfare. For instance, the model pays
no attention to intertemporal behavioural respotikessaving behaviour. Moreover, MIMIC
has nothing to say about early retirement decisioribe efficiency of public administrations.
The model also tells us nothing about the welféfiects from changes in uncertainty, privacy,
education or fertility. The quantitative model ocutees should therefore be seen as one piece of
information in a broader welfare assessment ofrnefo To facilitate a broader welfare
assessment, we complement the quantitative analtbis qualitative one.

A more general qualification to our analysis isttiva only consider the structural
implications of reforms. This long-term perspectigeores transitional issues that can be
important for their implementation. Indeed, chawgine rules of the game can meet fierce
opposition and can threaten the credibility of goweent, especially if changes are not
announced timely and implemented gradually. If nef®do not produce Pareto improvements
(i.e. make nobody worse off and at least one agettér off), it may be difficult to agree upon

1 still, our analysis does not consider the relationship between government policies and social norms, cultures, family
structures and social preferences, which is more in the domain of sociology. These issues are increasingly explored by
economists, see e.g. Lindbeck (2005).
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them. Moreover, irreversibilities in the welfaratet may occur because abolishing benefits
hurts people more and causes more political registthan not introducing benefits in the first
place. The opportunities for reform thus dependietly on the distribution of political powers
and the opportunities to design reform packagesatteapolitically feasible. This study pays
little attention to this political dimension of viete state reform.
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INTRODUCTION

3 Welfare state (1): Redistribution between individ  uals

Society aims to reduce inequality between indivgludno differ in ability. Interpersonal redistriiot is
achieved primarily via the tax-benefit system aaddiits in kind. Moreover, some institutions aftbet
pre-tax wage distribution. This chapter discus$eslabour-market distortions induced by redistrilat
policies and elaborates on the design of an optiradistributive system. We illustrate this quarihitaly
by means of model simulations for the Netherlands.

3.1 Introduction

People differ in their talent, socio-economic backmd, opportunities and other circumstances.
Market exchange then results in different level;obme. Governments have the aim to reduce
this inequality. In doing so, they use taxatiorstthenefits and benefits in kind. Table 3.1
shows the amount of redistribution via the tax-lfiesgstem in a selection of countries. The
figures measure the so-called Gini coefficienttfoth pre-tax yearly individual incomes and
post-tax disposable incomes, i.e. after taxes asH benefits have been applté@enefits in

kind are not included in these figures.

Table 3.1 Fiscal redistribution in a selection of¢  ountries

Inequality in income” Fiscal redistribution effect in %°

Pre-tax income  Disposable income Total effect From taxes  From transfers
Sweden 0.44 0.22 49 8 41
Belgium 0.46 0.24 48 13 35
Finland 0.42 0.22 47 13 34
The Netherlands 0.46 0.26 44 11 33
Denmark 0.41 0.24 40 9 31
Germany 0.42 0.25 39 11 28
France 0.48 0.29 39 4 35
UK 0.49 0.33 32 7 25
us 0.46 0.35 23 10 13

a Fiscal redistribution involves redistribution via taxes and cash benefits; benefits in kind are not included.

L Gini coefficient for individual yearly incomes, corrected for household size. Figures refer to an average of different years between 1980
and 2000 for which income data were available in the LIS.

© Difference between Gini for pre-tax income and disposable income, divided by Gini for pre-tax income.

Source: Mahler and Jesuit (2005) based on the Luxembourg Income Survey (LIS)

The first column in Table 3.1 reveals that preiteoome inequality is rather similar among
countries. Indeed, the Gini index ranges betweéh far Denmark to 0.49 for the United
Kingdom. The second column of Table 3.1 showsitlequality in disposable income is
smaller than in pre-tax income in all countriesisTik because of redistribution via the tax-
benefit system. The difference in inequality betweeuntries is larger than for pre-tax

*2 The Gini index is a commonly used measure for inequality and ranges from 0 (when all incomes are equal) to 1 (when one
individual receives all income).
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incomes. Indeed, while the Gini coefficient in Sweds reduced to 0.22, it remains as high as
0.35 for the United States. The third column inl€ah1 shows the reduction in the Gini index
as percentage of the index for pre-tax inequalityan be interpreted as the impact of fiscal
redistribution via the tax-benefit system, i.e. piagressive taxes and cash benefits and
subsidies, on the inequality index. We see thaBitendinavian countries, Belgium and the
Netherlands reduce pre-tax inequality by more #2% through the tax-benefit system. The
United Kingdom and the United States stand outrfach smaller redistribution of only 32%
and 23%, respectively. The last two columns alswstine contribution of, respectively, taxes
and transfers to the total amount of fiscal retigtion. We see that transfers exert the largest
impact on fiscal redistribution in all countriesedistribution via progressive tax systems is
relatively important in Germany, Belgium, Finlaride Netherlands and the United States. It is
relatively unimportant in France.

This chapter concentrates on redistribution betweeividuals who differ in their ex-ante
earnings capacit}y’ In achieving its redistributive goals, the Netheds adopts a progressive
tax structure in the personal income tax (see Talde In 2006, it contains a general tax credit
of 1 990 euro, a labour tax credit of 1 357 eurzede credits imply that people do not pay tax
for the first 10 000 euro. Then, tax rates applyclwiiange from 34.15% to 52%. The highest
rate is paid on incomes above 53 000 euro. ThelDgdeernment also provides a variety of
social benefits. Table 3.2 shows a selection ofsfiers/allowances. Some are geared towards
people with low incomes, such as welfare beneafitst allowances and allowances for health
insurance. For non-working couples, welfare besefit equal to the minimum wage (equal to
13 800 euro per year net of tax), which is sligtelys than half the median wage in the
Netherlands. Singles receive 70%; lone parents yating children receive 90%. Housing rent
allowances depend on the rental rate and are yapidised out with family income. For
households receiving an income above 130% of timénmaim wage, no rent allowances are
provided. The allowance for health insurance iviged to the majority of the population and
is phased out with household income up to 40 000 faw a couple. There exists a variety of
child allowances, some of which are generic andestargeted at low incomes. The same
applies to study grants. Basic pensions are prawiaeoss the board for people above 65. We
see from Table 3.2 that more than 40 billion esrprbvided through these schemes, which is
7.9% of GDP.

The rest of this chapter is organised as follows. fifét discuss the equity-efficiency trade-
off in section 3.2, starting from an optimal taarfrework. Section 3.3 extents the analysis with
administrative and compliance issues and discyssgmsals for a flat tax and a basic income.
Section 3.4 elaborates on family taxation and tgbigion towards parents with young
children. Section 3.5 discusses the role of benafikind and indirect taxation. Section 3.6
elaborates on redistribution through wage compngsisistitutions, such as minimum wages
and egalitarian wage policies adopted by tradenmibinally, section 3.7 concludes.

13 Other forms of redistribution, such as ex-post redistribution due to social insurance or redistribution of income over the life
cycle, will be discussed in chapters 4 and 5, respectively.
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Table 3.2
2006 (excluding employee insurances)

Income taxation and a selection of social

benefits aimed at redistribution in the Netherland

sin

Bracket length Tax rate® Tax payers Taxable income
euro % 1 000 persons bln euro
Personal income tax (Box1) b
First bracket 17 046 34.15 5174 158.5
Second bracket 13 586 41.45 4069 62.4
Third bracket 21598 42.00 2171 24.8
Open bracket 52.00 425 8.7
Take up Budget Budget
1 000 persons bln euro % GDP
Social benefits - allowances
Welfare benefit” 365 4.7 0.9
Rent allowance 1 000 15 0.3
Health care allowance 6 000 2.6 0.5
Child allowances
child benefit (generic) 1900 33 0.6
child care subsidy (specific) 200 0.8 0.2
child tax credits (mixed) n.a. 19 0.4
Study grant f
base grant 600 0.8 0.2
supplementary grant 300 0.5 0.1
State old-age pension 2 400 24.1 4.7

a Projection, CPB Macro Economic Outlook 2006, September 2005.

Box 1 contains income from labour and housing. Income from capital is taxed separately.
© The tax rates of the first two brackets comprise social security contributions at a rate of 31.70% for state old-age pension (aow:
17.90%), exceptional medical expenses (awbz: 12.55%) and survivor benefits (anw: 1.25%). Taxpayers over the age of 65 are not
required to pay aow contributions and face a tax rate in the first two brackets of 16.25 % and 23.55 % respectively.

The welfare benefit includes income support arrangements for the elderly and partially disabled (self-) unemployed (loaw/z).
€ The child tax credit is specific. The combination and the single parent credits are generic.
i Excluding credits, figures for 2002, IPO.

3.2 An efficient tax-benefit system
Welfare gains from redistribution
There are several reasons for reducing income alggamong people (seeg.Sen (1979);
Boadway and Keen (2000)). First, redistributionassidered as a matter of social justice as an
ethical imperative: it avoids poverty and sociatlegion and preserves individual dignity and
economic security. Second, redistribution may béaénself-interest of the rich to the extent
that it supports mutual trust and reduces crimthiddl argument for redistribution is that it
contributes to the public support for a dynamic keéeconomy in which creative destruction
causes structural changes and imposes risks fvidndls. Public support is necessary to reap
efficiency gains from competition. Indeed, crossutiny evidence suggests that high inequality
harms economic growth (see Alessina and Rodrik4{9%ghionet al. (1999)).

Economists have formalised the welfare gains froooie redistribution via the social

aversion against inequality (see the Battéifare gains from redistributidh We may
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understand this by considering redistribution a&srésult of ex-ante insurance against human

capital risk. Before being born, people do not kribeir ability. The unborn would be better off

if they could buy insurance against the bad luckeagiving low ability at birth. However, the
unborn cannot write an insurance contract. Oncg ¢he, information about their ability is
available, i.e. the veil of ignorance has beeediftin these circumstances, the private sector
cannot provide insurance ex-post. Only the goventroan. From an ex-ante point of view,
however, this ex-post redistribution is a formmgurance provided by an implicit social

contract. This is welfare improving as long as pe@pe risk averse. As Vickerey (1945) states:

ex-ante risk aversion implies ex-post inequalitgraion and, therefore, calls for ex-post
redistribution. People are therefore better offwaitsystem of redistribution that effectively
insures them against the risk of being born with &ility.

Welfare gains from redistribution

The aversion against inequality shows up in the formulation of the social welfare function (SW) in the Bergson-

Samuelson tradition. In general, it reads as:
SW = [ ¥[U(n)] dF(n) n ~ [no, Ny

where U (n) denotes the (indirect) utility of an agent with skill type n and skills are distributed continuously between the
lowest skill level ny and the highest skill level n;. F(n) reflects the density of skill type n in the population. Alternatively,
we can write dF(n) = f(n) dn, where f(n) is the political density of type n in social decision making. Thus, the social
welfare function can be used also for positive analyses of redistribution in light of political-economy considerations.

The function Y(.) reflects the aversion against inequality. At one extreme, the utilitarian social welfare function contains
the sum of all individual utilities, without putting a larger weight on the utility of the low skilled. Hence, ¥y, = 1 (where the
subscript reflects the first derivative). As was already stressed by Pigou (1947), even under this utilitarian social welfare
function there is a case for redistribution. In particular, the social optimum is obtained when the marginal utility of income
is equalised across households. Since the (social) marginal utility of income decreases with income in case of a
concave utility function (i.e. when people are risk averse), Pigou argues that a transfer from rich to poor that does not
decrease aggregate output is always socially desirable. At the other extreme, the Rawlsian social welfare function puts
all weight on the household with the lowest income, so that ¥y = 0 but for no. Hence, only redistribution towards the
lowest skill type matters for social welfare. Between the two extremes of the utilitarian and the Rawlsian social welfare
function, society may put a variety of weights on the utility of different households. This is determined by social
preferences and revealed by the political process. The higher is the aversion against inequality, the larger is the weight
of lower skill types reflected by a relatively high value of ¥, for that household. From the social welfare function, we can

then determine the optimal degree of redistribution.

Distortions in labour supply

The seminal contribution on optimal redistributimeome taxation is Mirrlees (1971). He

develops a model with households that differ inrthbility to (I)earn. Society aims at reducing

inequality between low ability and high ability temholds. In Mirrlees’ model, the optimal
scheme is achieved if redistribution is directlgdch on ability (i.e. Tinbergen’s talent tax):
high-ability agents will pay an individualised lusspm tax based on their earnings capacity
while low-ability households will receive an indilialised lump-sum transfer. As ability is
exogenous, this redistribution is not distortiongrgople cannot avoid paying the tax.
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Individualised lump-sum taxes and benefits basedility are typically not available,
however. The reason is that ability cannot be tiyebserved by the government. Indeed, the
government has to rely on endogenous factors ligeved income or consumption as a basis
for redistributive taxation. Instead ability to earn governments therefore adopt the principle
of ability to payas the basis for taxation. In using endogenoustgchowever, the tax-benefit
system distorts economic decisions as people califyrtbeir behaviour so as to avoid paying
the tax. The government thus faces a trade-off detvequity and efficiency.

The key distortion associated with redistributiggation is that in labour supply. Income
taxes reduce the price of leisure and householdyat@mn relative to consumption, thus
inducing substitution away from labour supply todsuntaxed activities. This effect is
mitigated by the income effect of the tax, whicunes households to increase labour supply
so as to compensate for the income loss. Empeiddence suggests, however, that
substitution effects typically dominate income effe at least for women. Hence, income taxes
tend to reduce the number of hours worked in thedblabour market. A meta analysis of this
literature by Everst al. (2005) suggests a consensus estimate for the yrmwated elasticity
of labour supply of 0.5 for women and a value dffor men.

Distortions in labour supply reduce welfare. THieet is more subtle than is sometimes
believed. Indeed, increases in labour supply nbt @ise income -- which shows up in national
accounts data -- but also involve a loss in utilitee to foregone leisure and household
production. Therefore, a proper assessment of difake effect of additional labour supply
requires a careful assessment of the costs anditseAs the Box Welfare gains from more
labour supply shows, in the presence of an income tax, theagxtoduction from additional
labour is more valuable than the social costs flmmgone leisure. Therefore, it is desirable to
raise labour supply, ceteris paribus. The tax disto implies that the government faces a trade
off between the benefits of redistributive taxegufey) and the welfare costs due to lower
labour supply (efficiency). This trade-off is ceaitin the debate on optimal income taxation.

Following the Mirrlees framework, a number of ecomsts have derived the optimal non-
linear tax-benefit structure in the presence ohlagjuity concerns and labour-supply
distortions. It reveals that redistribution frorafrito poor calls for an average tax rate that rises
with the level of income. It implies that the manaii tax, being the derivative of the average tax
to income, is positive at all income levels. Butrgiaal tax rates cause distortions in hours
worked. How then do we minimise these distortionegthe aim of redistribution? According
to the Mirrlees framework, the optimal marginal schedule depends on four factors: (i) pre-
tax income inequality; (ii) the degree of inequahtersion; (iii) the elasticity of labour supply;
(iv) the population density at various income lavdlhe first two indicators measure the
benefits from redistribution. The latter two indioes determine the distortionary impact of
marginal taxes. In particular, if elasticities &mge or if density is high, marginal taxes are
relatively distortionary in terms of aggregate labsupply distortions.

53



REINVENTING THE WELFARE STATE: WELFARE STATE (1): REDISTRIBUTION BETWEEN INDIVIDUALS

Welfare gains from more labour supply

Policy makers often favour increases in labour supply. More employment would increase national welfare, as measured
by income per capita, while the government budget would improve due to additional tax receipts. Yet, there is also a
cost of additional labour supply in the form of foregone leisure. Hence, the rise in income per capita does not measure
the proper welfare gains of extra labour supply. To explore the correct welfare implications in the presence of
distortionary taxes, consider the following simple model.

Let utility U(C,L) depend on consumption (C) and leisure (L), where the function U(.) has the usual properties.
Households maximise their utility subject to a budget constraint C = (1-t)WY + S, where t is a (average) tax on labour
income, W is the before-tax wage, S is non-labour income, and Y denotes labour supply, which is the complement of
leisure (i.e. Y =1 - L), where time endowment is normalised to unity. We assume that the government spends all money
that it receives via the labour tax on transfers to households, i.e. tWY = S. This compensates for income effects. Now,
what is the welfare effect of an additional unit of labour supply in this model? To explore this, take the total differential of

utility and eliminate partial derivatives by using the first-order conditions from household utility maximisation. This yields:
dU/A =dC - (1-6)WdY

where A denotes Lagrange multiplier from the household budget constraint, which equals the marginal utility of income
for the household, and 6 stands for the marginal tax rate on labour. Substituting the derivative of the household budget

constraint and the government budget constraint to eliminate dC and dS, we can rewrite the first equation as:
dU/(A WY) = W+ 6Y

where W and Y denote the relative change in wages and labour supply, respectively. The second expression reveals
that welfare rises with the before-tax wage rate (W) which, in this economy, matches the exogenous productivity of
labour. Moreover, an increase in labour supply (Y > 0) boosts welfare as long as 6 is positive. Intuitively, the marginal
tax drives a wedge between, on the one hand, the social benefits from an extra unit of labour which are determined by
extra production (and which is measured by the before-tax wage) and, on the other hand, the social cost of foregone
leisure (which is measured by the after-tax wage). Additional labour supply therefore yields a net welfare gain. This
welfare gain is exactly measured by the marginal tax rate. Indeed, the extra labour does not only compensate the
worker for giving up his leisure, but also raises tax revenue. The individual household does not internalise this impact of
its labour supply on the public budget and thus on social welfare. Pre-existing labour tax distortions therefore justify the
strive for increasing labour supply as a welfare promoting policy.

The welfare cost of taxation can be measured by the so-called excess burden (or: deadweight loss). It reflects the
burden on private agents in excess of the revenue raised by the government. Intuitively, raising an additional euro of
public funds does not only involve a transfer of money from the private to the public sector (which is not a welfare loss
for society), but also causes a burden on top of that because of the behavioural distortions in labour supply. Estimates
with calibrated CGE models suggest that a value of the excess burden of around 25 cents may be seen as a reasonable
estimate to be used as rule of thumb (see e.g. Snow and Warren (1996)). It implies that raising an extra euro of public
funds costs the private sector 25 cents more in terms of utility than just this one euro. These welfare costs should be
weighed against the welfare gains associated with more equality. Note that the excess burden from taxation rises
quadratically in the tax rate. Intuitively, distortions induced by a tax increase become more costly for the government in
terms of revenue if the tax base erodes at high pre-existing rates. Accordingly, redistribution through the tax-benefit
system becomes increasingly costly for society at the margin. Tax distortions therefore impose a natural limitation on the

amount of redistribution that a government can undertake.
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Figure 3.1
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AN EFFICIENT TAX-BENEFIT SYSTEM

Using actual pre-tax income distributions for theitedd States, a uniform positive labour
supply elasticity and different values for inegtyaéiversion, Diamond (1998) and Saez (2001)
show that the optimal income tax structure typicéhatures a U-shaped pattern (see the BCD
part in Figure 3.13* Hence, for low incomes (i.e. at point B in Fig8t&), the optimal marginal
tax rate is high (although it will never exceed #)0This is because benefits to the poor should
be phased out with income in a range where populaensity is not so high, which is at the
bottom. Beyond the minimum income level, the optimarginal tax rate should be reduced for
the densely populated middle groups (see pointEgare 3.1). This avoids large aggregate
labour supply distortions. For higher income levdie marginal tax rises again if society
features sufficient aversion against inequalitg(seint D in Figure 3.1% Interestingly, actual
marginal tax schedules feature a pattern as peztiny the optimal tax model. For instance,
marginal tax rates for low-skilled people are higimany countries (see Table 3.3).

The optimal marginal tax schedule accord  ing to optimal tax literature

Pre tax income

While the optimal tax schedule in Figure 3.1 asssimeniform elasticity of labour supply,
empirical evidence suggests that the elasticityMomen exceeds that of men. As women in the
Netherlands often work part-time, they tend to eatatively low incomes. This feature would
reduce the optimal marginal tax rate on lower inesfim the Netherlands as it applies to female
workers. At the same time, it raises the optimalgimal tax rate on higher incomes, which
applies more to male workers. In the rest of thigpter, we will quantitatively illustrate the

 The earlier contributions conclude that the optimal marginal income tax is equal to zero at the very bottom and top of the
income distribution (Seade (1977)). Tuomala (1990) shows, however, that these results are very local and of little practical
relevance.

5 This increasing part of the optimal tax schedule disappears, however, if high income taxpayers are more responsive to
taxation than are low income taxpayers, as is for instance found by Gruber and Saez (2002). In that case, the shape of the
optimal marginal income tax features a flat or declining marginal tax for higher income levels.
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impact of policy reforms that shift the marginat taurden between groups. It yields insight in
the overall distortionary impact of the tax bergefiystem under alternative marginal tax
schedules for labour supply. Yet, our analysisamdy considers labour supply distortions, but
also other behavioural responses to which we taxt. n

Table 3.3 Marginal tax burden on low incomesinas  election of countries 2

Sweden 100
Finland 100
Denmark 100
The Netherlands 81
France 76
Germany 71
United Kingdom 75
United States 53

2 Tax burden at the margin of earnings for a one-earner couple with two children and a wage at two-third of an average worker.

Source: Eurostat http://epp.eurostat.cec.eu.int/

Human capital distortions

The Mirrlees model assumes that human capitaldagemxously determined by the ability that
agents receive at birth. In practice, however, feeopn endogenously affect their human
capital by investing in education, on-the-job tmagnand learning-by-doing. The income tax
may distort the decision to invest in human capitereby exacerbating tax distortions on
labour supply (Jacobs (2005)).

The distortionary impact of income taxes on humepital investment decisions is subtle. In
particular, if the cost of investment is fully tdeductible €.g.if they only concern foregone
wages) and taxes are proportional, the income ¢as dot distort the decision to learn. This is
because the tax reduces the costs of the inves{therforegone wage) and the benefits (a
higher future wage) by the same amount. Accordintiy income tax is neutral with respect to
human capital formation. However, this neutralifyaxation does not hold in more realistic
settings. First, to the extent that taxes redueértbentives to supply labour, they also reduce
the expected return on education because theatitilisof knowledge (i.e. the number of hours
worked) declines. In this way, endogenous humaitalaxacerbates the distortionary impact
of taxes on labour supply. Second, in practiceatiohvestment costs are deductible from the
income tax. For instance, direct expenditures sischooks and tuition fees are not always
deductible, while effort costs are not even obdaesay the government. The non-deductibility
of these costs implies that the income tax redtleedenefits of education by more than the
costs. As a result, even a proportional incomentifhdiscourage human capital formation. A
third reason for distortions in human capital fotima is due to increasing marginal tax rates. It
implies that the costs of human capital investnaeatdeductible at a lower rate than the
benefits are taxed. Consequently, people are diaged to invest in education and trainffig.

6 Similar arguments apply to the incentives for investment in entrepreneurial activity, see e.g. Gentry and Hubbard (2004).
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Hence, human capital distortions reinforce the ichjpé progressive tax systems on labour
supply.

Although empirical evidence for tax distortionslwmman capital formation is scarcer than
for labour supply distortions, estimates by Dupbal. (1996) suggests that they are significant
for the United States. In particular, their ressliggest that tax progression in the United States
is responsible for a 5% reduction in investmentsrirsthe-job training compared to a
proportional tax. Simulations with a structuralltiemated general equilibrium model by
Heckmaret al. (1998) also reveal that taxes are important fandmu capital formation. Other
studies have estimated the skill-premium elasticiey the impact of an increase in the wage of
the high skilled relative to the low skilled on thleare of high-skilled workers. Freeman (1986)
suggests a value between 1 and 2, while Kuhry (1898rts values between 0.5 and 2. Hence,
a 1% larger after-tax income differential will raithe share of skilled workers by between 0.5
and 2%. Overall, it seems plausible that incomattar not only discourages the quantity but
also the quality of labour supply. Thus, it reirffes the distortionary impact of marginal tax

rates on welfare.

Participation distortions

The stylised version of the Mirrlees model ignadegtortions at the extensive margin. Yet,
many people do not have the opportunity to freblyase the number of hours they would like
to work. Rather, they choose between either ppeton in a job or no participation at all. This
holds, for example, for partners in couples whoosgobetween a (part-time) job or household
production (including childcare). Similarly, peofletween the age of 55 and 64 face a choice
between participation or leaving the labour matketugh early retirement. Also the
unemployed face a choice between relying on sbeiakfits and actively searching for work to
try to participate in the labour market. In eachtafse cases, it is the average income tax on the
job that determines the distortionary impact ongheicipation margin. Empirical studies
suggest that participation distortions are indeeglartant for aggregate labour supply (Eissa
and Liebman (1996); Blundell (2001); Meyer (2002)fact, the elasticity at the extensive
margin tends to be higher than at the intensivegimanf labour supply.

Saez (2002) and Boone and Bovenberg (2004) shdvpéngcipation distortions modify the
optimal schedule. This is illustrated by the iitiaward slope of the curve in Figure 3.1 (i.e.
the AB part of the curve). In particular, partidipa distortions are particularly large for people
with low earnings capacity. The BoRbtverty trap: a fundamental problefh@iscusses this in
more detail. To motivate these people to work,atuid be desirable to reduce the marginal tax
rate on the lowest labour incomesy.through phasing in an earned income tax credis Th
would help to alleviate distortions at the partatipn margin for unskilled workers. However,
the phasing out of these transfers causes a higheginal tax rate on somewhat higher
incomes. This exacerbates distortions in hours aednd human capital formation by skilled
workers. Hence, the government still faces a tiaffleetween, on the one hand, reducing
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participation distortions for low incomes and, e bther hand, reducing the hours
worked/human capital distortion for higher incomes.

Poverty trap: a fundamental problem?

Targeting income support implies a phasing out of social benefits for middle and high incomes. This creates a high
marginal tax rate for low incomes, which is reflected in point B in Figure 3.1. It is of great concern to policy makers in
Europe. In particular, individuals with low skills face little incentive to escape their position by means of accepting a job,
working longer hours, education or training. Thus, they get trapped in poverty and can remain inactive for a long
duration. Indeed, low participation among the low skilled in many European countries is partly a problem of
disincentives. For instance, empirical evidence suggests that high replacement rates for the unskilled is one of the key
determinants of the equilibrium rate of unemployment in European countries (Broer et al. (2000); Van der Horst (2003)).
There are two direct ways to remove these disincentives. First, one may reduce social benefit levels. This, however, is
not optimal in a society that features aversion against inequality. Second, one can remove the phasing-out of social
benefits by making them independent of income. Yet, this is not optimal either as the U-shaped part of the optimal
marginal tax rate suggests. Intuitively, generic social benefits are expensive. They require a high marginal tax burden as
a source of finance, which is relatively costly in terms of efficiency because of large disincentives for the densely
populated middle groups (see also the discussion on the basic income below). It is therefore more efficient to target
income support to low incomes as this avoids such distortions. The associated high marginal tax rate at the bottom of
the income distribution is thus an inevitable by-product of an efficient redistributive scheme. The problem associated
with the poverty trap thus seems of a fundamental nature. Complementary measures may help relaxing this problem

though (see below).

Tax distortions and labour market imperfections

Apart from imposing distortions, a redistributiaxtbenefit system may also alleviate pre-
existing distortions. The theory of second-best lemsfses this, in particular in a world with
labour-market imperfectior’§. Models of imperfect labour markets -- such aseradion
models or efficiency wage models -- are chara&drisy wages that are above the market
clearing level. This leads to involuntary unempl@nin equilibrium. Progressive income
taxes can mitigate these pre-existing labour-mankpérfections and thus improve upon the

efficient allocation. For instance, in trade-unimodels tax progression makes it less attractive

for unions to bid for high wages. The reason is$ ghiarger share of wage claims is transferred

to the government instead of the workers. Therefoagle unions will reduce wage claims,

thereby reducing involuntary unemployment. In édficcy wage models, tax progression makes

high wages a blunter instrument for firms to diingworkers. Again, tax progression then

moderates wages and reduces involuntary unempldyieese effects are not just theoretical

peculiarities. Indeed, empirical evidence suppitiits effect of tax progression on wages for a

number of countries and in particular for the Ndt@ls (Tyrvainen (1995); Graafland and

* In addition to the distortions in hours worked and human capital formation, two other behavioural responses may
exacerbate the distortionary impact of marginal tax rates on the consumption/leisure choice (see also Bovenberg (2003)).
The first is substitution of labour towards the informal economy. The second is tax-induced migration. Both channels render
the elasticity of labour supply larger than if it were solely based on the decision of formal hours worked.

*8 Further efficiency gains from progressive taxes can be obtained if insurance markets and capital markets are imperfect,
see Van Ewijk et al. (2003). However, other instruments are typically more efficient to deal with these market imperfections,
such as social insurance and liquidity provision.
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Huizinga (1999); Van Ewijk and Tang (2000)). Henahijle progressive taxes hurt welfare by
reducing labour supply, participation and humaritelt can improve welfare by reducing
equilibrium unemployment. Some degree of tax pregjom can therefore be efficient in an
imperfect labour market.

Quantifying the equity-efficiency trade-off
The MIMIC model captures all the behavioural imations from redistributive taxes and
benefits discussed above, i.e. the impact on labopply, human capital and participation.
Moreover, it accounts for different elasticities foen and women and captures general
equilibrium effects on wages and unemploymenthét sense, MIMIC contains a richer
framework to analyse the trade-off between equity efficiency than the simplified optimal
tax models. However, MIMIC is unable to performexplicit welfare analysis. We therefore
discuss separately the distributional and laboutketeeffects of a variety of reforms in the tax
benefit system. Together, this provides the ingnetdi for a quantitative welfare assessment of
reforms®®

We start our analysis by illustrating the equitfieééncy trade off. Tables 3.4 and 3.5 show
the simulation results of a reduction in Dutch gre®lfare benefits by 10%. Benefits that are

Table 3.4 Ex-ante effects of 10% lower welfare bene

Real after-tax incomes

fits on the income distribution and institutions

Working families 0.1
skill level
both partners low skilled 0.1
mixed partner skills 0.1
both partners high skilled 0.1
Working singles (no children) 0.1
low skilled 0.1
high skilled 0.1
inequality index for singles (Theil coefficient) 0.1
Social benefit recipients
Unemployed 0.1
Disabled 0.1
welfare recipients -4.6
Retired 0.2
Aggregate inequality index (Theil coefficient) 0.4
Institutions
Marginal tax burden (absolute change) -0.1
Replacement rate (absolute change) -1.0
Income tax rates (absolute change) -0.1

& Reduction in gross welfare benefits by 10%. Basic pensions and minimum wages are maintained at their original level. The
government budget is balanced by a change in income tax rates. All figures are expressed in relative changes unless indicated

otherwise.
Source: MIMIC simulations.

*® For more information about the model and the variables reported in the tables, see chapter 2
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indexed to the minimum wage, such as basic pensiwasot affected. The lower welfare
benefits save 0.3 billion euro for the governm@&itkeep the government budget balanced ex-
ante, income tax rates are reduced by 0.1% poaitleT3.4 reports the ex-ante effects on
incomes and institutional variables. It reveald tha lower welfare benefits reduce the real
after-tax income of welfare benefit recipients b§% on averag&. The incomes of other
groups slightly increase due to the lower tax bordéne marginal tax burden falls by 0.1%-
point. The replacement rate falls by 1%-point oarage.

Table 3.5 shows that labour supply in hours in@sdxy 0.1%. This is because the lower
marginal tax encourages workers to supply moreuab&lso training incentives improve so
that the share of high-skilled labour supply inse=aby 0.1%. The reduction in the average
replacement rate reduces unemployment through bhaorels. First, it improves the incentives
for the unemployed to search for work and to acf@pbffers. Accordingly, the mismatch on
the labour-market becomes smaller while lower deeaosts for employers raise the number of
vacancies. Second, the lower replacement rate ratadewages and thus reduces equilibrium
unemployment. We find that the unemployment ralle fay 0.2%-point. Together with the
increase in labour supply, employment expands #%0.

Quantifying the trade-off between the intensive and extensive margins

Studies emphasising participation distortions sagtiet an optimal tax-benefit system should
provide relief for people earning low labour inc@amBy phasing out such targeted tax relief,
however, these measures exacerbate distortiohe @itensive margin. We illustrate this trade

Table 3.5 Long-term effects of 10% lower welfare be  nefits on the labour market
Producer wage -0.6
low skilled -0.6
high skilled -0.6
Labour supply in hours 0.1
primary earners 0.1
secondary earners 0.2
single persons 0.1
Female participation rate 0.2
Share of high-skilled labour supply 0.1
Employment 0.4
low skilled 0.5
high skilled 0.4
Unemployment rate (absolute change) -0.2
low skilled -05
high skilled -0.1
Production 0.4
& See Table 3.4 for simulation details. Al figures are expressed in relative changes unless indicated otherwise.

Source: MIMIC simulations.

% Net welfare benefits fall by less than gross benefits. Moreover, other components of the income of welfare benefit
recipients, such as rent subsidies or health care allowances are not modified so that total income falls by less than the
welfare benefits.
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off numerically with two simulations of the earnedome tax credit. First, we simulate a credit
with a maximum of 800 euro. It is phased in betwaemnnual gross income of 8 000 and
16 000 euro (i.e. the gross minimum wage) at achi®%. The credit remains flat between
16 000 euro and 24 000 euro. It is then phasebeuteen 24 000 euro and 32 000 euro at a
rate of 10%. This first version is called the taegecredit. It costs 2.5 billion euro for the
government. We assume that income tax rates aregised by 1% point to maintain the
government budget balanced ex-ante. The simulatisults are presented in column 1 of
Tables 3.6 and 3.7. The second columns of thesestahow the impact of a fixed credit of 400
euro per worker. This so-called across-the-boaedithas the same cost and is financed by a
1%-point higher income tax rate.

Table 3.6 reveals that both proposals reduce fhlacement rate. This is because only
workers with earned income receive the credit walldvouseholds face a proportional increase
in tax rates. With the targeted credit, especialy-skilled workers and people with part-time

Table 3.6

Ex-ante effects of two earned income tax  credits on the income distribution and institutions a

Targeted Across the board

Real after-tax incomes
Working families 0.4 0.4
division of labour

single earner couples 0.0 0.2
two earner couples 0.4 0.4
parenthood
with young children 0.4 0.4
without young children 0.3 0.4
skill level
both partners low skilled 1.7 0.8
mixed partner skills 0.4 0.4
both partners high skilled 0.0 0.3
Working singles (no children) 0.8 0.5
low skilled 1.9 0.8
high skilled 0.3 0.4
inequality index for singles (Theil coefficient) -7.8 -28
Social benefit recipients
unemployed -1.0 -1.0
Disabled -0.9 -0.9
welfare recipients -0.8 -0.8
Retired -0.9 -0.9
Aggregate inequality index (Theil coefficient) -15 -04
Institutions
Marginal tax burden (absolute change) 1.8 0.5
Replacement rate (absolute change) -0.5 -0.8
Income tax rates (absolute change) 1.0 1.0

% The targeted credit has a maximum of 800 euro. It is phased in between 8 000 and 16 000 euro and linearly phased out between 24 000

and 32 000 euro. The across the board credit has a maximum of 400 euro and is flat for all workers. The public budget is balanced by

changing income tax rates. All figures are expressed in relative changes unless indicated otherwise.

Source: MIMIC simulations.
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jobs benefit. Hence, the inequality index fallslb§% for the aggregate distribution, while it
falls by 7.8% within the group of working singl@® a lesser extent, this also holds for the
general credit where the inequality indices fall lgspectively, 0.4% and 2.8%. Non-workers
face a decline in income due to a higher tax rEbe. marginal tax rate rises because of the
higher tax rates. With the targeted credit, thieiaforced by the higher marginal tax burden in
the phase-out range of the credit.

a

Table 3.7 Long-term effects of two earned income ta  x credits on the labour market
Targeted Across the board
Producer wage 0.0 -0.2
low skilled -1.9 -0.8
high skilled 1.0 0.1
Labour supply in hours -0.4 -0.3
primary earners -0.5 -0.2
secondary earners 0.1 0.5
single persons -0.4 -0.5
Female participation rate 1.0 1.6
Share of high-skilled labour supply -0.7 -0.1
Employment 0.0 0.1
low skilled 3.2 1.0
high skilled -1.2 -0.3
Unemployment rate (absolute change) -0.4 -0.3
low skilled -0.7 -0.6
high skilled -0.3 -0.2
Production -0.3 0.0

2 See Table 3.6 for simulation details. Al figures are expressed in relative changes unless indicated otherwise.
Source: MIMIC simulations.

Table 3.7 reveals that the credits for workers cedunemployment by 0.3% for both the
targeted and general credit. This is because therleeplacement rate encourages the
unemployed to search for work and to accept jolsedver, the lower replacement rate and
the higher marginal tax moderate wages. The detlin@employment is concentrated among
the low skilled since the credit is more valuatlleldw-skilled workers than for high-skilled
workers. The credits also stimulate partners ttigpate since the lower average tax on (part-
time) jobs increases the after-tax income difféegtetween single-earner couples and two-
earner couples. The female participation rate thcieases by 1% in case of the targeted credit
and by 1.6% under the across-the-board credit @vpartners in small part-time jobs receive
the full credit amount). Overall, the simulationgygest that the earned income tax credit is able
to mitigate the distortion at the extensive maiaid reduce unemployment, especially if it is
targeted on people earning low incomes. At the dammes the credits exert adverse effects on
hours worked and training due to the rise in maaigiax rates. Labour supply in hours declines
by 0.4% in case of the targeted credit and by QuBtler the across-the-board credit. The share
of high-skilled labour supply drops by 0.7% and%, Tespectively. The targeted credit is
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relatively distortionary for labour supply as itses the marginal tax in the densely populated
phase out rang&.Hence, whereas targeting of the earned incomeradit is more effective to
reduce unemployment (the extensive margin), itasendistortionary for labour supply and
training (the intensive margin).

Improving redistributive systems

There are two ways to relax the trade-offs assediatith redistribution, i.e. the equity-
efficiency trade off and the trade off betweenititensive and extensive margins. The first is
tagging (Akerlof (1978)). It means that the redlsttive system not only uses income as an
indicator for redistribution, but also other chaeaistics of people that reflect their neediness
(i.e. tags) such as age or the presence of childi@yging permits higher welfare payments to
certain groups, without inducing high marginal tates upon them. For instance, the Dutch
government adopts tags in providing income supioopeople with children and to the elderly.
The disadvantage of tagging is, however, thatalyartay be poorly correlated with neediness.
Indeed, support is provided also to parents witigh family income or to elderly people with
high pension wealth.

The other way out of the dilemma between targedimg) the adverse incentive effects for
the low skilled is by supplementing redistributieith activating measures. In particular, next
to carrots (i.e. financial work incentives), stidksinitive mandates) may help to mitigate the
adverse incentives for participation. Such mandeggsire welfare recipients to participate in
mandatory work programs in exchange for incomesfeas. Evidence from welfare-to-work
programs in the United States suggests that pesitork incentives and mandatory work
requirements backed by sanctions has indeed led pemple into work (Blank (2002)). In a
number of European countries, compulsory workfa® dso been introduced to complement
welfare schemes. The evidence suggests that thigalsed employment and increased earnings
after participation (Lodemel (2002)). Hence, mandatvork requirements backed by sanctions
tend to relax the distortions at the extensive imafthey come, however, at a cost in terms of
privacy for those relying on welfare. Indeed, piweitmandates require tough monitoring of
benefit recipients which impinges on their priva8yill, most welfare states have recently
shifted to such policies with the aim to activaé®ple who are currently outside the labour

market.

Efficient administration

When applying the optimal non-linear income taxcture from the Mirrlees-type framework,
the government would need to observe individuabines (and other information if tags are
used for redistribution) in order to determine $fietax-benefit combinations for each income

level. This would impose a heavy burden on puldimimistrations and reduces transparency of

2 Note that labour supply responses are sensitive to the choice of the phase in range and the phase out range of the credit.

63



REINVENTING THE WELFARE STATE: WELFARE STATE (1): REDISTRIBUTION BETWEEN INDIVIDUALS

the system. To mitigate the complexity of the taxdifit system and make it more transparent
to the public, governments usually adopt simplarcstires. For instance, tax systems are
usually characterised by piecewise linear strustwith a limited number of tax brackets of
successively increasing marginal tax rates. Moreda& systems contain tax deductions or tax
credits that are usually independent of incomdl, Siministrative costs are substantial. To
illustrate, Allers (1994) has estimated that therall administrative and compliance costs of
the Dutch income tax system in the early 1990sawvagnd 6% of the revenue raised. How

much simpler can it be made?

Flat tax

Some people have argued that the simplest andtraosparent system contains a flat tax. This
system contains two instruments: (i) a fixed teeddr(or tax deduction) that does not depend
on income and (i) a proportional income tax r&tiote that this system is still progressive in
the sense that average tax rates increase witinmcwget, the flat tax no longer features
different marginal tax rates for individuals. Thias a number of advantages. First, the
government requires only information about aggredgttour income to determine the tax
liability. Indeed, there is no need for an indivadised tax rate so that the tax can be levied
simply as a payroll tax on employers. This saveadministrative and compliance coSt#\
second possible advantage is that the flat taxcesdapportunities for tax arbitrage. For
instance, the flat tax is neutral with respecti® division of lifetime income across years and
thus reduces intertemporal tax arbitrage. This didluén require that the flat tax also applies to
the elderly (see the BoxSpecial tax treatment of retirees in the Netherkind* Moreover, if

the flat tax would be set equal to the tax ratesther forms of income, such as corporate
income, it avoids the opportunities of tax arbigdgetween different income sources. Finally, in
contrast to a system with rising marginal tax raties flat tax is neutral with respect to the
choice of cohabitation. At the same time, it doesinfluence the division of tasks between
partners in couples.

Despite these potential advantages of a flat taray not yield the most efficient
combinations of equity and efficiency. The reasothat restricting the instrument set to a
linear structure allows for less freedom to optartise combination between equity and
efficiency. This is illustrated by simulating threersions of the flat tax with MIMIC. They are
all designed so as to leave the government budgdtamged. The three versions differ with

2 A number of countries have recently introduced a flat tax. In particular, Estonia and Lithuania introduced it in 1994 with
rates of 26% and 33%, respectively. In 1995, Latvia followed with a flat rate of 25%. Nowadays, Georgia (12%), Russia and
Ukraine (13%), Serbia (14%), Romania (16%) and Slovakia (19%) have all introduced a flat tax.

% Conditional tax credits would maintain the complexities in the system under a flat tax. Moreover, it is often argued that the
complexity of the current system lies mainly in the determination of taxable income. Once determined, the computation of a
person'’s tax liability is a fairly simple exercise. As long as a flat tax does not change the determination of taxable income,
and conditional credits, the administrative gains will probably be small.

2 Proposals for a flat tax are often combined with base broadening to obtain a lower flat rate. In the Netherlands, for
instance, it is often proposed to abolish the reduced rate for elderly and reduce the deductibility of interest payments on
mortgage loans (see section 5.2). In principle, however, the analysis of the impact of these proposals can better be
separated from the proposal for a single flat rate since they are in fact two different types of reform.
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respect to the change in the general tax credihdrfirst version, we leave this credit
unchanged. It thus comes down to an increase itatheate of the first bracket and a
simultaneous reduction in the tax rates of therdiiee brackets. We then arrive at a rate of
37.5%, which keeps the government budget balancedite. In the other two versions, we
increase the general tax credit in order to regtweprogression of the tax systéhin the
second flat tax, the tax credit is raised by 1 0% It requires a rate of 42% to keep the
government budget balanced. In the last flat taxraise the general tax credit by 1 400 euro
and simultaneously increase in the rate to 435¥he impact of the flat tax proposals on

incomes and the labour market are presented ire$&h8 and 3.9.

Special tax treatment of retirees in the Netherland s

In the Netherlands, people above 65 do not pay the pay-as-you-go pension premium that has become an integral part of
the tax rate in the first two brackets of the income tax. Hence, their tax rate is 17.9% lower in the first two brackets than
the rate for people below 65. It is sometimes suggested to gradually abolish this special tax treatment for the elderly
(see e.g. Social Economic Council (2005) or Council of Economic Advisors (2005)). Since net basic pensions are
indexed to the Net social minimum income, this would not reduce the Net basic pension level. Supplementary pensions
from funded schemes, however, would be taxed at a higher rate. Hence, this reform would reduce the income of elderly
with supplementary pensions.

To the extent that pensions wealth has already been accumulated, a higher tax rate on elderly can encourage labour
supply. Indeed, the extra revenues raised from these build-up pension rights can be used to cut marginal tax rates for
younger people in the labour market. This will stimulate hours worked by people below 65. In the long term, however,
the effects on the labour market will probably be modest and depend on the response by younger generations to the
higher tax on pensions. In particular, people will recognise that the higher tax on supplementary pensions is actually a
tax on postponed labour income. The marginal tax on lifetime labour income will thus not fall and labour supply
incentives remain unaffected. Yet, people are expected to increase savings (perhaps in the collective agreements) to
make up for the higher tax on their supplementary pensions. The rise in savings will probably not make up for the entire
decline in pensions, however. The reason is that the abolishment of the reduced tax rate on pensions removes a
distortion in saving decisions, i.e. a tax-induced incentive for people to postpone consumption to an older age. Lower
tax-induced savings broaden the tax base and thus allow for a second-order effect on the lifetime tax wedge. This lower

tax burden will encourage labour supply over the life cycle.

The first column of Table 3.8 shows that the sinfldetax of 37.5% raises inequality due to

less tax progression. Low-skilled workers suffemfrlower after-tax incomes, while families
with high-skilled partners typically gain. The ingdity index for the entire income distribution
rises by 6.4%. Within the group of working singlte inequality index increases by 10.9%.
Benefit recipients typically collect lower incomégan workers (except for elderly people) so
that they experience a decline in real after-tawime. The replacement rate falls by 1.7%. The
overall marginal tax rate falls by 2.9%. In theasat and third columns of Table 3.8, a higher

% We increase the tax credit only for people with a positive income, not for non-participating partners. This avoids
overcompensation of single earner couples.

% |n the simulations, we assume that there is no problem associated with take up of the credit, e.g. because the tax bill
becomes negative. Hence, the credit can be interpreted as a payable transfer.

% In all cases, we maintain the reduced rate in the first two brackets for the elderly above 65 (see the Box “Special tax
treatment of retirees in the Netherlands”). Hence, the tax structure for the elderly is not flat.
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tax credit compensates for the reduced tax proigresEhe second flat tax (with an increase in
the credit of 1 100 euro) exerts no effect on theguality among working singles. Yet, it raises
aggregate inequality as measured by the aggredwaiécbefficient. Moreover, the replacement
rate still falls by 0.4% while the mean marginad tate on employees falls by 0.4%. The third
flat tax (with an increase in the credit of 1 4@0c exerts no impact on the aggregate
inequality index and leaves the average replaceragmtirtually unchanged. The income

effects are now very modest on average.

a

Table 3.8 Ex-ante effects of three flat tax proposa Is on the income distribution and institutions
Flat tax 37.5% Flat tax 42% Flat tax 43.5%
Real after-tax incomes
Working families 0.1 0.1 0.1
division of labour
single earner couples 0.6 0.3 0.2
two earner couples 0.0 0.1 0.1
parenthood
with young children 0.1 0.1 0.1
without young children 0.2 0.2 0.2
skill level
both partners low skilled -1.4 0.0 0.4
mixed partner skills 0.0 0.2 0.2
both partners high skilled 0.6 0.2 0.1
Working singles (no children) -0.5 -0.1 0.0
low skilled -15 -0.3 0.1
high skilled 0.0 0.0 0.0
inequality index for singles (Theil coefficient) 10.9 0.0 -3.2
Social benefit recipients
unemployed -2.0 -0.1 0.7
disabled -18 0.0 0.7
welfare recipients -22 -05 0.1
Retired 0.4 -0.6 -0.9
Aggregate inequality index (Theil coefficient) 6.4 14 0.0
Institutions
Marginal tax burden (absolute change) -29 -0.4 0.3
Replacement rate (absolute change) -1.7 -0.4 0.1

# The 37.5% flat tax involves a revenue-neutral replacement of the existing tax structure by a single rate; The 42% flat tax is accompanied
by an increase in the general tax credit by 1 100 euro. The 43.5% flat tax is accompanied by a rise in the general tax credit of 1 400 euro.
The rate for elderly people is 17.9% lower in the current first two tax brackets. All figures are expressed in relative changes unless
indicated otherwise.

Source: MIMIC simulations.

Table 3.9 shows the labour market effects of theetlflat tax proposals. With the flat tax of
37.5%, the lower marginal tax rate for the majoafyvorkers increases aggregate labour
supply by 1% and raises the share of high-skidxbur supply by 0.8%. Note, however, that
the increase in hours worked does not apply tmdiliduals. Indeed, while primary earners
and single persons face lower marginal tax ratéisdrhigher tax brackets, many secondary
earners in couples with a part-time job are con&dmwith a higher tax rate in the first bracket.
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Hence, whereas primary earners and single persiseshiours worked, labour supply by
secondary does not increase. In fact, the femateipation rate drops by 1.7% since it
becomes less attractive for non-participating pasio occupy small part-time jobs. This
mitigates the overall increase in hours worked. Giemployment rate remains virtually
unchanged. On the one hand, the lower replaceranirrcreases job search, reduces the
reservation wage and moderates wage claims. Oothiee hand, the lower marginal tax exerts
an upward effect on wages, thus mitigating thectfi® unemployment. Overall, we conclude
that the 37.5% flat tax causes more inequalityrédtices aggregate distortions in labour

supply.

Table 3.9 Long-term effects of three flat tax propo  sals on the labour market
Flat tax 37.5% Flat tax 42% Flat tax 43.5%
Producer wage -1.8 -0.2 0.4
low skilled 0.2 0.4 0.4
high skilled -29 -05 0.3
Labour supply in hours 1.0 0.0 -0.3
primary earners 1.2 0.4 0.1
secondary earners 0.0 -0.1 -0.2
single persons 1.0 -0.7 -1.2
Female participation rate -17 0.8 15
Share of high-skilled labour supply 0.8 0.3 0.0
Employment 14 0.1 -0.3
low skilled -19 -0.8 -04
high skilled 2.7 0.4 -0.3
Unemployment rate (absolute change) -0.1 -0.1 -0.1
low skilled -0.4 -0.2 -0.1
high skilled 0.1 0.0 0.0
Production 1.6 0.2 -0.3

& See Table 3.8 for simulation details. Al figures are expressed in relative changes unless indicated otherwise.
Source: MIMIC simulations.

Compensation via the general tax credit under #9¢ dnd the 43.5% flat tax proposals

removes not only the impact on tax progressioralsg the positive labour market implications
of the flat tax. In fact, labour market distorticexstually become larger. The reason is that the
marginal tax burden is shifted between individuhideed, whereas the marginal tax on people
featuring a relatively large elasticity (i.e. sedary earners and single persons) is increased, the
marginal tax on people featuring a low elasticity.(primary earners) is reduc&dOn balance,

this reshuffling of the marginal tax causes a rgiglé effect on labour supply in the second
column and a reduction of 0.3% in the third coluidance, flat tax proposals that yield the
same results for the overall degree of income iakiiyuas the current system, yield bigger
distortions in hours worked. Intuitively, a flaktes a less efficient way to organise

% An exception is the marginal tax on very small jobs. It is reduced due to the higher tax credit since it does not apply to
non-participating partners. As a result, we observe an increase in the female participation rate. In terms of hours, however,
this effect is more than offset by the discouraging impact on female labour supply.
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redistribution than is a non-linear system withr@asing marginal tax rates, which keeps
marginal tax rates low for high elasticity groups.

Basic income

The general tax credit can be paid out in casenafgative tax liability. In that case, we speak
of a negative income tax, sometimes referred @ laasic income. If the tax-benefit system
would be fully individualised and the tax creditrereset at the individualised social minimum
income level, the basic income would remove thelrieeother income transfers, such as
welfare benefits, child allowances, basic pensietts, Thus, it avoids the complexities and
administrative difficulties of the current systefar instance, public agencies would no longer
have to make substantial administrative costs liecting information about who is eligible for
welfare benefits and subsidy schemes. Moreovercoompliance and moral hazard with these
schemes would disappear as do the inconsisteneie®én different agencies responsible for
supplying different benefits. A basic income alsttér respects privacy of individuals. In short,
it is the simplest system of income redistributiaith the lowest possible administrative and
compliance cost and the best performance regaptiagcy.

Despite its appeal, a basic income is not efficeena redistributive system. The reason is
that it fails to comply with the targeting prinaplintuitively, a basic income is expensive and
requires high marginal tax rates across the bddnd.causes large tax distortions on labour
supply and human capital formation, which reducdare. To illustrate the magnitude of these
distortions, we have simulated with MIMIC the effeof a basic income proposal in the
Netherlands. In particular, we simulate the follogvset of measures:

Introduce an individualised basic income equal@®9f the current social minimum, i.e.
around 550 euro per month. It applies only to ifdiials above the age of 18.

Abolish the general tax credit and the across-tierd earned income tax credit;

Adjust public pensions to keep the average incofmetoed people unchanged;

Adjust student grants to maintain their pre-reféemel of income;

Reduce current welfare benefits by the amount@bidsic income. Single persons and single
parents maintain supplementary benefits;

Reduce the level of employee insurance benefite.-unemployment benefits and disability
benefits -- with the basic income. Hence, thereaiemonly a top-up insurance for
unemployment and disability. Replace the curreagpessive tax system by a flat tax to finance
the basic income. Corrected for all other measuhesNet costs of the basic income are 45
billion euro. This requires a flat tax rate of 34.%n all income to keep the budget of the
government balanced ex-ante.

68



EFFICIENT ADMINISTRATION

Table 3.10 Ex-ante effects of a basic income propos  al on the income distribution and institutions

Real after-tax incomes

Working families 4.0
division of labour
single earner couples 13.9
two earner couples 15
parenthood
with young children 4.3
without young children 3.4
skill level
both partners low skilled 11.9
mixed partner skills 5.5
both partners high skilled 1.7
Working singles and people above 55 (no children) -24
low skilled 35
high skilled -4.1
inequality index for singles (Theil coefficient) -33.7
Single parents -3.0
Social benefit recipients
unemployed 0.6
disabled 0.8
welfare recipients -0.2
Retired -05
Institutions
Marginal tax burden (absolute change) 7.8
Replacement rate (absolute change) -2.6
Flat income tax rate 53.5%

2 See main text for specification of the proposal. All figures are expressed in relative changes unless indicated otherwise.
Source: MIMIC simulations.

The simulation results are presented in Tables &nt03.17° Table 3.10 shows that the basic
income proposal benefits people with low incomedenibhurts the high-skilled singles and
elderly workers above 55. Especially single eaooeiples gain from the basic income as they
receive two basic incomes. The replacement ratesdoy 2.6% because the basic income is not
phased out for people with higher incomes. Indeedditional social benefits are replaced by
the unconditional basic income. The flip side & toin is, however, a higher marginal tax
burden. Indeed, a 53.5% tax rate is necessarpande the basic income. On average, this
increases the marginal tax burden by 7.8%.

Table 3.11 shows the labour market implicationthefbasic income. We see that the
unemployment rate falls by 1.9% point. This is heseathe lower replacement rate and the
higher marginal tax burden induce wage moderatidrch reduces the equilibrium rate of
unemployment. However, the higher marginal tax bardlso reduces labour supply. The high
marginal tax burden across the board hurts inceafier labour supply of primary earners,

2 We do not present the impact on the Theil coefficient since providing a basic income to partners exerts a substantial effect
on income inequality on an individual basis. On a family basis, however, the effects are much more moderate. The Theil
coefficient can therefore be misleading as an indicator for redistribution on a household basis.
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singles and especially secondary earners. Ovihbdur supply falls by 5.3%. The female
participation rate drops by 10%. On balance, theicgon in labour supply and the lower level
of unemployment result in a decline in employméer.8%.

The simulations reveal that the basic income caasegh welfare cost in terms of labour

supply distortions. In terms of equilibrium unemyttent, however, the basic income produces

favourable outcomes. This illustrates again theeraff between cutting unemployment and
encouraging labour supply. The costs in termswElooverall employment should be weighed
against the benefits in terms of reduced costslofigistration and compliance and improved
transparency and privacy. It is unlikely that tbist-benefit analysis would be in favour of the

basic income. Still, the basic income proposaltieaas that high transaction costs may render

the targeting principle sometimes suboptimead,. when designing complex tax instruments to
steer certain behaviour. Therefore, it is importargxtend the trade-off between equity and

efficiency with simplicity. Indeed, the challengetd achieve the best combination between the

goals of, on the one hand, equity and efficienay, @am the other hand, administrative
feasibility, transparency and simplicity of the t&ys.

Table 3.11 Long-term effects of a basic income prop  osal on the labour market 2
Producer wage 8.6
low skilled 5.9
high skilled 9.8
Labour supply in hours -53
primary earners -14
secondary earners -8.8
single persons -74
Female participation rate -10.0
Share of high-skilled labour supply 0.0
Employment -3.8
low skilled -0.3
high skilled -5.2
Unemployment rate (absolute change) -19
low skilled -4.0
high skilled -11
Production -4.0

& See main text for specification of the proposal. All figures are expressed in relative changes unless indicated otherwise.
Source: MIMIC simulations.

3.4 Family taxation and child benefits

What constitutes the right concept of income to jglyrwith ability to pay? One of the
controversies on this question is the choice batverisehold income and individual income.
Using household income as the basis for the taefitesystem takes account of economies of

scale that couples achieve by living together &edmplicit insurance that partners can provide

to each other. Household income is adopted as artiain for instance Germany, France,
Portugal and Spain. In the Netherlands, houselmalohne applies to most benefit schemes,
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such as social assistance benefits, housing Hemtaices and health insurance allowances,
which are means tested on household income an@altiw However, redistribution on the
basis of household income has the disadvantagistofiing the choice of cohabitation. For
instance, the progressive tax-benefit structurencake it beneficial for couples to split up.
Moreover, it discourages labour participation aftpars as primary and secondary earners face
that same high marginal tax rate of the progresstineture.

Taking individual income as the basis for the pesgive tax-benefit system is more neutral
with respect to these decisions and yields bettaritives for labour supply in two-earner
couples. It is applied to most parts of the Dutatoime tax system. Also Demark, Sweden,
Finland, United Kingdom, Belgium and Austria adomgtividual income as the tax unit. A fully
individualised tax-benefit system, however, woukbandividualise subsidies and benefits. It
would then come closer to a negative income taixwiaa explored in the previous section since
many partners do not earn an individual income.ifgtance, subsidies would also be granted
to partners with a high-income breadwinner. Thisilda@ause strong disincentives at the
participation margin due to a newly created povegp for partners. Redistribution on an
individualised basis also distorts the divisiorregponsibilities between partners within the
household. On the one hand, dividing official labsupply equally across two partners would
save tax in a progressive system as compareddaceuotration of labour supply with one
partner. On the other hand, an unequal divisionadme could make one partner eligible for
benefits that are targeted on low individual income avoid such effects, benefits, subsidies
and allowances are usually either of a generakeatutargeted on the basis of household
income, rather than family income. Taxes, howewan, be either individualised or based on
household income.

Allowance for non-participating partners

The Dutch tax system is largely individualised. Yaespecial provision is the general tax credit
for non-participating partners in couples. Thesgngais are granted a credit as long as their
breadwinner receives sufficient income. From atividdal point of view, however, this comes
down to a negative income tax. If the credit woskdindividualised and not granted as a
negative income tax, non-participating partnersldioo longer receive the credit. It would
then be conditional on a positive income of thamear Accordingly, it reduces the marginal tax
at the participation margin for secondary earnéfish MIMIC, we have simulated this
individualisation of the general tax credit in cteg?® The individualisation raises tax revenue
by 2.5 billion euro. Income tax rates can be redune1%-point to keep the public budget
balanced ex-ante. Tables 3.12 and 3.13 show thaation outcome&'

% In the simulation, changes in the Net social minimum income level induced by this abolishment are compensated by a
higher gross-up of benefits and the minimum wage.

31 Again, we do not present effects for the overall inequality index since the assignment of incomes to either of the partners
is an arbitrary issue, but with big implications for our inequality index that is based on individual incomes.
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Table 3.12 Ex-ante effects of an individualisation of the tax credit on incomes and institutions a

Real after-tax incomes

Working families -0.1
division of labour
single earner couples -45
two earner couples 1.0
parenthood
with young children -0.2
without young children 0.2
skill level
both partners low skilled -15
mixed partner skills -04
both partners high skilled 0.3
Working singles (no children) 1.0
low skilled 0.9
high skilled 1.0
inequality index for singles (Theil coefficient) 0.8
Social benefit recipients
unemployed -0.2
Disabled -21
welfare recipients 0.8
Retired 1.0
Institutions
Marginal tax burden (absolute change) -0.6
Replacement rate (absolute change) -0.1
Income tax rates (absolute change) -1.0

2 Abolishment of the tax credit for non-participating partners in couples; welfare benefits are grossed up to maintain the after-tax social
minimum income; tax rates are modified to maintain the government budget balanced. All figures are expressed in relative changes unless
indicated otherwise.

Source: MIMIC simulations.

Table 3.12 reveals that single earner families B&pee a loss in income of 4.5% on average.
This also shows up in the averages for familiet witung children, the low skilled and some
benefit recipients. Other household types gain.-Bamer couples and singles, for instance,
experience a 1% increase in income. Table 3.13 slioat the female participation rate
increases by 9.5% on account of this reform. Thisdicause partners find it more attractive to
enter the labour market as the after-tax incomferifce between one and two-earner couples
rises. The extra participation raises aggregateshoarked of partners by 4.8%. Hence,
partners who enter the labour market occupy iriqadar small part-time jobs. The reduction in
tax rates made possible by the abolishment ofibaitcfurther encourages labour supply in
hours across the board. As a result, aggregateogmeht increases by 1.2%.

Allowances for children

An issue related to the tax unit is the treatmdifidmilies with young children. The advantage
of using the presence of young children as a taghémme redistribution, rather than income
itself, is that it avoids problems associated witjh marginal tax rates for low incomes. Yet, a
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a

Table 3.13 Long-term effects of an individualisatio  n of the tax credit on the labour market
Producer wage -16
low skilled -1.2
high skilled -1.7
Labour supply in hours 1.0
primary earners 0.1
secondary earners 4.8
single persons 0.4
Female participation rate 9.5
Share of high-skilled labour supply 0.1
Employment 1.2
low skilled 0.7
high skilled 1.3
Unemployment rate (absolute change) 0.1
low skilled 0.1
high skilled 0.0
Production 11

2 See Table 3.12 for specification of the proposal. All figures are expressed in relative changes unless indicated otherwise.

Source: MIMIC simulations.

tag is usually an imperfect indicator for needinéss instance, a number of families with

young children collect high incomes. To avoid gpgtlblic income support towards these

people, it may be attractive to target child suppmhouseholds with a low income. Moreover,
child support can be used also to provide incesatfee secondary earners to enter the labour
market if it is made conditional on participation.

To analyse the labour market effects of differgpes of parental support, we simulate three
forms of child allowances with MIMIG? The first policy is an increase in the uncondiéibn
transfer for all households with children below &g of 18. The transfer is 1 300 euro per
household per year. It costs 2.5 billion euro, Whifinanced by an increase in income tax
rates by 1%-point. The second experiment is arviddalised targeted child credit for parents
with a low income. The credit equals 650 euro @eept and is not granted as a negative
income tax, but rather as a tax credit. Hence,mameceive the credit only if they have a
positive income. The maximum credit for a family1i800 euro. For an individual income
below 20 000 euro, the credit is at its maximuné®® euro. Between 20 000 euro and 32 000
euro, the credit is linearly phased out at a rae5%0. The targeted credit is cheaper for the
government than the general child transfer: it£ds5b billion euro and requires an increase in
the tax burden of 0.6%-point as a source of finaRa®lly, we explore a child credit granted to
families where both partners participate on theleibmarket. The credit is granted to the
secondary earner. It is phased in between 0 afi@4uro and is maximal 1 300 euro. It
remains fixed beyond 24 000 euro. This creditscbdtillion euro, which is financed by a

0.4%-point increase in tax rates.

%2 Recall that MIMIC does not distinguish between the number of children under 18 within families. We therefore take the
average number of children to determine the budgetary cost of child allowances.
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Table 3.14 Ex-ante effects of reforms in child allo  wances on the income distribution and institutions a

General child Child credit for Child credit for

allowance low incomes  working couples
Real after-tax incomes
Working families 0.8 0.2 0.6
division of labour
single earner couples 1.6 0.0 -0.3
two earner couples 0.6 0.3 0.8
parenthood
with young children 1.8 0.7 11
without young children -0.9 -0.6 -0.4
skill level
both partners low skilled 1.9 14 0.7
mixed partner skills 1.0 0.3 0.6
both partners high skilled 0.5 -0.1 0.6
Working singles (no children) -0.9 -05 -0.3
low skilled -0.8 -05 -0.3
high skilled -0.9 -05 -04
inequality index for singles (Theil coefficient) -0.8 -0.5 -0.3
Social benefit recipients
unemployed 0.7 1.0 -04
disabled 0.5 0.8 -04
welfare recipients -0.1 0.2 -0.3
Retired -0.9 -0.6 -04
Institutions
Marginal tax burden (absolute change) 0.6 0.9 0.1
Replacement rate (absolute change) 0.5 0.7 0.0
Income tax rates (absolute change) 1.0 0.6 0.4

& In the first column, we raise the general child allowance by on average 1 300 per family with children. In the second column, we raise the
child credit by 650 euro per parent. The credit is phased out linearly with an individual income between 20 000 euro and 32 000 euro on a
yearly basis. In the third column, a child allowance is introduced with a maximum of 1 300 euro for secondary earners in two-earner
couples. Itis linearly phased in with the income of the secondary earner between 0 and 24 000 euro and flat afterwards. Income tax rates
are modified to maintain the public budget balanced. All figures are expressed in relative changes unless indicated otherwise.

Source: MIMIC simulations.

Table 3.14 shows the income effects of the thremdmf child support. We see that families
with children gain, while families without childremd single persons lose in all cases. Within
the group of families with children, there are gahtal differences. The first column in Table
3.14 reveals that the general allowance benefiteaally low-skilled families and social
benefit recipients. Thus, it raises the replacemataetand the marginal tax burden. The targeted
child credit for low incomes shown in the secontiom of Table 3.14 reveals even more
positive effects for the low skilled and social bénrecipients compared to the high skilled.
The increase in the replacement rate and the nangix burden is therefore larger. The third
column in Table 3.14 suggests that the credit forking couples benefits the relatively rich
two-earner couples. It hurts the income of sootaddiit recipients in particular since they are
not eligible for this type of support. Moreovemgle earner couples lose 0.3%. The marginal
tax burden increases for most workers due to thlednitax rate, but it falls for secondary
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earners who earn less than 24 000 euro per yearalDvthe marginal tax burden increases by
0.1%-point.

Table 3.15 shows the labour market effects of liheet experiments. The first column shows
that the general transfer to parents reduces lawqply by 0.4%. Training is discouraged so
that the share of skilled workers falls by 0.1%isTik caused by the higher marginal tax. There
is little effect on the rate of unemployment sitice impact of a higher replacement rate on
wages is offset by the effect of a higher margiazlburden.

a

Table 3.15 Long-term effects of reforms in child al  lowances on the labour market
General child Child credit for Child credit for
allowance low incomes  working couples
Producer wage 0.8 0.7 -0.2
low skilled 0.4 0.0 -0.2
high skilled 0.9 1.0 -0.2
Labour supply in hours -0.4 -0.4 0.1
primary earners -0.3 -04 -0.1
secondary earners -0.6 0.0 1.0
single persons -0.4 -0.3 -0.1
Female participation rate -0.5 1.2 1.2
Share of high-skilled labour supply -0.1 -0.3 0.0
Employment -0.4 -05 0.2
low skilled 0.1 0.5 0.3
high skilled -0.7 -0.9 0.1
Unemployment rate (absolute change) -0.1 0.0 -0.1
low skilled -0.1 0.0 -0.1
high skilled 0.0 -0.0 0.0
Production -0.5 -0.6 0.1

2 See Table 3.14 for specification of the proposal. All figures are expressed in relative changes unless indicated otherwise.

Source: MIMIC simulations.

The second column of Table 3.15 shows that thel dnédit for low-income families causes a
similar reduction in labour supply and trainingtlas general credit. Hence, despite that
targeting is cheaper for the government and allimwva lower income tax rate, it does not
produce more favourable labour market outcomes.r&agon is that the credit is phased out
among the densely populated middle income grougsaarong the highly elastic secondary
earners. This causes relatively large distortionalbour supply. It offsets the gains associated
with a lower tax rate on income. The positive eff@e female labour supply in the targeted
credit is because only partners with a positivéviddal income are eligible for the credit.

The credit for working couples shown in the thicdumnn of Table 3.15 exerts a 1.2%
increase in the participation rate of women. Theelomarginal tax on secondary earners in part
time jobs further raises the number of hours wotikgdnany partners. Labour supply of
secondary earners thus increases by 1%. Hours dirkerimary earners and singles drops,
however, on account of the higher marginal taxb@lance, aggregate labour supply expands
by 0.2%. The unemployment rate falls somewhat beethe credit is conditional on both
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partners working. This encourages the unemployesgaoch for work and to accept jobs in
order to make the secondary earner eligible focthdit. Hence, shifting the tax burden away
from secondary earners with children tends to impiabour market performance by both
raising labour supply and reducing unemploymerdoks, however, increase inequality
betweere.g.single earner and two earner couples as it rdolisés income from low skilled
single earner couples towards high-skilled two-eanouples with children.

Overall, the impact of cash transfers to parengedds on the conditions that apply to these
benefits. Targeted benefits are better focussqukople earning low incomes, but the phasing
out of these benefits among the densely populatddlenincome groups and elastic partners is
particularly distortionary for labour supply. Hentargeting does not necessarily improve the
efficiency of child transfers as a means of incaupport to families with children. If child
support is made conditional on participation, #igolur market effects are positive. This type of
support cannot, however, be motivated on equityigis since parents with the lowest incomes
do not receive this type of support.

Benefits in kind and indirect taxation

If the government faces restrictions in using theltenefit system, it can adopt alternative
instruments for redistribution such as benefitkind or indirect taxes and subsidies. These are
discussed in this section.

Benefits in kind

A number of private goods are provided publiclyaBwles are housing, medical care,
education and public transport. In principle, itulbbe efficient when the government applies
the benefit principle by charging a marketable @fiar these services, i.e. a price that reflects
the cost of production. This ensures an efficidiotation and avoids overconsumption.
However, many publicly provided private goods aed/es are supplied at an artificially low
or even zero price. They thus involve benefitsimlkBenefits in kind are important
instruments for public redistribution in most Eueap welfare states (seey. Sandmo (1983);
Besley (1988); Besley and Coate (1991); and Mutligad Philipson (2000)).

Benefits in kind are especially redistributiveafd incomes consume a relatively large share
of these services. Moreover, if rich householdsstute away towards similar services of
higher quality provided by private supplieesd.private schools or private healthcare),
transfers in-kind become more redistributive. Tharerbenefits in kind flow to higher incomes,
however, the more blunt they become as instrunfentedistribution. Indeed, benefits in kind
are non-individualised and thus of general natir¢hat sense, benefits in kind have the same
properties as across-the-board cash transfersatieegxpensive and call for high taxes, but
they avoid the poverty trap on low incomes. Theandjfference with cash transfers is,
however, that benefits in kind distort price signdhereby potentially creating a deadweight
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loss due to inefficient resource allocations. lattsense, general cash transfers tend to be more

efficient as they leave price signals unchanged.

Yet, there can be other reasons for providing beniefkind. In particular, charging a low
price for publicly provided private services isesftmotivated by merit-good arguments (or:
paternalism)? Indeed, outside restrictions on individuals’ clesican make these individuals
better off as they buy too few services if theyaviee to spend their income. For instance,
they may not adequately value the education of tthéidren, which would cause

underinvestment in human capital of children. Theegnment can prevent people from making

these mistakes by providing (compulsory) educati@imilar arguments may apply to
healthcare insurance or pension savings. As itllysigders to necessary goods, the distortion
in the consumption allocation may be relatively Bntadeed, rational people would have
bought these services anyway since there are se slabstitutes. To the extent that different
households feature a greater variety of prefereficabese services, however, distortions
become larger (see the BoRenefits of choic®.

Benefits of choice

Economists usually emphasise the welfare gains from choice. Indeed, consumers who feature heterogeneous
preferences are best off when they are free to choose the products and services that best fit with their individual desires.
Moreover, by revealing their preferences, market exchange yields information about relative scarcities for various
products and services demanded by consumers. This yields an efficient allocation. The exit option of consumers also
disciplines suppliers to produce in the most efficient way. Yet, freedom of choice has a cost as well. Indeed, consumers
and producers make costs of gathering information, arranging contracts and monitoring transactions. These transaction
costs may render freedom of choice inefficient in particular cases. This can provide a role for the government or other
collective action. For instance, the government can set product standards and regulate markets to reduce transaction
costs. Moreover, the government can supply services publicly. It can thus reap the benefits from economies of scale,
control quality standards, and ensure equal access to these services. Also social partners can organise services
collectively for their members, e.g. in pensions or saving schemes, thus reducing transaction costs and reaping the
benefits from scale economies. These gains should then be weighed against the welfare costs of reduced consumer
sovereignty. Another reason to restrict choice is that people are myopic, e.g. as they discount the future hyperbolically.
People then show time inconsistent behaviour, which leads to undersaving and underinvestment. The government can
improve welfare by forcing people to save or invest. Again, the gains from this commitment should be weighed against

the welfare costs of forcing people to behave in a possibly suboptimal way.

With benefits in kind, not only the size of pubdipending (and thus the amount of private
contributions), but also the organisation of thppdy of these services is an important issue.

For instance, should the government be neutrahdigan toward to the provision of subsidised

services, like health care, education and chiléz#frthe public sector supplies them, it can

% These arguments originate from behavioural (public) economics, which suggests that governments should sometimes
intervene in consumer sovereignty, see e.g. Rabin (2002) for a discussion on behavioural economics and Kanbur et al.
(2004) on behavioural public economics and optimal taxation.

% As emphasised by e.g. Esping-Andersen (2005), investment in the quality of children can reap positive social gains by
preventing future reliance on welfare state provisions. Especially at a young age, investment in children seems to pays off
with a high social rate of return.
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ensure a uniform quality and avoid segregatioeims of parents’ education, profession and
income. Moreover, the government can exploit ecaaerof scale and avoid selection by
households seeking for the best service. Yet, pydsbvision leaves little room for freedom of
choice, free entry of suppliers and competitioektives for efficient production are usually a
great concern in public production. If the governmeould instead provide vouchers that
could be used for buying services from either pubtiprivate suppliers, this would allow for
more individual choice, competition and diversity.

Indirect taxes

In principle, indirect taxes are less effectivetinments for income redistribution than direct
taxes because the government cannot observe indiidirchases. Hence, indirect taxes
cannot be individualised. However, indirect taxas take distributional goals into account on
the basis of aggregate information about experelpatterns. The reduced value-added tax rate
on necessary goods may serve as an example: theugobelieved to spend a larger fraction of
their income on necessities. In practice, howether value added tax appears to bear almost
proportionally on all income, despite the reducatg for necessities (Cnossen (2001)).
Therefore, shifting between direct and indirecetamakes little sense for the income
distribution or for the labour market distortiorfd@xation. Indeed, a tax on consumption
distorts the consumption/leisure choice in the sa@g as does the tax on income. Moreover,
the producer wage is affected by direct and indliteees (through consumer prices) alike since
both are part of the overall tax wedge. The mdifedtince between income taxes and
consumption taxes is that the former generallyyfipboth labour and capital income while
the latter leave the return to capital income uadax hus, unlike consumption taxes, income
taxes distort the intertemporal allocation of canption. In the Netherlands, however, the tax
on capital income is separated from the tax ondablodeed, the income tax in box 1 does not
apply to capital income but rather is a wage tdnkftiBg from this wage tax towards a value
added tax will not affect the taxation of capitadame.

With MIMIC, we have explored the labour market imptions of a shift from the income
tax in box 1 of the income tax towards a value ddd&. We simulate a 1.5%-point increase in
the Dutch value-added tax from 19 to 20.5%. Thises2.5 billion euro, which is used to cut
income tax rates in box 1. Thereby, we analyseaiernatives. In the first alternative, we
reduce income tax rates in all four brackets bydditit. This reform slightly reduces the
overall degree of tax progression due to the pasehtax credits. Accordingly, Table 3.16
reveals that this reform raises labour supply B94.Unemployment remains unchanged since
the effects of the replacement rate, the incomeates and the consumer price on the producer
wage cancel out. In the second experiment, we eethecincome tax rates by ¥%-point and at
the same time increase the general tax credit lBuBs®. This alternative yields roughly the
same degree of tax progression as the currentnsy$table 3.16 reports that the labour market
effects are now negligible. Hence, a shift fronedirto indirect taxes exerts no effect on the
labour market in the long term if it does not chartax progression.
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Table 3.16 Long-term effects of a shift from direct to indirect taxation on the labour market and inst itutions 2
Cut in income Lower rates and

tax rates higher credit

Marginal tax burden of direct taxes (absolute change) -0.6 -05
Replacement ratio (absolute change) 0.0 0.1
Producer price -0.1 0.0
Consumer price index (including indirect taxes) 0.6 0.7
Aggregate inequality index (Theil coefficient) 0.3 0.1
Producer wage -04 -0.3
low skilled -0.3 -0.3
high skilled -05 -0.3
Labour supply in hours 0.1 0.0
primary earners 0.1 0.0
secondary earners 0.1 0.0
single persons 0.1 0.0
Female participation rate 0.1 0.0
Share of high-skilled labour supply 0.0 0.0
Employment 0.1 0.0
low skilled 0.0 0.0
high skilled 0.1 0.0
Unemployment rate (absolute change) 0.0 0.0
low skilled 0.1 0.1
high skilled 0.0 0.0
Production 0.0 -0.1
Income tax rates (absolute change) -1.0 -0.75

2 Increase in the normal rate of the value added tax from 19% to 20.5%. In the first column, income tax rates are adjusted to keep the
government budget balanced. In the second column, one quarter of the revenue of the VAT is used to raise the general tax credit by 50
euro per person per year. All figures are expressed in relative changes unless indicated otherwise.

Source: MIMIC simulations.

Subsidies to labour complements

Some indirect taxes and subsidies can mitigateniectax distortions. As discussed before,
income taxes induce people to substitute from ammps$ion to leisure or household production.
The government could remove this distortion if @&e able to impose a tax on leisure. Yet, it
cannot observe leisure directly. Indirect taxes s&ye as a second-best instrument to reduce
the income tax distortion by either taxing goodsenweavily that are complementary to leisure
and household production, or by subsidising gobdsadre relative substitutes for it (Corlett
and Hague (1953§¥.Intuitively, taxes on complements for leisure #&oene production
effectively impose an implicit tax on these timmeations themselves. This mitigates the
distortionary impact of the income tax on the labsupply choice. The same applies to a
subsidy on services that are substitutes for leiand home production. It provides an
argument for, for instance, subsidies on consumetices such as cleaning, repair, gardening,
and cooking. Indeed, these services directly coenpith untaxed household production.

% I leisure is complementary to savings, this also provides a rationale for a tax on capital income. Savings for early
retirement may indeed be complementary to leisure.
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To numerically illustrate this application of the@tt-Hague rule, Sorensen (1996) has
explored the effects of a price subsidy on conswsaerices with a calibrated CGE model for
Denmark. He finds that a 30% subsidy is optimahtximise a utilitarian welfare function. In
the simulations, the subsidy is financed by andase in the marginal income tax rate by 2.5%
points. The simulations show that the subsidy iedwsubstitution from untaxed home
production towards marketable consumer serviceméHproduction thus drops by almost 40%.
The time saved by households is used for incredabur supply on the official labour market.
This effect dominates the discouraging effect efltigher marginal tax burden on labour
supply. Accordingly, official employment expands h@%*

The Corlett-Hague rule also applies to child cardeed, formal childcare supplied on the
market is a close substitute for self care by pardfience, the choice between formal child care
demand (combined with formal labour-market parttipn) and self care by parents is distorted
by the income tax. Households choose too muchnmdbself care because the income tax
reduces the return to labour supply when combinigldl @utsourced child care. The Corlett-
Hague rule suggests that a subsidy for formal chile is then optimal. Table 3.17 illustrates
this using MIMIC simulations. It shows the impaéteosubsidy for childcare that reduces the
parental price for childcare by two-third of therant price” We assume that the subsidy does
not raise childcare demand unrelated to work becthesgovernment is able to distinguish
between work-related and non-work related childc@my work-related childcare is
subsidised. Childcare contributions by employensaia unchanged in our simulation. The
subsidy scheme costs 0.5 billion euro for the gowvemt, which is financed by a 0.2%-point
increase in tax rates. Table 3.17 shows that dhitdsubsidies are effective in raising labour
supply, despite that it needs to be financed bidrigax rates. The reduced price of child care
encourages in particular secondary partners inligsniith children to raise hours worked:
labour supply by secondary earners rises by 0.3%a grimary earners increase their hours
worked by 0.2% in light of the lower price of chilate. Single persons without children reduce
their labour supply, however, since they only feata higher marginal tax burden. Overall, we
find that child-care subsidies raise the levelraptoyment by 0.19° If we compare this
policy with the targeted child credit for workinguples in Tables 3.14 and 3.15 (with a budget
that is twice as large), we see that childcareididsstend to be relatively effective in

% As argued in CPB (2005), the government may alternatively leave labour-intensive services go untaxed by permitting a
black market to exist. In economic terms, this yields the same allocation as long as consumer prices for these services
remain the same. The advantage of allowing a black market is that it does not require expensive administration from the
government. The possible disadvantage is that some services may be provided more efficiently when provided by the formal
market, e.g. due to a better organisation.

%" Note that a zero price for childcare is unlikely to be optimal. Indeed, an extra subsidy at the margin will not only encourage
parents to work longer hours (a social benefit in the presence of taxes), but also raises the subsidy for all parents already
participating on the labour market (a windfall gain). Moreover, there can be demand for childcare by non-working partners if
the government would not be able to distinguish between childcare that facilitates labour supply and childcare for leisure
purposes.

% These results are consistent with micro-econometric studies on child-care subsidies. In particular, Jaumotte (2004)
suggests that an elasticity of 0.05 is a plausible estimate for the impact of childcare costs on female labour supply. Our
reduced-form elasticity comes close to this value.
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encouraging hours worked. The reason is that theyae tax distortions at the margin of labour
supply while the tax credit reduces only the averay on participation for partners earning
more than 24 000 euro. The scope for improvingualmearket performance via childcare

subsidies is limited.

Table 3.17 Ex-ante effects on institutions and long  -term labour market effects of a lower parental pri  ce for
childcare 2

Ex-ante effects on institutions

Income tax rate (absolute change) 0.2
Marginal tax burden (absolute change) 0.0
Replacement rate (absolute change) -0.1

Long-term labour market effects

Producer wage -0.5
low skilled -0.5
high skilled -0.5

Labour supply in hours 0.2
primary earners 0.2
secondary earners 0.3
single persons -0.1

Female participation rate 0.2

Employment 0.1
low skilled 0.1
high skilled 0.1

Unemployment rate (absolute change) 0.0
low skilled 0.1
high skilled 0.0

Production 0.1

% The parental price for childcare is reduced by two-third of the current price. We assume that the government is able to target childcare
only to working parents, so that there is no deadweight loss associated with childcare for non-labour purposes. All figures are expressed in
relative changes unless indicated otherwise.

Source: MIMIC simulations.

3.6 Redistribution via wage compression

So far, we have explored instruments that redisteilincomes ex-post via the tax-benefit
system. An alternative way to redistribute incoatdgast among workers, is via less dispersion
in before-tax wages. One institution that aimsdiieve this is the minimum wage. Minimum
wages also compress the wage distribution abovenihienum. Indeed, Teulingst al. (1998)
report that the minimum wage in the Netherlandstamiially reduces the dispersion in the
Dutch wage distribution by affecting wages in thage above the official minimum. The
minimum wage, however, causes lower employment gntioa low skilled because workers
with too low a productivity will not be hired by gioyers (see the BoxMinimum wagey. In

a sense, the minimum wage regulation acts aswaVidx on employers hiring low-skilled
workers. It thus raises the equilibrium unemploytrrate among the low skilled.
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Minimum wages

Classical textbook economics suggests that minimum wages will reduce employment among the low skilled. Yet,
models of monopsony reveal that minimum wages can be an efficient way to reduce the market power of employers and
to avoid exploitation. This has caused ample discussions among economists about the labour-market impact of
minimum wages. The empirical literature on minimum wages should guide us here. A large part of this literature refers
to the United States and applies to teenage employment (see e.g. Brown (1999)). Until the 1990s, the main conclusion
from empirical studies was that minimum wages indeed negatively affect the level of employment. In particular, the
reported elasticity of teenage employment to the minimum wage was found to be in the range of — 0.1 to — 0.3. In the
early 1990s, Card and Krueger (1994; 1995) challenged these results. They did not find a negative impact of higher
minimum wages on employment in the services sector in a number of US states and suggested that the minimum wage
literature is due to substantial publication bias. Yet, more recent studies again report negative effects of minimum wages
on employment. For instance, Burkhauser et al. (2000) find a negative elasticity of teenage employment with respect to
the minimum wage in the US between — 0.2 and — 0.6. Kramarz and Philippon (2001) report similar effects for France.
For the Netherlands, Van Soest and Kapteyn (1988) find an elasticity of — 0.2.

Another source of wage compression is the egalitariage policy adopted by trade unions.
Indeed, the empirical literature on trade unionssgstently reports a positive relationship
between trade union density or coverage (as a me&sutrade union power) and the degree of
wage compression (seeg.Flanagan (1999); Aidt and Tzannatos, (2002)). Byiy up the
relative wage for the low skilled, this also raise@mployment among this group. Indeed,
cross-country studies suggest that higher uniositiear coverage is positively correlated with
unemployment rates (Nickell (1997); De Greotl. (2004))*

To explore how wage compression affects the Dwtbbudr-market, we have simulated
three experiments with MIMIC, the results of white presented in Table 3.18. First, we
consider a reduction in the official minimum wagel®%. Thereby, we first keep the level of
welfare benefits fixed in order to separate thedotf the minimum wage from the impact of
lower benefit levels that are indexed to the mimmuage. It makes this first simulation
somewhat artificial though, as it implies that vaedf benefits for couples would now exceed the
minimum wage rat&’ Minimum wage scales agreed upon in sectoral wagetiations are
assumed to be partially indexed to the minimum wagegfall by 3%. In the second simulation,
we explore a reduction in the minimum wage whermekadl social benefits fall as well. This
includes welfare benefits and basic pensions. €henues saved from lower public transfers
are used to cut income tax rates. A final simufagplores the impact of less trade-union
power. In particular, we reduce the bargaining posfehe trade union by 10%. This can, for

39 Another instrument to affect the before-tax wage distribution is education subsidies (Dur and Teulings (2001)). In
particular, to the extent that these subsidies encourage people to learn, they raise the supply of high skilled labour relative to
low skilled labour. Less scarcity of high-skilled labour reduces the skill premium, thus causing less wage dispersion and
more equality. Yet, education subsidies are provided to high-skilled people as well, including those who would engage in
education also without the subsidies. This mitigates the redistributive impact of the subsidies. For realistic parameter values,
Dur and Teulings find that the direct regressive impact of educational subsidies broadly offsets this general equilibrium
effect. As the impact of education subsidies not only affects wages, but also productivity levels, we do not discuss this form
of wage compressing policies further here.

0 still, it allows for a lower wage for singles and partners. Moreover, the reduction in the minimum wage can be
supplemented with an earned income tax credit to compensate workers with a low wage (see Table 3.7 for the effects).
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instance, be achieved if the government abolishesfre selectively applies) the extension
mechanism of collective wage agreements. Altereatj\it may reflect a less egalitarian wage
policy adopted by trade unioffsAs we cannot assess exactly how government psliffect
the parameters for union bargaining power, thedaktmn of Table 3.18 only serves as an

illustration.

Table 3.18 Long-term labour market effects of less ~ wage compression 2
Cut minimum wage Cut minimum wage Lower union
& social benefits bargaining power
Producer wage 0.0 -1.2 -13
low skilled -0.2 -1.0 -15
high skilled 0.1 -1.2 -1.2
Labour supply in hours 0.0 0.4 0.2
primary earners 0.0 0.3 0.1
secondary earners 0.0 0.9 0.4
single persons 0.0 0.1 0.1
Female participation rate 0.0 0.9 0.3
Share of high-skilled labour supply 0.1 0.3 0.1
Employment 0.1 0.8 0.8
low skilled 0.3 0.6 1.1
high skilled 0.0 0.9 0.7
Unemployment rate (absolute change) -0.1 -0.3 -0.5
low skilled -04 -1.0 -1.1
high skilled 0.1 0.0 -0.2
Production 0.0 0.7 0.8

2 The first column shows a cut in the minimum wage by 10% and minimum wage scales by 3%. Thereby, we keep the level of welfare
benefits and basic pensions, which are indexed to the minimum wage, fixed at their original level. The second column shows the impact
of a reduction in the minimum wage by 10% if benefits are reduced as well. The savings on social benefits are used to cut income tax
rates. The third column shows the effect of a reduction in the relative union bargaining power in the wage model by 10% or, equivalently,
a reduction in the value of unions for employment relative to wages by 3.75%. All figures are expressed in relative changes unless
indicated otherwise.

Source: MIMIC simulations.

Table 3.18 reveals that a lower minimum wage resltice wage of low skilled workers relative
to high skilled workers. Larger wage differentiadsrease the incentives to learn and thus raise
the share of high-skilled labour supply. This soratmitigates the impact on wage
compression in equilibrium. The lower wage for Iskilled workers makes firms less reluctant
to hire them as a larger number of applicants rieeiminimum required productivity level.
Thus, employment among the low skilled expandsa@uregate, we find that the
unemployment rate among the low skilled falls b480.due to the lower minimum wage. The
effects of lower union bargaining power in the dhiolumn of Table 3.18 are qualitatively the
same. Indeed, this experiment reduces wages arscetjuilibrium unemployment, especially
among the low skilled. The second column showsrtipact of a lower minimum wage if

“L A higher value that unions assign to employment relative to wages by 3.75% would yield the same results. Indeed, these
parameters jointly determine the elasticities in the wage equation of the right-to-manage framework.
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Figure 3.2

Pre-tax
inequality
rate (gini)

REINVENTING THE WELFARE STATE: WELFARE STATE (1): REDISTRIBUTION BETWEEN INDIVIDUALS

welfare benefits and basic pensions fall as wédis Baves substantially on public expenditures,
which reduces the income tax rate. As a resultinipaict on unemployment and labour supply

are substantially larger.
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The disadvantage of wage compressing institutistisat they reduce employment among the
low skilled. There are two possible remedies te, thithout changing the amount of
redistribution: (i) move away from wage compresdimnards fiscal redistribution or (ii)
introduce complementary policies. Regarding th& fiemedy, cross-country evidence suggests
that wage compression indeed tends to substitatistal redistribution. In particular,

Figure 3.2 plots the correlation between the Gagfficient of the pre-tax income distribution
for 9 OECD countries in various years and the gmoading amount of fiscal redistribution.
The positive correlation suggests that more prartea@me inequality is accompanied by more
fiscal redistributiorf?”

The first remedy raises the question whether neligton towards low skilled workers via
the tax-benefit systene(g.an earned income tax credit) is more or lessieffitchan
redistribution via egalitarian wage policies. Or tine hand, the earned income tax credit
creates a budgetary cost for the government. Fingrhis (or phasing it out with income)
hurts labour-supply incentives due to a higher imatgax rate (see section 3.2). On the other
hand, wage compressing institutions avoid theseradvabour supply effects since they

“2 Data are obtained from the Luxembourg Income Survey (see table 3.1). They refer to Australia, Belgium, Canada,
Denmark, France, Germany, the Netherlands, Norway and Sweden for a selection of years in the period between 1980 and
2000. For the regression, we find: FR = 0.34 + 0.0024 GINI, where FR stands for the amount of fiscal redistribution. The p-
value for the coefficient of the GINI equals 0.04, i.e. the coefficient is statistically significant at the 4% confidence interval.
The result is not robust for the inclusion of the United States and the United Kingdom, however, which both feature a
relatively dispersed wage distribution and a relatively limited amount of fiscal redistribution.
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redistribute on the basis of hourly wages, rathanttotal income. Hence, they come closer to
redistribution on the basis of ability to earn. Howr, wage compressing institutions reduce

employment among the low skilled. On balance, weukhtherefore trade off the adverse
incentive effects of fiscal redistribution on labaupply against the upward effects of wage

compressing institutions on low skilled unemploymen

Tax relief for firms or employees: does it matter?

In principle, it is immaterial in general equilibrium whether tax relief is provided to the employer or to the employee.
Indeed, tax incidence theory teaches us that the incidence of taxation does not depend on who pays the tax, but rather
on the elasticities of demand and supply. Nevertheless, there are two important differences between the earned income
tax credit explored section 3.2 and the tax relief for employers discussed here. First, targeted tax relief for employers is
conditional on the hourly wage, while the earned income tax credit is conditional on annual wage income. This makes
the relief for firms better targeted to workers with low skill. Moreover, unlike the tax relief for firms, the earned income
tax credit will also hurt the incentives for labour supply due to the higher marginal tax rate in the phase out range.
Targeting tax relief at low wage earners is, however, more demanding in terms of enforcement. Moreover, both
proposals exert a negative effect on training incentives, which depend on the tax at the margin of the hourly wage.

The second difference has to do with the indexation of social benefits. In particular, indexation matters for the effects of
the tax relief via the replacement ratio. In general equilibrium, producer wages and consumer wages are affected by the
tax relief in a similar fashion through the working of the labour market. However, this does not hold for the gross wage.
Indeed, the gross wage falls due to the earned income tax credit so that employers benefit from a lower producer wage.
Gross wages rise, however, due to the tax relief for employers so that employees benefit from a higher consumer wage.
Since social benefits in the Netherlands are indexed to the gross wage, it is not immaterial for benefit recipients whether
tax relief is provided to the firm or to the employee. Indeed, providing it to the employee via an earned income tax credit
tends to reduce the replacement ratio, thus causing a larger decline in the equilibrium unemployment rate. Providing tax
relief to the firm leaves the replacement rate unchanged as social benefits rise along with the wages.

On balance, we conclude that tax relief for employers is more effective in avoiding adverse incentive effects on hours
worked. The overall unemployment rate drops more under the earned income tax credit, however, because this policy

reduces the replacement rate (compare Tables 3.7 and 3.19).

The second remedy against poor job opportunitiethiolow skilled takes for granted the

presence of wage compression through minimum wageédgrade unions. The government may
then introduce complementary policies to relaxatieerse implications on low-skilled
unemployment. For instance, subsidies or tax rédieémployers who hire low-skilled workers
may help to reduce wage costs for the low skilled iacrease the number of low skilled jdBs.
Table 3.19 shows how such a policy would impacblabmarket performance according to
MIMIC. We simulate a social security contributioredit for firms with a maximum of 1 400
euro. This credit is provided for each full-time @oyee with an income between the minimum

“3 During the late 1990s, the Netherlands had a special tax relief to companies employing workers with a low hourly wage.
This policy aimed to stimulate employment among the low skilled. This scheme has recently been abolished. In Germany,
Schéb and Weimann (2005) have recently proposed a subsidy scheme at the margin of new employment. The scheme aims
to prevent displacement and substitution and involves no budgetary cost in the short run. In the long term, however, the
scheme comes down to a subsidy to all low skilled jobs as one cannot distinguish between old and newly created jobs.
Thus, it is similar to the subsidy scheme analysed in Table 3.19.
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a

Table 3.19 Long-term effects of tax relief for low-  wage earners on the labour market and institutions
Replacement rate (absolute change) 0.0
Marginal tax rate (absolute change) 1.2
Producer wage -0.0
low skilled -1.2
high skilled 0.6
Labour supply in hours -0.1
primary earners -0.1
secondary earners -0.1
single persons -0.1
Female participation rate 0.0
Share of high-skilled labour supply -04
Employment 0.0
low skilled 19
high skilled -0.7
Unemployment rate (absolute change) -0.1
low skilled -04
high skilled 0.0
Production -0.2
Income tax rates (absolute change) 0.9

& Firms receive a credit of 1 400 euro for employees with a low hourly wage. For workers with an income between 150% and 200% of the
minimum wage, the credit is linearly phased out. Part-timers receive a proportional credit with their working time; the government budget is
balanced by income taxes. All figures are expressed in relative changes unless indicated otherwise.

Source: MIMIC simulations.

wage and 150% of that (i.e. between 16 000 anddR4e@ros for a full time worker). For part-
time workers, the credit is proportional to themrking time and conditional on the hourly
wage. For wages between 150% and 200% of the mimjrthe credit is gradually phased out
(i.e. between 24 000 and 32 000 euros for a fulétivorker). The credit costs 2.5 billion euro
which is financed by an increase in income taxsrate1%-point. We see from Table 3.19 that
the credit reduces the producer wage for low skilerkers. This reduces unemployment
among the low skilled by 0.4%, while it raises Iskilled employment by 1.9%. The difference
between the additional jobs created and the remtuatiunemployment is due to a change in the
composition of labour supply. In particular, thgipy shifts the tax burden from low skilled
labour towards high-skilled labour, which redua@éning incentives. This causes a decline in
the share of high-skilled labour supply relativéaw-skilled labour supply. Moreover,
aggregate labour supply in hours falls due to higtre rates necessary to finance the tax relief.
Overall, aggregate employment remains unchanged.
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3.7 Policy options for efficient redistribution

This chapter analyses redistribution between pespdethe labour-market distortions that it
creates. We illustrate the trade-off between ecaiity efficiency, as well as more subtle trade-
offs that appear when trying to reconcile theseadijes. Table 3.20 summarises the key
dilemmas in designing an efficient redistributiystem and refers to the policy reforms

analysed in this chapter.

Table 3.20 A summary of the main trade-offs in redi  stribution
Equity > Efficiency
Policy issues

Equitable distribution Tax benefit system Quantity & quality of labour
Welfare benefits
Tax progression — Flat tax
Child support

Unemployment of low skilled Targeting support Hours worked/training
Earned income tax credit
Negative income tax - Basic income
Employer tax relief

Household ability to pay Tax unit Female participation
Tax credit non-patrticipating partners
Credit for couples with children

Merit goods Benefits in kind Choice

Equitable distribution Subsidies on labour complements Labour supply
Child care subsidies

Equitable distribution Wage compression Unemployment of low-skilled
Minimum wage
Trade-union power

We find that more labour supply and lower unemplegibtan be obtained if we reduce welfare
benefits and tax rates. Alternatively, we can redihe progression of the tax system by
introducing a simple flat tax. These reforms, hogrgezome at the cost of more inequality in
the income distribution. More challenging are raferthat improve the efficiency of
redistributive institutions without reducing equmiitself. This chapter uses optimal tax theory
to guide us to the optimal tax-benefit structuie ichieves the best combination of equity and
efficiency. Moreover, we use an applied generalldgium model for the Netherlands that
contains a variety of distortions induced by taxatisocial benefits and other institutions aimed
at redistribution such as minimum wages. From tlaesdyses, we arrive at the following
conclusions.

Universal income support, such as a basic incosrexpensive and raises marginal tax rates
across the board. Indeed, we find that a 53.5%ati@xwould be necessary to finance an
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individualised basic income at 50% of the sociatimum. This causes large distortions in
labour supply. It does not seem an optimal formedfstribution. Indeed, targeting support to
people earning low incomes would be more effictean universal support. Targeting,
however, creates distortions at the bottom of alwlir market. Designing an optimal
redistributive system therefore requires carefuisigeration of the distortions at both the
participation margin and the intensive margin @lar supply.

The model simulations reveal that targeting isalatays beneficial for employment. For
instance, we find that phasing out child suppartiiddle incomes does not create lower
distortions in labour supply compared to generdtdcdupport. Indeed, the distortionary impact
of the phasing out of benefits among the densebufaded middle incomes and highly elastic
partners is relatively large and offsets the g&io a lower tax burden.

In-work benefits have the advantage of a lower bereplacement rate, without hurting the
income of benefit recipients. This leads to a lovege of involuntary unemployment. The
reduction in unemployment is especially large fer tinskilled. In-work benefits can also be
targeted to the low skilled, which would enhaneeeifectiveness to reduce involuntary
unemployment. However, by phasing out benefits agnmoiddle income groups, targeted relief
is particularly distortionary for labour supply.

Tax relief can also be targeted on female workdrs feature relatively large labour supply
elasticities,e.g.compared to male breadwinners. In-work creditfdarales or childcare
subsidies are thus found to encourage labour swgsptiiey reduce the tax for the most elastic
group. Also the individualisation of tax credits fion-participating partners would support the
labour supply of partners.

Redistribution is also achieved through wage cosgiom. This hurts the employment
among the low-skilled, however. If a lower minimuvage or less wage compression is
infeasible, the government may provide tax reliefdmployers hiring low-skilled employees.
The advantage is that this relief is targeted apfgeearning low hourly wages. The phasing out
of the relief then exerts no adverse effect onlatsopply. However, benefit recipients gain as
well since their income is indexed to gross wadéss mitigates the impact of this form of tax
relief on employment.

Since all reforms in the redistributive system hawme kind of social cost, complementary
instruments may be considered to escape the tridgl@roedistribution. For instance,
mandatory welfare-to-work programs combined withcsimns mitigate the adverse
implications of redistribution on the participatiorargin. Modern welfare states therefore
increasingly rely on the integration and inclusadrvulnerable people in the labour market by
combining the carrot of positive financial incemt$with the stick of punitive work mandates.
Yet, by requiring information from people, they imge upon privacy. Hence, even this policy
does not go without a social cost.
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INTRODUCTION

4 Welfare state (2): Risk and insurance

During working life, individuals face risks of unglmyment and disability. As people can affect the
incidence and persistence of these risks, insuremceomplete. This introduces a dilemma between
insurance and moral hazard. We explore how Dutslitintions can be designed to obtain an optimal
balance between insurance and incentives. Speltyfizee discuss the terms of the social insurance
contract, the efficiency of administration, actle®our-market policy and employment protection.

4.1 Introduction

Idiosyncratic shocks put the labour market in aregsant flux. Shifts in demand, embodied
technological change, accidents etc. cause indilédio move between states of employment
and non-employment. These movements are typicaflg@ated with substantial changes in
income. Insurance then improves welfare by smogthomsumption between employed and
non-employed periods. Table 4.1 gives informatibaw insurance of labour market risk in a
number of countries. It shows that the replacemeetfor unemployment insurance in the
Netherlands is not exceptional compared to othant@s. The maximum duration of
unemployment insurance is rather high, althougbneproposals reduce it. The disability
benefit replacement rate is relatively high. Sihe87, sickness insurance is privatised while
disability insurance has now been reformed (seBthe“Social insurance in the Netherlands
in 2008).

Table 4.1 Insurance against labour market risks in various countries

Initial unemployment  Maximum unemployment Replacement Overall EPL  Spending on

insurance replacement insurance duration rate in disability indicator in ALMP in %

rate (2002)% (months, 2002)* insurance” 2003° GDP in 2002

The Netherlands 70 60 71 2.3 0.9
Austria 56 10 68 21 0.4
Belgium 60 No limit n.a. 2.4 0.9
Denmark 90 60 75 1.8 1.7
Finland 90 25 63 2.2 0.7
France 75 60 n.a. 2.6 0.8
Germany 60 12 61 2.0 0.9
Ireland Flat rate 15 n.a. 11 0.6
Spain 70 24 n.a. 2.8 0.6
Sweden 80 15 62 2.0 14
United Kingdom Flat rate 6 29 0.8 0.1
United States 50 6 n.a. 0.2 n.a.

& Source: OECD, 2002.

L Source: Hansen (2000). Numbers refer to ‘fully disabled’ single persons. Collective agreements may increase the replacement rate in
disability.

¢ Source: OECD (2004)

d Source: Eurostat online database.
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Social insurance in the Netherlands in 2006

In 2006, the government replaces the current occupational disability scheme (WAO) by the new Act on Work and
Income according to Labour Capacity (WIA). Just like the WAO, the WIA offers insurance for occupational diseases and
employment injuries (risque professionnel) and for other risks (risque social). People can apply for WIA after a period of
two years of sick leave, which are covered by employers. The WIA consists of two schemes: one for the fully and long-
term disabled (IVA), and one for the partially disabled (WGA). Fully and long-term disabled means that someone will
never be able to earn more than 20% of his previous salary. The IVA equals 75% of the final wage until retirement. It is
financed by uniform national premiums paid by employers. The WGA applies to people who are less than fully disabled,
but who have lost more than 35% of their previous work capacity. During the first period, the WGA entitles a partially
disabled worker to a benefit based on his last earned wage. If he/she still works, the benefit equals 70% of the
difference between his last salary and his new (lower) wage. If he does not work, the benefit is 70% of the last wage.
The duration of the benefits is in accordance with the rules of the Unemployment Insurance Act (see below). When this
duration expires, a WGA claimant is entitled to a follow-up benefit. This benefit is lower if the WGA claimant does not
work, which gives an incentive to maintain in the labour market. Partially disabled workers who incur less than 35% drop
in wages are not entitled to WGA benefits. From 2007 onwards, the WGA will be partly privatised. In particular,
employers will have the opportunity to opt out of the public system and switch to private insurance companies. The
premium in the WGA will be experience rated. This gives employers an incentive to prevent disability.

In 2006, the Dutch government will introduce a new Unemployment Insurance Act. Compared to the old scheme, a
number of changes are implemented. First, the new act will reduce the maximum duration of unemployment benefits
from 60 to 38 months. The maximum period will only apply to people with an employment record of 38 years. Second,
the benefit level will be raised from 70% to 75% of the last wage during the first two months of unemployment. After this
initial period, benefits will be reduced to 70% which is equal to the current level. Third, the new act will have more
stringent entitlement conditions. In particular, entitlement will require that someone has worked 26 out of 36 weeks prior
to the application (the ‘26/36 criterion’). At present, the criterion is 26 out of 39 weeks. In the new act, an applicant is still
required to meet to the so-called ‘4-of-5-criterion’, which says that he/she should have received a wage (at a minimum
of 52 days) during at least 4 out of 5 years prior to the application. People who meet these conditions will be entitled to
unemployment benefits for the duration in months that is equals to the employment record in years prior to the
application. Hence, if an applicant has worked 7 years, he/she receives 7 months benefits. People who meet the 26/36
criterion but not the 4-of-5-criterion will only be granted benefits for a period of 3 months. This differs from the old

scheme in which this group receives a lower benefit of 70% of the minimum wage during a maximum of 6 months.

Employee insurance schemes in the Netherlands in20 04

Take up Budget Budget

1 000 persons bin euro % GDP

Disability insurance 968 11.4 25
Unemployment insurance 310 3.8 0.8

Source: CBS Statline

With the previous Welfare Act, local governments could claim expenditures on welfare benefits from the central
government. The new Welfare Act introduced in 2004 changes this. It makes local authorities financially responsible for
the welfare benefits they provide. In particular, local governments receive a fixed budget for welfare benefits and
activation. If they succeed in getting welfare recipients back to work, saved funds can be used for other local spending.
This encourages local governments to invest in efficient administration, tight monitoring and tough activation programs.

While no evaluation of the new Act has been carried out yet, it seems that indeed fewer people receive welfare benefits.

90



4.2

AN EFFICIENT INSURANCE CONTRACT

Insurance against labour market risk can be conmgéad by employment protection
legislation and active labour-market policies. TeCD has constructed popular summary
measures of employment protection legislation. ifkdéator is given in the fourth column of
Table 4.1. It suggests that the Netherlands is sdratabove the average. Closer inspection of
the index learns that hiding behind the averageraatively strict protection for regular
employment in the Netherlands, and relatively lenrotection for temporary employment.
Moreover, employment protection in the Netherlataissists largely of administrative
procedures, while other countries rely relativelygrenon severance pay and notice periods. The
last column of Table 4.1 shows that the Netherlatwtss not stand out in terms of aggregate
spending on active labour-market policy. The Nd#rets spends relatively little on labour
market training and employment subsidies in thegtel sector and (until recently) relatively
much on direct job creation in the public sectatt &hielded employment’ for disabled.

The rest of this chapter explores the role of tedfave state in dealing with labour market
risk. Section 4.2 considers the social benefits@sis from insurance against labour market
risk and elaborates on the optimal insurance cont&ection 4.3 discusses the division of
responsibilities in social insurance. Sectionsahd 4.5 consider how employment protection
and active labour-market policy may improve thefgrenance of the insurance contract, either

by substituting or complementing the insurancetiSeel.6 concludes.

An efficient insurance contract

Welfare gains from insurance

Risk averse individuals dislike uncertainty. Figdré illustrates this. Suppose an individual can
in each period be in either a good or a bad stateh with a probability of one half. Denote
income in the good state lgyincome in the bad state byand expected income bylet u(x)
denote the utility at income x. Risk aversion irapla declining marginal utility of income.
Hence, the utility function in Figure 4.1 has acave shape. A risk averse individual prefers a
certain expected incomever an uncertain combination of income in thedyand the bad

state. Figure 4.1 reveals that in the former cdmeindividual enjoys utilityi(i). When the
individual can not smooth his income across goatitzad states, he or she enjoys OUgb) +

0.5 *u(g), which is less than(i). The difference is the risk premium, which meastthe

welfare cost of uncertainty. Without insurance jwitlials may reduce uncertainty through risk
diversification. Labour-market risk is difficult @iversify, however, because jobs are usually
indivisible and require specialisation in skillsbJdiversification is therefore a costly way to
deal with uncertainty. An alternative is to smootimsumption by borrowing and lending on the
capital market or via family members. If the lergland borrowing rate would be equal to the
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rate of time preference, saving and borrowing k@dapital market would be efficient to deal
with temporary shocks like unemployment or temppdisability (Imrohoroglu (1989)}!

Figure 4.1 Welfare cost of uncertainty

Utility

u(g) —

ui)
Yau(g) + Yau (b)

u(b)

Income

However, capital markets appear to be imperfectahlife. Indeed, there is ample evidence
that individuals face liquidity constraints, espadlgi those who are unemployed (Gruber
(1997)). Therefore, lending rates exceed borrowatgs (Crook and Hochguertel (2005)). This
reduces the opportunity of using the capital mafteetonsumption smoothing in case of
unemployment risk or the risk of temporary disapillnsurance is therefore more efficient to
deal with uncertainty than saving and borrowinguhance exploits the benefits from risk
pooling by providing benefits to the unlucky in easf an insured event, and by financing it
through premiums on the lucky employed to coveraberall expected claims. Pooling ensures
smooth consumption between periods of low and ligbme. This is welfare improving for
risk averse individuals. The BoX\felfare gains from insurantgives some back-of-the-
envelope calculations for this welfare improvement.

Some authors have stressed that there may be pirougains from insurance as well (see
e.g.Sinn (1996)). For instance, risk averse agents anagpt less productive jobs in the
absence of insurance, seg.Acemoglu and Shimer (1999). Reduced uncertaingytdu
unemployment benefits thus improves the qualitypbfmatching by giving the unemployed
more time to search for a better job-worker matuth thereby encourage firms to create
productive jobs. Empirical evidence provides mixesults regarding this claim. One strand of
the empirical literature explores the impact of mpégyment insurance on individual post-
unemployment earnings. These studies are typigathynclusive. Indeed, some find a small but

“*4 For permanent disability risk, the capital market is not a serious alternative for insurance. With these risks, individuals do
not expect to return to the labour market. If shocks are permanent, individuals have no opportunity to borrow against future
good times. In the absence of insurance, they will thus be forced to hold costly precautionary savings.
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Welfare gains from insurance

To illustrate the welfare cost of uncertainty, we use a simple model where instantaneous utility is given by u(x) = x*%(1-
0), where x denotes consumption and 6 is the coefficient of relative risk aversion. Individuals move between good and
bad states. Discounted lifetime utilities in the good and bad state, G and B respectively, satisfy the Bellman equations:
0G=u(g)+o(B-G) and 6B=u(b)+m(G-B), where 0 is the subjective discount rate (set at 0.06), and g and b denote
consumption in the good (normalised to 1) and the bad state. The parameter o stands for the transition rate from the
good to the bad state and  denotes the reverse. These rates are set equal to the average annual flow rates out of
employment and out of unemployment or disability for the period 1991-1997 in the Netherlands (CPB (2005b), Kock
(2002)). The average transition rate from employment into unemployment and disability is 0.09 and 0.014, respectively.
The average transition rate back to employment is 1.34 for unemployment and 0.11 for disability. Hence, employed
individuals are more likely to become unemployed than disabled, but the state of disability is more persistent than
unemployment. For the parameter of relative risk aversion we consider two alternative values: 6=0.5 (less risk averse)
and 6=2.0 (more risk averse) (see e.g. Gollier (2001)). To assess the welfare cost of uncertainty, we consider three
indicators: (i) the difference in instantaneous utility between the good and the bad state, denoted by d; (ii) the difference
in discounted lifetime utility between the good and the bad state, denoted by D; and (iii) the risk premium (R), which is
defined as the difference between the certainty equivalent income (c*) and the expected income, E(c), expressed as a
percentage of expected income. The table below shows the results for replacement ratios of b=0.75 and b=0.50, i.e.
there is an instantaneous shock of 25 and 50% in consumption, respectively. We find for unemployment risk (which is
relatively transient) that d is a close approximation for D. For disability, the difference in d and D is much larger. For the
lower value of risk aversion (©=0.5), the risk premium lies between 0.5% and 0.9% for a replacement ratio of 0.5. For

the higher value of risk aversion (©=2.0), this indicator shows effects up to 4.77%.

Values for costs of unemployment and disability ris k

Unemployment risk ©=05 ©=20

d D R d D R
b=0.75 0.27 0.18 0.11% 0.33 0.22 0.49%
b =0.50 0.59 0.39 0.52% 1.00 0.67 2.86%
Disability risk ©=05 ©=20

d D R d D R
b=0.75 0.27 1.46 0.18% 0.33 181 0.83%
b =0.50 0.59 3.18 0.91% 1.00 5.43 4.77%

d=u(@) -u(b); D=G-B; R=(E()-c*/E(), c*=(m(m+o)+ al(r+a) b %Mo

Four remarks are worth noting to these results. First, subgroups in the population may have different transition rates and
shock sizes and hence costs of these risks. Second, an equiproportionate increase in the flow rates does not affect the
‘risk premium’, ceteris paribus. However, when higher flows make it easier for individuals to smooth their consumption
over periods of employment and non-employment, the risk premium may fall. Third, we use actual data on flow rates. In
case there is no insurance, these rates can be different. Finally, insurance has an ambiguous effect on the risk

premium. The difference in utility (d) falls, but the employment rate falls as well (i falls, o rises).
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positive impact, while others report statisticatigignificant results (see the reviews in Burtless
(1990); and Cox and Oaxaca (1990)). Moreover,iinossible in these studies to distinguish
between the impact of unemployment insurance ochrguality and the reservation wage.
Another strand of the literature is slightly motgportive to the positive impact of
unemployment insurance for match quality. Thesdissuconsider the impact of insurance on
post-unemployment job duration as a measure ofmwaielity. Belzil (2001) reports a weak

but positive impact of the maximum benefit duratimmsubsequent job duration for young
Canadian male workers. Centeno (2002) finds that-poemployment job tenure in Portugal is
longer if unemployment insurance is more generdbis may be an indication of efficiency
gains from generous unemployment benefits. Furtbezmn a simulation study of American
youths, Acemoglu and Shimer (2000) find that, fouyg workers in the United States, the
efficiency gains from unemployment insurance amagarable to the losses on moral hazard at

current levels of unemployment insurance.

Moral hazard

Insurance provides an income transfer to a perscase of a pre-specified event, such as
disability or unemployment. Ideally, the occurrewdéehis event is exogenous. In that case, the
probability of occurrence and the size of the claannot be influenced by the claimant. Yet,
risks are usually partly endogenous. Once insyredple change their behaviour, thus affecting
the probability of occurrence or the size of theral This is referred to as moral hazard.

As long as the behaviour of the insured can besptiyf monitored by the insurer and
verified by a third party, the insurer can stilf@rce an efficient insurance contract. However,
most actions cannot be verified or transactionscas prohibitively large to conclude a
complete contract. This makes more hazard importargnders risks less insurable (see the
Box “How insurable is risk9. The optimal insurance contract then strikeskabce between
the gains from insurance and the costs from mazid. This section discusses moral hazard
effects. It distinguishes between two forms: exeanbral hazard that causes excessive inflows,
and ex-post moral hazard that causes insufficiatitowv from the insurance. On both types of
moral hazard, there exists ample empirical evid¢see De Mooij (2004), for a review).

In the presence of unemployment insurance, sickinessance and disability insurance,
individuals undertake too little action to prevesk and are more willing to enter the
insurance. This ex-ante moral hazard can be claised as an externality. In particular, the
effort by the insured to prevent risk is too lowcaase the benefits of his efforts accrue to the
insurer instead of himself (Pauly (1974)). Workeas, for instance, behave less careful in the
work place, shirk on the job, or be unwilling tavérst in skills to remain employabléAnother
form of ex-ante moral hazard is due to benefit ihgalf the insurer cannot verify claims

because excessive monitoring costs and privacyg releder information asymmetric, erroneous

s Productivity levels may fluctuate across time, e.g. due to temporary or permanent shocks in the output of the firm. By
means of fixed wage contracts, firms insure workers against these shocks. Guiso et al. (2005) show that is this way, firms
are an important vehicle of the insurance provision for the worker.
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How insurable is risk?

Two properties of a risk determine how insurable it is or, in other words, how complete an insurance contract can be:
verification and exogeneity. If risks are fully exogenous and claims can be perfectly verified by the insurer, a complete
contract can be concluded. Full insurance would then be efficient so that people do not have to engage in costly risk
diversification strategies or precautionary savings. Yet, the combination of endogenous risk and non-verifiability makes
insurance vulnerable to moral hazard. In the extreme case of risks that are fully endogenous (i.e. that are the result of
individual choice), or if ex-post verification is impossible, moral hazard is extremely large so that insurance becomes
impossible. In that case, saving is more efficient.

Unemployment and disability risks are partly exogenous and partly endogenous. This renders a combination of
insurance and saving optimal to deal with these risks. Indeed, full insurance with a 100% replacement rate does not
exist in practice. The more endogenous or less verifiable these risks become, the less insurable they get as the cost of
moral hazard increase. Especially for small risks, such as short-term unemployment or temporary sickness, endogeneity
and non-verifiability render savings probably more efficient than insurance. This is because the benefits from insurance
are only small, while the costs due to moral hazard can be large. Saving then outperforms insurance.

There are indications that disability risk is becoming increasingly difficult to verify across time. In particular, the share of
non-verifiable mental causes of disability tends to be increasing over time (Aarts et al. (2000)). This makes it more
difficult to insure those forms of disability. Therefore, the Netherlands has now reformed its system of disability
insurance to distinguish between verifiable full disability and non-verifiable partial or temporary disability risk.

In light of the limited insurability of unemployment risk due to endogeneity and verification problems, it is sometimes
suggested to substitute unemployment insurance by Individual saving accounts for unemployment (Feldstein and
Altman (1998); Orszag and Snower (1997); Bovenberg and Sorensen (2004)). With individual saving accounts, part of
the insurance premium is replaced by a mandatory contribution that is credited to an individual public account on which
a person receives interest. During a period of unemployment, individuals are allowed to draw money from their account.
If a person is short of funds during unemployment, he/she can borrow from the government at the same interest rate.
Individuals who end up with a positive account at the end of their working life are allowed to increase their pensions or
transfer it to relatives. Individuals will be bailed out if they end up with a negative account at their pension age or when
they die. This latter involves insurance against the risk of low lifetime income. This insurance is more targeted than
under social insurance as the government no longer smoothes the lifetime consumption among individuals with high
lifetime incomes. An individual saving account provides better incentives to avoid moral hazard than unemployment
insurance. Indeed, the unemployed will internalise the cost of unemployment benefits and have no incentive to increase
in an inefficient way the frequency or duration of unemployment spells. In that sense, they provide liquidity insurance
more efficiently. These efficiency gains, however, originate from lower insurance. Still, the bail out of those with a
negative balance maintains the moral hazard problem with the group that relies on public support. Indeed, individuals
with a negative account face little incentive to find work as additional unemployment has no personal cost. To combat
moral hazard with the public bail out, savings should be mandatory. Mandatory savings, however, imply that people
need to accumulate an inefficiently large stock of capital to cover the potential future risk in their human capital. This is
typically less efficient than insurance. For small risks, however, savings can be more efficient than insurance. In
particular, the benefits of less moral hazard may then dominate the cost of less insurance (including the effects on
match efficiency). This suggests that individual saving accounts are a poor substitute for large risks, such as long
unemployment spells, but a good substitute for small risks, such as short unemployment duration. Indeed, saving
accounts may be introduced to cover the income loss in unemployment during a short period of waiting days. Indeed,
Stiglitz and Yun (2002) find that a combination of contribution-funded individual savings and tax-funded social insurance
is optimal. The tax-funded share is found to decline with the moral hazard effects and to increase with the magnitude of

the risk and the degree of risk aversion.
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admissions occur. Indeed, people who voluntarily tipeir job may opt for unemployment
insurance by pretending they meet the eligible ireqments. Likewise, people may pretend they
are sick or disabled in order to claim sicknesstailgty benefits.

What do we know about these ex-ante forms of nwaahrd empirically? On the basis of a
literature review Krueger and Meyer (2002) concltit®, conditional on unemployment or a
job separation, an increase of 1% in unemploymengefits raises the frequency of
unemployment insurance claims by 0.5%. Regardisgtidlity insurance, empirical research for
the Netherlands suggests that during the 1980’s1880's, about half of the people assigned a
disability benefit were actually able to work (Amend De Jong (1990); Westerhout (1995)).
Van Vuren and Van Vuuren (2005) find an elasticity2.5 for the inflow in disability with
respect to the benefit level. These findings areesshat larger than the elasticity of 1.6
reported by Gruber (2000) for Candalso for sickness insurance, there is indirectlence
on moral hazard. For instance, sickness absenteaersis to rise with labour-market tightness,
i.e. when the risk of job lay-off is small (Stegem(@005)). Moreover, it is higher for people
with permanent job contracts than for people wétinporary contracts (Askildsen et al (2002)).

Ex-post moral hazard implies that individuals remiaithe insurance too long. Specifically,
insured agents do not take into account the extgaias from exit when determining their
individual exit decisionsg.g.via job search and job acceptance. These extganad may take
the form of an expansion of the tax base or a f@mluin insurance expenditures. Labour
economists typically conclude that unemploymentiiasce and disability insurance thus
reduce the search intensity to inefficiently lowdés and raise the reservation wage of the
insured to inefficiently high level¥.Empirical evidence supports the importance of estp
moral hazard in unemployment insurance. For ingaimsuggests that overall unemployment
durations increase with the level of benefits. &mmple, Layaret al. (1991) report that an
increase in the benefit level by 1% raises unempbyt duration by between 0.2 and 0.9%.
Atkinson and Micklewright (1991) report a rangevibegn 0.1 and 1.0%. In a more recent
survey, Krueger and Meyer (2002) conclude thatlastieity of unemployment duration with
respect to the benefit level of 0.5% representsaaanable summary estimate of the literature.

Another strand of empirical literature explores itgact of insurance duration on exit rates
from unemployment. Katz and Meyer (1990), for exlampstimate for the United States that
one week increased benefit duration raises theageetduration in unemployment insurance by
1 day. Card and Levine (2000) report a disincereiifect of 0.5 days while recently Lalive and
Zweimuller (2004) find an effect of about 0.4 d&ysAustria. The literature reveals further
that unemployment benefit duration affects theguatbf the exit rate out of unemployment.
Indeed, many studies report sharp increases iaxiheate just before benefits expire (see Van

6 van Sonsbeek and Gradus (2006) argue that the strictness of entry conditions is important for the size of this elasticity. As
entry criteria have become substantially tighter due to recent reforms in the Netherlands, they assume that an elasticity of
0.75 is a plausible value under the current Dutch institutions.

“" Note, however, that for individuals that are not insured yet, or are close to insurance exhaustion, unemployment insurance
and disability insurance may increase the search effort and lower the reservation wage via the so-called ‘entitlement effect’
(Mortenson, 1977).
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Ours and Vodopivec, 2006 and the references themliso cross-country evidence suggests
that benefit duration raises the rate of unemployrleayardet al(1991); Nickel and Layard
(1999); De Groott al( 2004)).

Table 4.2 Ex-ante effects of a reduction in social benefits on the income distribution and institution s?

Unemployment Disability
Real after-tax incomes
Working families 0.1 0.3
division of labour

single earner couples 0.1 0.2
two earner couples 0.1 0.3
parenthood
with young children 0.1 0.2
without young children 0.1 0.3
skill level
both partners low skilled 0.1 0.2
mixed partner skills 0.1 0.2
both partners high skilled 0.1 0.3
Working singles (no children) 0.1 0.3
low skilled 0.1 0.2
high skilled 0.1 0.3
inequality index for singles (Theil coefficient) 0.1 0.3
Social benefit recipients
unemployed -6.1 0.3
disabled 0.1 -52
welfare recipients 0.1 0.2
Retired 0.1 0.3
Aggregate inequality index (Theil coefficient) 0.3 0.7
Institutions
Marginal tax burden (absolute change) -0.1 -0.2
Replacement rate (absolute change) -2.3 -1.2
Income tax rates (absolute change) -0.2 -04

& The first column shows the effect of a reduction in unemployment benefits across-the-board by 10%. The second column shows the
effects of a reduction in disability benefits across the board by 10%. Savings on benefit payments do not reduce premium rates, but are
transferred to the government to reduce income tax rates. All figures are expressed in relative changes unless indicated otherwise.
Source: MIMIC simulations.

Quantifying moral hazard effects

To illustrate the long-term labour market effectsacial insurances, Tables 4.2 and 4.3 show
simulation results with MIMIC of a reduction in ungloyment benefits and disability benefits.
In particular, we reduce the average benefit lbyel0% for, respectively, unemployment
insurance and disability insurant®The reduction in unemployment benefits saves dnipu
expenditures, which allows for a 0.2%-point redutin income tax rates. The 10% reduction

“8 |nstead of lower benefit levels, this policy may also be interpreted as a reduction in unemployment benefit duration, a
reduction in the maximum daily benefit rate, or a move from insurance towards individual savings. Each of these policies
reduces the average replacement rate. The reduction may reflect also lower supplementary benefits agreed upon in sectoral
negotiations between employers and employees. In our simulations, we do not explicitly take these supplementary benefits
into account.
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in disability benefits allows for a 0.4%-point rexion in tax rateé’ This effect is larger than
for unemployment benefits because expendituressatitity insurance in the Netherlands is
higher than those for unemployment insurance.

Table 4.2 shows that the reduction in benefit levetuces the income of, respectively, the
unemployed and the disabled, while it benefitsitieeme of all other groups. The reduction in
social benefits reduces the average replacementTrhis average is determined partly by the
replacement rate of unemployed people and partigasfe who are partially disabled. For this
latter group, the benefit replacement rate maftersur aggregate replacement rate measure
because these people are expected to work forrdsdual earnings capacity. Those who are
permanently disabled are not included in the aggeemeasure for our replacement rate since
they are unable to work. As a result, lower diggbilenefits exert a smaller impact on the
overall replacement rate than lower unemploymenebts.

a

Table 4.3 Long-term effects of a reduction in socia | benefits on the labour market
Unemployment Disability
Producer wage -1.1 -0.6
low skilled -11 -0.6
high skilled -11 -0.6
Labour supply in hours 0.2 0.2
primary earners 0.1 0.1
secondary earners 0.3 0.3
single persons 0.1 0.2
Female participation rate 0.3 0.3
Share of high-skilled labour supply 0.1 0.1
Employment 0.7 0.5
low skilled 0.8 0.5
high skilled 0.7 0.5
Unemployment rate (absolute change) -04 -0.1
low skilled -0.7 -0.3
high skilled -0.3 -0.1
Production 0.6 0.5

2 See Table 4.2 for simulation details. Al figures are expressed in relative changes unless indicated otherwise.
Source: MIMIC simulations.

Table 4.3 shows that the lower replacement ratgstbeeduce unemployment. This operates
through three channels. First, it raises the owtfiom unemployment due to a higher search
intensity of the unemployed and a lower reservatvage (a moral hazard effect). This makes
job matching easier so that unemployment fallsoB8dclower unemployment benefits directly
reduce the fallback position of workers in the whgegaining process. This moderates wages

49 Lower social benefits would normally lead to a reduction in social security premiums rather than taxes. To make the
simulations comparable with other simulations in this study, we assume that the premium rates remain unchanged and that
the budgetary savings are transferred to the public budget. This allows the government to cut tax rates.
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and reduces equilibrium unemployment (a generalibgum effect) *° Finally, lower
unemployment benefits allow for a lower tax burdehis stimulates wage moderation and
reduces equilibrium unemployment (a tax burdencgff@ able 4.3 shows that lower
unemployment benefits reduce the unemploymentate 3% while lower disability benefits
reduce it by 0.1%. We see that labour supply expdéiyd.2% in both experiments due to a
lower marginal tax burden induced by lower taxsat@verall, Table 4.3 reports a 0.5% and
0.7% rise in employment if disability and unempla@mhbenefits are reduced, respectively.

Optimal unemployment insurance on the back of an en velope

Bailey (1978) derives an elegant expression for optimal unemployment insurance where the loss due to moral hazard
equals the smoothing gains from insurance. Let g and b denote consumption in employment and unemployment, and 6
the coefficient of relative risk aversion (see also the Box "Welfare gains from insurance”). Furthermore, we introduce &
as the elasticity of unemployment duration with respect to the unemployment benefit level, which captures the moral
hazard effect. Maximising social welfare for a given individual incentive compatibility constraint yields the following
implicit function for the optimal unemployment insurance as a percentage of the wage (rr*): (g(rr*)-b(rr*))/g(rr*) x 6 = €.
At the optimal level of unemployment benefits, the smoothing gain on the left-hand side of the equation equals the cost
of moral hazard on the right-hand side. The quotient term falls in rr*. Hence, a rise in € or a fall in 6 has to be balanced
by a drop in rr* to restore optimality. We consider 6 = 0.5 and 2.0. The empirical literature suggests that ¢ is around 0.5
for unemployment insurance. That leaves us with the expression for the term on the left-hand side of the equation.
Gruber (1997) finds the following empirical relation for (g(rr)-b(rr))/g(rr) = 0.24 - 0.28 rr. One interpretation of this
relation, which requires substantial extrapolation though, is that in the absence of unemployment insurance
consumption would be 24% lower in unemployment than in employment. Due to the displacement of other smoothing
mechanisms the ‘consumption replacement rate’ rises less than the ‘income replacement rate’. Indeed, as individuals
are able to smooth consumption via e.g. the capital market or a working spouse, differences in consumption between
employed and unemployed workers will be smaller than differences in income. Superimposing the empirical Gruber
relation for the Netherlands, we find an optimal replacement rate of 0 for both 8 = 0.5 and 6 = 2.0. Only if 6 = 5 or if the
shock in consumption is 39% (combined with 8 = 2), the formula reveals an optimal (income) replacement rate of 50%.

Do these results imply that the level of unemployment insurance in the Netherlands is higher than the optimum? Not
necessarily. Gruber (1997) notes five reasons why the Bailey formula may understate the benefits of unemployment
insurance. In particular, the optimal insurance level may be higher when (i) unemployment duration is stochastic; (ii) the
insurance makes non-insured better off; (iii) the insurance redistributes income to individuals with low lifetime income;
(iv) there are negative net search externalities; and (v) the insurance stimulates the accumulation of specialised skills.
To this we can add the potential productivity gains due to more risk taking on the part of workers (see section 4.2) and
the observation of Chetty (2004) that risk aversion is higher for unemployed workers (e.g. due to liquidity constraints).
Yet, there are also reasons why we may expect the optimal unemployment insurance to be lower. For instance, Bailey
does not consider differences in leisure nor does he capture moral hazard on the inflow into unemployment insurance.
Still, the contribution of Bailey is to capture the trade-off between insurance gains and moral hazard in a simple formula,

where we have some empirical knowledge of the relevant parameters.

0 Empirical evidence confirms this (Van der Horst (2003); Graafland and Huizinga (1999)). Recent estimates by
Kranendonk (2004) suggest an elasticity of the replacement rate of 0.28 for the Netherlands.
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An efficient insurance contract: sequencing, entitl ement and eligibility

The optimal insurance contract strikes a balantwd®n the benefits from insurance and the
costs of moral hazard. Some simple calculationtheroptimal level of unemployment
insurance are given in the Bo®ptimal unemployment insurance on the back of aelepé.

It illustrates the key parameters in the desigarobptimal insurance contract. Yet, life is too
complicated to be summarised on the back of anlepeeTherefore, we consider some
additional issues in the design of the insuraneeract below. In particular, we focus on
optimal sequencing, entitlement restrictions amgitglity requirements.

The literature on optimal unemployment insuraneegisome guidance on the pattern of
benefits over the non-employment spell. Specificé@havell and Weiss (1979) show that with
moral hazard in outflows, the benefits should decbver the non-employment spell to
motivate workers for job search. Many authors Haued similar results in slightly modified
settings (Fredrikson and Holmlund (2003)). It imsistent with the idea that becoming
unemployed is more or less exogenous for the wotkerthat remaining unemployed is more
endogenous (i.e. ex-post moral hazard is more itapbthan ex-ante moral hazard). Yet, some
issues qualify this optimal time pattern of berggfduch as moral hazard on inflows and if only
the benefit level of the short term unemployecelevant for wage pressure. Moreover, the
welfare gains from insurance become larger at longemployment durations when credit
constraints become more relevant. Longer duratdst provide better protection of specific
human capital, although wage insurance might peosid alternative insurance against the loss
of specific skills (see the BoxWage insurancg. Indeed, a short unemployment spell involves
a small risk for which saving might be more attiaethan insurance. Whether or not it is
optimal, declining unemployment benefits are raéddn most unemployment insurance
schemes in OECD countries. In particular, unempleynbenefits are usually of limited
duration, after which the unemployed have to relywelfare benefits.

Wage insurance

Exit from unemployment insurance may be discouraged if benefits depend on the last-earned wage. In particular,
unemployment benefits can actually be higher than the wage that workers can earn in a new job if they previously had a
high wage due to job-specific skills. These skills cannot be rewarded by a new employer due to their job-specific
character. A way to overcome this problem is wage insurance. It implies that the worker receives supplementary
insurance payment from the insurance if he/she accepts a new but lower paid job (for the prolonged entitlement period
for unemployment benefits). This makes exit from the insurance financially attractive, even if the initial wage in a new
job is low. Especially for elderly workers who have acquired substantial specific human capital, wage insurance may
remove a barrier to exit unemployment. Forms of wage insurance exists in the United States, Canada and Switzerland.

Entitlement conditions restrict the inflow of workdnto social insurance schemes, usually by
requiring a sufficient record of contributions framork. Workers with a long employment
history are usually entitled to longer benefit dima than workers with a short employment
history. Hence, the former receive better insurdac¢he same premium than the latter group.
Entitlement conditions will prevents individual®ifn working briefly only to claim benefits.
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This benefit cheating can be prevented also bgdhtting a waiting period during which no
benefits are provided.

Once insured, there are several behavioural oiggfor benefit recipients to be eligible
for support. Its primary aim is to encourage eyiifcreasing the search intensity and reducing
reservation wage of the unemployed. Most empistadies -- primarily for the United States
and the United Kingdom -- find a significant posdtieffect of more stringent job search
requirements on search activities and exit ratesdftksson and Holmlund (2003)). Eligibility
conditions thus reduce moral hazard in outflowsheuit hurting the insurance of those actively
searching for work. Also mandatory work requirenseéntexchange for benefits (‘workfare’) is
found to support exit from unemployment. Compliandth the eligibility conditions calls for a
proper system of monitoring and sanctions. Moniiis necessary to prevent voluntary job
quitters to collect unemployment benefits. Survieythe Netherlands, for instance, suggest that
non-compliance is important: 25% of the unemploiyetthe Netherlands undertake too few job
applications while 15% fails to accept suitable ¢dters (Verkoreret al. (2002)). Sanctions
have become an increasingly popular tool in manZDIEountries (Grubb (2000)). They seem
effective in increasing the transition from unemypi@nt into employment. For instance,
Abbring et al. (2005) find that a reduction in unemployment b#aefue to sanctions
substantially raises the exit rate out of unemplegtin the Netherlands. The elasticity of the
benefit level is estimated at 3, i.e. a 1% reduciiothe benefit due to a punitive sanction raises

the re-employment rate by 3%.

Menu of contracts

Instead of uniform insurance contracts, the government can also offer a menu of contracts from which workers can

choose (see Rothshild and Stiglitz (1976)). This is what we usually observe in private insurances. In the menu, some

contracts will combine high insurance premiums with generous benefit provisions, while other contracts will combine a

lower insurance premium with less insurance. The lower insurance could take different forms, such as lower benefits,

shorter duration or a waiting period. People can then voluntarily choose the contract that best suits their preferences.

The menu provides better incentives to combat moral hazard for individuals who choose for the cheaper contracts. Yet,

it also introduces self-selection which reduces the possibility to maintain the implicit cross-subsidies from low-risk to

high-risk agents. Accordingly, introducing self selection meets the trade-off between equity and efficiency.

In the Netherlands, sanctions usually run betweand20% of the unemployment benefits in
case someone gets caught. Moreover, they are ibédirduration. It implies that there is still
room for intensifying sanctions,g.by increasing benefit cuts in case of non-comgkaor by
making sanctions permanent rather than temporaay Qurs (2003)). This would provide
stronger incentives to comply with the eligibilitgquirements and would increase exit from
unemployment. With MIMIC, we have simulated the auopof intensified sanctions. In
particular, we impose an additional sanction edaivato a 20% benefit cut during 3 months if
someone is caught for non-compliance. In the magelimplemented this via two inputs. First,
the sanction reduces the unemployment benefitfuse people who get caught. Based on
recent surveys, we assume that 3% of the unempisyiadeed confronted with this reduction
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in their benefit. Second, the sanctions causeexdgice effect since all unemployed face a
higher expected benefit cut in case of non-compéarccordingly, the unemployed have less
freedom to enjoy their leisure during unemploymautinstead face strict job-search
requirement and perhaps other reintegration effévies model this deterrence effect via a lower
value of leisure during unemployment. The reduciiothis value is calibrated so that our
simulations reproduce the elasticity reported bty et al. (2005). The result of our
simulation is presented in Table 4.4. We only pnesggregate variables as the distinction
between skills is irrelevant for this policy. Taldlel shows that the sanction reduces the overall
unemployment rate by 0.1%. It comes down to a deddiy 7 000 people. The corresponding
reduction in the average unemployment benefititlyfamall since the benefit reduction
applies only to a small share of unemployed. Hesarctions are an effective instrument to
fight moral hazard in unemployment insurance, withcausing a reduction in benefits for most
benefit claimants®

Table 4.4 Long-term effects of sanctions on the lab  our market a

Producer wage 0.1
Labour supply in hours 0.0
Female participation rate 0.0
Share of high-skilled labour supply 0.0
Employment 0.1
Unemployment rate (absolute change) -0.1
Production 0.0

2 A sanction of 20% benefit reduction during 3 months is imposed to 3% of the unemployed who do not comply with the eligibility criteria.

All figures are

expressed in relative changes unless indicated otherwise.

Source: MIMIC simulations.

4.3

Efficient administration

The trade-off between insurance and incentivesestgdhat for a given level of insurance, it is
optimal to minimise moral hazard. This calls foraministration that effectively fights dismal
behaviour of the insured. The question is: whanigfficient administration? Is it a public
monopoly or would it be competing private compadiéhe assessment depends on the balance
between market and public failures.

Market versus public failures

In principle, insurance contracts can be efficigstipplied by the market if complete contracts
can be designed. This requires that at least twditions are me¥’ First, risks should be
independent across the insured. This does not appiyever, to unemployment risk which is

1 Note, however, that we take no account of the transaction costs associated with monitoring and enforcement. Moreover,
tighter job-search requirements and monitoring impose a cost in terms of privacy of benefit claimants.

52 Other conditions are that the probability of occurrence should be smaller than unity and that the probability distribution of
the insured event is estimable (Barr, 1992).
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correlated with the business cycle. With correlatiedcks, insurance cannot benefit from the
pooling of idiosyncratic risks. The insurer themeftoears a substantial risk as the ex-ante
premiums paid by the insured will not always cover benefit obligations of the insuretg.
during a recession. To meet its obligations, tiserier would need to accumulate substantial
buffers. Still, it may not be able to guarantedrtbemmitments regarding benefit payments as
it can go bankrupt in case of a deep recessionpiibbc sector is better able to deal with
unemployment risk because it can force peoplentnfie public deficitg.g.by raising taxes,
and it can engage in intertemporal risk shafihg.

The second condition for private insurance to baplete is that information about risk
profiles is symmetric and verifiable. This conditiis violated if people have private
information about their risk profile, i.e. infornian that the insurer cannot verify. High
transaction costs and legal barriezgy(to protect privacy) usually put limitations on the
amount of screening that insurers can undertakis.réhders asymmetric information
important. It can cause a breakdown of the priirsgarance market due to adverse selection
(Akerlof (1970))>* This underinsurance problem may provide a cassdoial insurance.
Indeed, compulsion by the state can prevent unsierémce by forcing agents to participate in a
pooling contract®

While social insurance — i.e. insurance that ispalsory and that does not allow for exit --
is desirable in case of unemployment insurancedsability insurance, it can suffer from
government failures. This holds in particular foe fpublic administration. Administrative tasks
include the assessment of claims, the provisianafrance benefits, the monitoring of
eligibility requirements, the organisation of weHdao-work services, and the imposition of
sanctions in case of non-compliance. For disaliitisyrance, a substantial part of the
administrative efforts deal with the assessmeictaims. For unemployment insurance,
providing welfare-to-work services and monitorirrg anore important.

When discussing the design of an efficient admiaiiin, the key trade-off is that between

adverse selection and moral hazard. Organisinganse as a public monopoly would rule out

%% Note that governments use social insurance also as a redistributive instrument by enforcing a compulsory pooling
equilibrium, thus providing ex-ante redistribution from low-risk individuals towards high-risk individuals. As with redistributive
taxes, also redistributive social insurance hurts the incentives to supply labour. The distortionary impact of social insurance
premiums differs from that of taxation, however. In particular, an additional hour of work yields a lower net payment if the
marginal tax or insurance premium increases. With taxes, there is no individual benefit associated with this increased tax
since the revenue is spent publicly. A higher social premium, however, may increase individual insurance rights due to an
actuarial component of the insurance. This part of the insurance premium works like a non-distortionary benefit tax. The
labour-supply distortion originates only in the cross-subsidies from low-risk to high-risk individuals. Indeed, the tax
component raises the social premium for the low-risk agents without yielding additional insurance rights. The distortionary
impact of social premiums on labour supply is thus expected to be smaller than that of taxes (Disney, 2004)

** Since the late 1990s, Dutch firms can opt out of the public scheme and shift towards either private insurance or self
insurance of disability risk of their employees. Deelen (2005) finds that selection by these companies has been important as
low-risk firms have indeed opted out of the public scheme.

% See also Teulings et al., 2003. This underinsurance problem can be reinforced by other behavioural characteristics of
people. For instance, people may underestimate the risk due to bounded rationality. Moreover, a public minimum income
guarantee via welfare benefits may induce people to buy too little insurance on the market. The latter is a form of moral
hazard associated with the welfare scheme.
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adverse selection. Yet, it may not effectively fighoral hazard. In particular, a public
monopoly is likely to minimise exclusion becauskds weak incentives to limit the use of
insurance. Conversely, competing private admirtisina have better incentives to combat
moral hazard problems, thereby minimising erroneamimsissions. Yet, under private insurance
adverse selection problems and erroneous denglg&aly to become more important (see also
CPB (1997)).

There are three ways to deal with the dilemma betwaoral hazard and adverse selection:
(i) public provision of social insurance, while atimg (quasi-)incentives for public offices; (ii)
private provision of social insurance, with the goyment acting as a (strict) regulator; and (jii)
public and private provision of social insurances @scuss these three designs below.

Public provision using (quasi-)incentives

When looking at the administration of public soéreurance, the relation of the government
vis-a-vis administrative offices can be described principal-agent context. Public
administration offices (‘the agents’) often havasiderable discretion in fulfilling their tasks.
Eligibility is formalised in a number of rules, biliere remains room for discretion. For the
administration of welfare-to-work services, deas@re even harder to capture in rules, and is
therefore largely handed over to case managers, Tithe government — the principal —
wants to judge public insurance offices on thenfgrenance it cannot rely on rules only. The
government has to steer on outcomes as well anddgréquasi-)incentives. In the Netherlands,
experience with the administration of disabilitgimance has shown that the consequences of
leniency in the assessment of claims can be sufatdn particular, in the eighties the inflow
of hidden unemployed in the disability insuranckesne was extremely high.

Steering on the basis of outcomes implies a nesvfoslthe government in various respects.
Indeed, the government first needs to develop eaefsr indicators for the evaluation of
administration offices. This information then candsed to compare offices in benchmark
studies. Subsequently, the government must judiggesfon the basis of output indicators. It
can then either rely upon naming and shaming wieefopnance is below par, or invoke some
sort of penalty (monetary of non-monetary) on isnagement®

Creating incentives for public administrators igkatively new phenomenon so that
evidence on their effects is scarce. Burgegss. (2004) evaluate a pilot program with team-
based financial incentives for the administratibmmemployment insurance in the United
Kingdom (Jobcentre Plus). They show that the uggedbrmance pay had a significant effect
on the number of job placements, especially forllemadministrative offices, without an

impact on the quality of servicés.

% See Koning and Deelen (2003) for a more extensive discussion on this new role of the government, in particular with
respect to the organisation of unemployment and disability insurance in the Netherlands.

57 Other studies have analysed the side effects of these incentives. For instance, Heckman et al. (1996) investigate the
incentive of welfare-to-work offices to cream-skim the best training candidates after being exposed to monetary rewards for
the performance of program participants. The authors find that the size of cream skimming is limited.
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Private provision

Moral hazard problems are the major argument te Ipsivate provision of social insurance.
This, however, does not mean that this rendersaileeof the government trivial: in practice,

the government often sets the basic eligibilityecia and benefit levels of insurances, acts as a
supervisor, and imposes acceptance obligationsvatp insurance companies. Thus, the
government uses its force of compulsion to avereegk selection, while maintaining sufficient
competition between private insurance companies.

In the Netherlands, sickness insurance has beeatiggd in 1993. It has led to a substantial
reduction in the incidence of sickness absenteéismieboom and de Jong (2004)). For the
United States, evidence is available from the Wicrkeompensation scheme for disabled
workers (see Van Vuren (2005), for a surv&yThese studies find public offices to have lower
administrative costs than private insurance congsarsuggesting that scale advantages are
important>® At the same time, private insurance companies shiower incidence of
disability, indicating that they better reduce nidvazard problems.

Public and private provision
The administration of social insurance can be aedhbesponsibility. In designing mixed
schemes, one should be careful not to violate xbRisivity requirement of efficient insurance
(see the BoxIhefficiency of the cappuccino mogelA proper combination of public and
private provision may combat both moral hazard asiekrse selectiomr,g.if a public
monopoly is responsible for activities where adeesslection is likely to occur and private
market incentives are directed to activities whaogal hazard is important. The assumption
underlying such a design is, however, that admatise tasks can be divided without costs.
This is doubtful in practice. For instance, theeassnent of claims and the organisation of
welfare-to-work activities are related activitid$us, handing over tasks to private insurance
companies can result in substantial administratdats (Koning and Onderstal, 2062).
Private and public insurers may also compete. Wishich a setting, public offices act as
‘insurers of last resort’, ensuring insurance fbckents. An advantage is that, as one of the
players in this market, the public provider is bethformed about the practice of private
insurance companies, thereby strengthening thisira®supervisor of the market. However, it
is uncertain whether a mixed market will persistiat either the public office, or the private
insurance companies will be driven out of the markioreover, creating a level playing field
when one of the players is a supervisor is a nieiattask.

%8 Studies comparing the performance of public and private insurance systems are scarce. They require systems to be
similar in several relevant aspects — in particular regarding the composition of the insured population. In practice, private and
public systems may differ along various institutional dimensions, which complicate the interpretation of such a comparison.
%9 Next to scale advantages, lower administrative costs may arise as public offices do not have to make financial
reservations, do not have to pay taxes and profit margins to shareholders, and do not have to make acquisition costs (Aarts
en de Jong, 1999).

% Since the late nineties, various countries (among which Australia and the Netherlands) have privatised the market for
welfare-to-work services of unemployment insurance arrangements and social assistance, while maintaining a public
(monopoly) administration of claims assessment. Until now, evidence on the efficiency of these mixed systems is absent.
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Inefficiency of the cappuccino model

If private insurance companies or social partners supplement public (statutory) insurance benefits, we talk about the
‘cappuccino model’. In particular, it makes different parties (layers) responsible for insurance of the same risk. The
cappuccino model applies to, for instance, the structure of pension schemes in the Netherlands. This consists of a
publicly financed basic pension, a supplementary defined benefit scheme that is agreed upon by social partners, and a
voluntary defined contribution scheme that is supplied by private insurance companies.

The economic literature reveals that the cappuccino model is inefficient as a way to provide social insurance when
moral hazard is present. In particular, the model violates the so-called exclusivity condition (Pauly (1974)). This
condition states that exclusivity is necessary to provide proper incentives for the insurer to prevent moral hazard.
Indeed, if the responsibility would be divided among different agents, each of the responsible agents would face a
limited incentive to combat moral hazard as part of the efforts would benefit the other insurers. These externalities lead
to too lax enforcement. For this reason, private insurance contracts usually do not permit insurance of own risk with
another insurance company. In the Netherlands, where both disability and unemployment insurance arrangements are
supplemented by social partners, violation of the exclusivity requirement seems to have triggered particularly older
workers to use these arrangements as (substitute) pathways into early retirement (Lindeboom (1996)). That the
cappuccino model is feasible for pensions is because moral hazard is absent here.

A single insurer for different risks may also be attractive if these risks are correlated. For instance, if the unemployment
risk is insured by a public agent and disability risk by a private company, there are opportunities for private insurance
companies to transfer disability risks to the public sector. Putting these insurances in one hand prevents shifting of risks.

4.4 Active labour-market policies

Active labour-market policies may reduce ex-postahbazard by increasing the outflow from
social insurance. Thus, it can be part of an optinsarance contract. Activation consists of
training, job search assistance and relief jobsnimnitoring and sanctioning may be
considered as activation policies as well. Thigisadiscusses the theoretical and empirical
findings from the literature on active labour-mdrgelicy.

The economics of active labour-market policy

The theoretical literature provides three key argnts for government involvement in active
labour-market policy: moral hazard, incomplete infation, and redistributioft. Moral hazard
may occur in decisions to engage in schoolingtjaiming or job counselling. Indeed,
unemployment benefits can reduce the incentiveariemployed individuals because part of
the gains from their effort accrues to the insufée government may thus provide incentives
for people to increase effort so as to raise axitod unemployment. Incentives can be
improved through monitoring and sanctions, andughothe obligation to participate in an
activation program.

The second reason for active labour-market poficjuie to incomplete information. First,

workers and firms may not be fully informed abali ppportunities and workers seeking for
jobs. This creates frictional unemployment. Secdinehs may be hesitant to hire workers as
they cannot observe their productivity. Similasygrkers may underestimate the value of jobs

¢ For an overview of the diverse effects of active labour-market policies in theory see Calmfors (1994).
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by focusing on wage offers only. Job training fiéieis may then help to alleviate these
information problems. The mere existence of infdiaraproblems is, however, not an
argumenper sefor government intervention. It is only efficieifithe government were better
informed on job and worker characteristics thank&os and employers themselves. If not,
public intervention is likely to lead to governméaiures of similar proportion as the market
failures that it tries to alleviate (Petrongola dhdsarides (2000)).

The third reason for active labour-market policyadistribution. Redistributive effects can
be substantial, especially when unemployed woraeffered relief jobs. This form of
redistribution can be attractive, even if relidb$oare economically inefficient. The reason is
that it provides a targeted form of redistributtoriow productivity workers. Moreover,
employing people that would otherwise feature loegrga unemployment may have an intrinsic
value associated with social inclusion, a valué ¢jeees beyond the mere value of production.
Yet, relief jobs may not lead to substantial saging insurance costse-g.as a result of
substitution or displacement of other workers. Thiigy may come at the expense of
employment among workers with a higher productivitie question is thus whether relief jobs
are the most efficient instrument to achieve reithistive objectives.

Empirical evidence on active labour-market policy

With some exceptions, empirical micro studies pileva rather dismal picture of the effects of
active labour-market policy (seeg.Calmforset al. (2004); Friedlandeet al. (1997); Heckman
et al.(1999); Martin and Grubb (2001%) First, while (public) job training programs redube
rate of registered unemployment during the traimiegod, the effect on the likelihood of
finding a regular job afterwards is generally fouade insignificant. This holds in particular
for youth programs. In some cases, unemploymerattidins may even rise as the unemployed
have less time to search for a regular job. For @mmore positive results of training
programs are reported. Second, relief jobs in th®ip sector and selective employment
subsidies for low-skilled workers aim to encouraggloyment among the low-skilled. These
programmes indeed create jobs and help to intetiratlw-skilled unemployed in the labour
market. Yet, these programs are found to be ingffein helping the unemployed to re-enter in
the regular, open labour market. Indeed, individigbically get locked in these programs,
while substitution and displacement effects aresimi@rable. For instance, Swedish public work
programs are found to crowd out regular jobs forertban one half. As a result, the effect of
these relatively expensive programs on aggregapdogment is very modest at best. Finally,
job search assistance via government operatedrabartket exchange and placement services
is found to be the most cost-effective form ofeetabour-market policy. This relatively cheap

%2 Most evidence on active labour-market policy effectiveness relates to the United States and Canada, where there is a
long-standing tradition of labour market program evaluation. Rigorous econometric evaluations for the Netherlands are
scarce (De Koning (2004), Koning (2005) and IBO (2001) present recent surveys of the literature on active labour-market
policy effectiveness in the Netherlands). Only CPB (2000) and Heyma (2002, 2005) take full account of various selection
biases and conclude that the findings for Dutch active labour-market policies are no exception to the international literature:
job training is found to be ineffective, whereas there is some evidence that job search activities are effective.
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policy is found to mitigate unemployment persis&rin particular when combined with
sufficient monitoring activities. Moreover, job awmeling is found to exert a significant effect
on the quality of job matching as measured by a&fldancidence of recurrence one year after
employment (Crepon, et al (2005)). Many studied,flmowever, that the compulsory character
of the programs, combined with the threat of loging’s benefits in case of non-compliance,
explains the major part of the results (Blatlal. (2003)).

Macro studies on active labour-market policy tyflicgenerate more favourable results, see
e.g.Nickell and Layard (1999). However, these studiesplagued by econometric problefhs.
Computable general equilibrium models are an atéra way to go from micro to macro
effects (Heckman et al (1999)). MIMIC fits into $hiype of analysis of active labour-market
policy (Jongeret al.(2003)). We illustrate the effects of two typesacfive labour-market
policy in Table 4.5: relief jobs in the public secand employment subsidies for employers
who hire long-term unemploy&dThe relief jobs comprise around 10 000 low skiledblic
sector jobs, with a budget of 0.25 billion euroeTubsidies are modelled as a voucher that a
long-term unemployed individual can provide to ampéoyer. It comprises a subsidy of 25% of
the social minimum income per job, which comes doovA 000 euro per year for a two-year
period. It has the same budget of 0.25 billion eliftee government budget is balanced in both
cases by a 0.1% increase in income tax rates.

The simulations suggest that general equilibriunclmeisms through ‘fiscal substitution’
and wage bargaining substantially reduce the deidns subsidised employment. Table 4.5
reveals that the expansion of public sector jolmeat the expense of an equally large
reduction in private sector employment. This crawddut occurs for a number of reasons.
First, the public sector jobs reduce search eftoytthe unemployed. This raises search costs
for private firms. Second, the reservation wagedases because the wage in the relief job
exceeds the unemployment benefit. Third, tax rag®ase, which hurts the incentives for
labour supply and reduces employment. Overall, eggge employment remains unchanged
while the rate of unemployment does not fall. Winékef jobs thus can be attractive as a tool
for integrating vulnerable unemployed in societyappears to be ineffective to improve overall
labour market performance. The second column slilogvenpact of subsidies for private
employers who hire long-term unemployed. This potaises private sector employment by
0.1% as the subsidy makes it more attractive fandito hire unemployed people. Especially
employment among the low skilled rises by 0.5%. &kmrs are thus well targeted at creating
low-skilled employment in the private sector, witthdinducing adverse effects on labour supply

% Time series are short, studies may suffer from reverse causality, ignore other endogeneity issues, ignore time lags, and
only consider the effect on open unemployment.

% See Jongen et al. (2003) for an analysis with an extended version of MIMIC. They also explore the impact of training
programs aimed to the regaining of human capital by the long-term unemployed. Training programs raise unemployment if
one counts people in the training program as unemployed. This is because of the higher replacement rate and lower search
of those available for the labour market. Training programs do, however, increase the job-finding probabilities of the
unemployed.
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Table 4.5 Long-term effects of active labour-market policy on the labour market a

Public relief jobs  Subsidies for low skilled
long-term unemployed

Producer wage 0.1 0.0
low skilled 0.1 -0.2
high skilled 0.0 0.1

Labour supply in hours 0.0 0.0

Female participation rate 0.0 0.0

Share of high-skilled labour supply 0.0 0.0

Total employment 0.0 0.1

Public sector employment 0.4 0.0

Private sector employment -0.1 0.1
low skilled -0.1 0.5
high skilled 0.0 -0.1

Unemployment rate (absolute change) 0.0 -0.1
low skilled 0.0 -0.4
high skilled 0.0 0.1

Private production -0.1 0.0

Income tax rates (absolute change) 0.1 0.1

& The first column shows the effect of the creation of 10 000 public relief jobs for the low skilled. The second column shows the effect of a
wage subsidy for long-term unemployed workers of 25% of the social minimum income per long-term unemployed. All figures are
expressed in relative changes unless indicated otherwise.

Source: MIMIC simulations.

due to a phasing out of the subsidies. This pa#idiaus relatively effective. The scope for
raising employment in this way is limited, though.

Based on the evidence from evaluation studies adehsimulations, we may conclude
that the government should probably not expecttaoh from active labour-market policies in
terms of increasing the inflow into regular workppgarently, participants often have weak
incentives to complete programs or to return toréwailar labour market or feature a
productivity which does not rise sufficiently tandi a job in the open market. Moreover, public
administrators may not have sufficient incentiviesambat moral hazard. More harsh
measures, such as mandates and sanctions, complenient active labour-market programs
to combat moral hazard in social insurance andarelchemes (see Abbriagal. (2005), Van
den Berg and Van der Klaauw (2001) and CPB (200@))eover, subsidising employment in
the private sector appears to be more effective theating public jobs.

109



4.5

REINVENTING THE WELFARE STATE: WELFARE STATE (2): RISK AND INSURANCE

Employment protection

Employment protection may either complement or sulie for unemployment insurance. It
comprises notice periods, dismissal proceduregraaee pay and firing taxes. We consider
these policies in this sectiSh.

The economics of employment protection

The economic rationale for employment protectiotwisfold. First, it can serve as an insurance
against the income loss from a job separationifstance, severance pay and/or notice periods
oblige firms to insure workers against income lioem a layoff. Thus, severance pay or notice
periods substitute for unemployment benefits gsgeBertola (2004); Pissarides (2001)).
Figure 4.2 illustrates this by means of a scatt¢ih@ OECD index for employment protection
legislation and the Net unemployment benefit regaent rate for 20 European countries in
2003. The figure suggests that employment protectitd unemployment insurance are indeed
substitutes, at least within the European Ufifdbraises the question whether insurance could
better be organised by compulsory notice pericgigmnce pay and perhaps administrative
procedures or through explicit unemployment insceai®n the one hand, unemployment
insurance is more efficient. Insurance can bettploé the gains from risk pooling among a
large group of agents than individual employers &amlic insurance thus insures firms or
sectors against sector-specific or macroecononucksh Moreover, it makes workers less
dependent on employers for receiving an incometh@rother hand, there is a potential
productive role for employment protection, dealwith firm-specific investment in the human
capital. In particular, if the duration of employméncreases due to employment protection,
workers and firms will be more inclined to investrhatch specific skills. Without employment
protection, incomplete contracts may result in barigg over the rents after specific
investments are sunk, a phenomenon known as tideupoproblem. The advantage of
employment protection as compared to social insuréstherefore the positive impact on
specific investments and a stimulus of long-terhatiens.

A second role of employment protection emphasisecdmplementarity with
unemployment insurance (rather than the substitit{gbindeed, Blanchard and Tirole (20044,
2004b) show that unemployment (or disability) imswe and a firing tax are two sides of the
same optimal insurance policy. The argument deélstive internalisation of externalities.
Without a firing tax, labour turnover and inflowténunemployment insurance would be
excessive since individual agents do not take addtwe fiscal impact of their separation
decision. Thus, separations may be inefficientghhin the presence of social insurance. A

firing tax provides incentives to reduce separaterg.by means of preventive measures

% For a more elaborate exploration, see Deelen et al. (2006).
% However, this negative relation is not robust to the inclusion of the United States and Canada which have both limited
employment protection and unemployment insurance.
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undertaken by employers. For instance, it can s$éitadirms to invest in the employability of
workers.

While employment protection and firing costs magveeproductive goals, they also exert
negative side effects. First, employment protecténus to reduce hiring. This occurs if
workers do not reduce wages to compensate firmthéadditional compensation in prolonged
employment due to notice periods or severanceReguced hiring will increase the cost of
becoming unemployed due to longer unemploymenttidural hus employment protection

Correlation between employment protectio  n and unemployment benefit generosity in Europe
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increases inequality between insiders and outsfdéfisreover, by reducing the job finding
probability for outsiders, employment protectiom ciscourage job search and labour supply.
Second, employment protection may also reduce wffdkt, a form of moral hazard induced
by the insurance (sexeg.Galdon-Sanchez en Guell (2003)). To remedy this,would like to
exclude workers that were found shirking from emgpient protection. However, this
information is typically not readily (if at all) adlable to a third party. Since firms would
always claim that workers that are to be fired whleinking, and workers will always claim the
opposite, the distinction between firing for ecomoreasons and because of shirking will be
hard to make. A third drawback of employment priitecis that it reduces outflows from and
into employment. Insofar as technological changed8ly defined) is embodied in job-worker
matches, this reduces the level and perhaps thetlyiaf technological development in the
economy. If reallocation is becoming increasinghportant, a negative effect of employment

protection on technological development becomesmaoessing than in the past.

5 This makes it less attractive to introduce individual saving accounts in the presence of tight employment protection since a
relatively large fraction of the unemployed would have to rely on the public bail out.
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When considering employment protection, one caigmare distributional considerations (see

e.g.Saint-Paul (2002)). Indeed, employment protecsippears to have a different impact for
different types of workers in the labour markete8fically, employment protection tends to
benefit the ‘prime-age male worker’ and hurts thlatively young and old, and women of all

ages (Young (2003)). Older male workers are likelplock reforms in employment protection

that protects them against competition from outside

Summing up: in theory, the impact of employment@cton on productivity, employment

and welfare seem ambiguous. Employment durationsintaease, but so may unemployment

durations. Specific investments may be stimuldbedi at the expense of technology adoption.
Older male workers (the insiders) usually bendftha cost of young people, women and
immigrants (the outsiders). This raises the quastihat do we know empirically?

Simulating lower employment protection with MIMIC

The job matching model of MIMIC describes the process of job lay-offs and vacancy creation by firms. This part of the
model is calibrated using Dutch data. For instance, the participant inflow into unemployment compensation is 5.5% on
average per year. We can modify the calibration of the lay-off rate to capture the impact of higher job flows associated
with lower employment protection. To do this, we first regress the yearly inflow into unemployment insurance for a group
of 17 OECD countries on the EPL index of the OECD. Data on inflows are obtained from the OECD employment outlook
2005, where we take the average inflow rate for the period 2002 - 2004 if available. The EPL index refers to 2003. The
regression yields the follow relationship: INFLOW = 13.9 - 2.8 EPL, where the standard error for the EPL index equals
1.8. It suggests that a reduction in the EPL index by 1.0 raises the participant inflow into unemployment compensation
by 2.8% of the labour force. Using this regression, we predict that a reduction in the EPL index from 2.3 to 1.8 in the
Netherlands would raise the inflow rate into unemployment insurance from 5.5% to 6.9%.

If we increase the rate of job lay-offs in MIMIC by 1.4% of the labour force, we find that the rate of unemployment rises.
At the same time, the number of vacancies increases so that the unemployed face a higher job-finding probability.
Accordingly, the average unemployment duration (i.e. the ratio of unemployment and job matches) falls. The rise in
unemployment is not consistent, however, with the empirical evidence reported in Deelen et al. (2006). Hence, only
increasing the lay-off rate in MIMIC is probably an inadequate reflection of how employment protection affects the
process of job matching. To capture the impact on hiring behaviour of firms, we also modify the mismatch parameter in
the model (we could alternatively modify other parameters, such as the bargaining position of workers, with the same
result). Thus, firms become less reluctant to hire new employees when employment protection is relaxed. We modify the
mismatch parameter so as to arrive at the same overall outcome for unemployment as is reported in Deelen et al.

(2006). Table 4.6 in the main text reports the overall effect of less EPL, i.e. a higher lay-off rate and a lower mismatch.

Empirical evidence on employment protection

A robust finding from the empirical literature seeto be that flows in and out employment fall

with the strictness of employment protection (OE@DO4); Young (2003)). Moreover, it
appears that employment protection favours insidenspared to outsiders. Accordingly, it is

harmful for women and younger workers while it bigegrime-aged male workers. Regarding

the impact of employment protection on the levedwiployment, the rate of unemployment
and the level of productivity, the results lesacl®eeleret al. (2006) review the empirical
literature and find that, if anything, the oveiiatipact of employment protection on labour-
supply and aggregate employment is neutral to hegathe impact on the level of
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unemployment is neutral to positive. Based on simpirical studies, Deeleat al. (2006) find

an average elasticity of the employment protedtioiex on the unemployment rate of 0.18. It
suggests that, for instance, a reduction in thelDEPL index presented by the OECD from 2.3
to 1.8 (which equals a 21% reduction), would redhecunemployment rate by approximately

0.2%-points (evaluated at an unemployment raté@f B\n EPL index of 1.8 corresponds to
the index ofe.g.Denmark.
We can use this information in our model simulagionis true that MIMIC does not

explicitly describe institutions for employment protion legislation. Hence, we cannot directly

explore such reforms with the model. Yet, we camusate the impact of employment
protection indirectly by using the results of Deed¢ al. (2006), together with information on
employment flows. The BoxSimulating lower employment protection with MIMIdiscusses
this procedure. Table 4.6 shows the simulationltesti a reduction in the EPL index of the
OECD in the Netherlands from 2.3 to 1.8. The eftecthe unemployment rate is calibrated to
be consistent with the findings of Deeletral. (2006). Hence, unemployment falls by 0.2%-
point. We find, further, that the average unemplegtrduration declines by 19.5%, which is
more than 2 months. Aggregate employment increag@s3% since the reduction in
employment protection also encourages labour supbly latter effect is caused by the lower
tax rate made possible by the savings on unemploylrenefits. Overall, we find that a
reduction in employment protection exerts smallgmsitive effects on the labour marKkgt.

a

Table 4.6 Long-term effects of lower employment pro  tection on the labour market
Producer wage 0.2
low skilled 0.1
high skilled 0.2
Labour supply in hours 0.1
primary earners 0.0
secondary earners 0.1
single persons 0.1
Female participation rate 0.1
Share of high-skilled labour supply 0.0
Employment 0.3
low skilled 0.3
high skilled 0.4
Unemployment rate (absolute change) -0.2
low skilled -0.3
high skilled -01
Average unemployment duration -20.0
Share of long-term unemployment (absolute change) -2.6
Production 0.5

# Reduction in the EPL index by 0.5, i.e. from 2.3 to 1.8. All figures are expressed in relative changes unless indicated otherwise.
Source: MIMIC simulations

% Note that the simulations ignore the impact on relation-specific investment in human capital.

113



REINVENTING THE WELFARE STATE: WELFARE STATE (2): RISK AND INSURANCE

What type of employment protection?

When it comes to the role of employment protectieran insurance device, much of the
controversy over the types of employment protedsoon whether notice periods and
severance pay are sufficient or whether this shbaldupplemented with administrative
procedures. The Netherlands seems to favour adnaitive procedures over notice periods and
severance pay, although the balance seems toftiagin recent years towards the latter.
Thinking about the productive role of employmerdtpction as a way to give job security and
income security, it is hard to see what advantalyeiristrative procedures have over notice
periods and severance pay. Indeed, apart fronrdsssirces spend on information reiteration,
notice periods and severance pay presumably ratieaencertainty in the outcome for the
worker and the firm of the separation process. deagen those researchers who are at least in
part sympathetic towards some forms of employmeuiegtion see only a marginal role for
lengthy administrative and court procedures ésgeBarendrecht (2004); Blanchard and Tirole
(2004a); and Pissarides (2001)). Yet, part of htintal mix may be procedures against unfair
dismissal. Clearly, firing is never random but nieyunfair. In particular, leaving full

discretion of the firing decision to the firm magdermine socially desirable policies directed at
e.g.pregnant women.

Another concern is the division between the pradaadf regular employment versus
temporary employment. Since the late 1980s, ovstaditness of employment protection has
fallen, but this appears to be mainly the resules$ strict protection for temporary jobdt
can be questioned whether this is a good thingbrin particular, by relaxing employment
protection for a small group of workers, we reidioe some of the problems employment
protection is supposed to alleviate (seg Blanchard and Landier (2002); Boaghal. (2002)).
Furthermore, less strict employment protectiontéonporary jobs may actually exacerbate
initial distortions by further insulating ‘insidéfsom the risk of being fired (see.g.Bentolila
and Dolado (1994)).

The role of employment protection to internalisedil externalities is best served by firing
taxes’’ A firing tax may be introduced by means of expeecirating. Under experience rating,
the insurance premium paid by employers is firmedfgzeand depends on the unemployment
benefits claimed by laid off employees of the fi@ompared to uniform premiums, experience
rating confronts employers with the financial cansences of their layoff decisions which will
thus be internalised. Another advantage of expegigating is that it removes cross subsidies
from sectors that cause large inflows into socialirances towards sectors that cause small
inflows. For instance, current systems tend to isiiges construction sectors and penalise
service sectors. A number of simulation studied favourable labour-market implications of

% This has probably raised temporary employment in the Netherlands. Indeed, temporary jobs have been on the rise

from 7.1% of the total number of jobs in 1987 to 10.1% in 2001.

0 Severance pay serves as an insurance device for the worker. It does not, however, serve to internalise the external effects
from a job separation. This is because severance pay has no impact on the overall surplus from the job, but only
redistributes income from the firm to the laid off worker. In contrast, a separation cost like a firing tax increases the surplus of
the match. Thus, they make parties less eager to separate.
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experience rating in unemployment insurance ésgeAlbrecht and Vroman (1999) for the US;
Alessi and Bloemen (2004); Cahuc and Malherbet42@dd Fath and Fuest (2005) for
Europe). Empirical studies for the United Statesficm this. For instance, Anderson and
Meyer (1994; 2000) find that experience rating @ases overall employment in American
states.

In European countries, experience rating in uneympént insurance is largely imperfect or
absent Some degree of experience rating at the firm lexats in Denmark (for the first two
days), Norway (for the first three days), Franoegpg@hding on age for up to 12 months
benefits), Germany (for workers above 57), and/Ifap to six times the monthly benefit). In
Finland, Spain, Sweden and the Netherlands, exprrimting has been introduced on the
sectoral level. While sectoral experience ratinggdoot bring the same incentive effects as
experience rating at the firm level, it does remorass-subsidies between sectors. Moreover,
Holmlund and Lundborg (1988) show that sectoratifng reduces wages and raises
employment because trade unions take account tbatipms of their members depend on the
number of unemployed fund members.

Yet, there are still some potential drawbacks trbiducing experience rating in European
economies. First, risk sharing across firms or ketwsectors can be desirable. In the presence
of sector-specific shocks, experience rating wqldete the entire burden on firms operating in
the shrinking sector. This may reinforce the magtetof such shocks by speeding up
bankruptcies, and perhaps even exacerbate swirths usiness cycle (Holmlund (2001);
Blanchard and Tirole (2004b)). Second, experieatieg may strengthen the bargaining power
of workers relative to employers, potentially reisg in higher wage claims. This would be
particularly relevant in the European context ikatharacterised by strong insider power.
Third, insofar as experience rating results in Iohieng, we have to take into account negative
effects arising from longer unemployment duratidtieally, European countries already limit
inflows into unemployment via employment protectidhe benefits of additional incentives to
limit inflows via experience rating are thus leikglly to exceed the costs in terms of less
flexibility in firing decisions. Yet, as firing cts are probably more efficient to limit job
turnover than administrative procedures and casés, experience rating might be a better
alternative than current employment protection ficas in most European countries.

™ The Netherlands has introduced experience rating in disability insurance in the late 1990s. The premiums paid by
employers for disability insurance depend on disability inflow in previous years. This provides an incentive for firms to invest
in prevention of disability risk in order to reduce the cost of disability insurance. Indeed, Koning (2004) finds support for
reduced inflow rates into disability for firms that face this financial incentive from experience rating.
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Policy options for efficient insurance

This chapter discusses the design of social inseremminimise the adverse implications for
the labour market. Table 4.7 summarises the madetoff in designing a system that aims to
combine the benefits from insurance and good imeesnfor labour market participation.

This chapter finds that less generous social ima@&.g.through lower levels of
unemployment and disability benefits, shorter unleypent benefit duration, or substitution
towards individual saving accounts, can help taicedunemployment rates and raise labour-
market participation by combating moral hazargidtds, however, less insurance. This
induces a social cost. Hence, there is a tradbatffeen good insurance and incentives to fight

Table 4.7

A summary of the main trade-offs in socia | insurance
Insurance <> Incentives

Policy issues

Insurance benefits Terms of the insurance contract High employment

Benefit level & duration
Entitlement conditions
Eligibility, monitoring, sanctions
Individual saving accounts

Complementary policies

Avoid averse selection Administration Combat moral hazard
Encourage exit Active labour-market policy Scarce public funds
Insurance Employment protection Flexibility
Lower inflows Firing tax Smaller outflows

moral hazard. We show that savings may be moreogppte than insurance in the case of
small risks and large moral hazaedy.for small unemployment spells. For larger risks,
however, insurance is typically more efficient ttsavings.

For a given level of insurance, the key policy tdrae is to minimise moral hazard.
Thereby, the government may use stringent job kaaguirements, mandatory obligations,
and sanctions, although such policies impinge uperprivacy of benefit recipients. Moreover,
reducing moral hazard calls for an efficient adstiition that engages in tight monitoring and
claim assessment and that invests in activatidrenéfit claimants. In delegating administrative
tasks to decentralised units, the government shearel about both the risk of selection by
competing administrations and proper incentivesaftministrators to fight moral hazard.
Irrespective of the choice between a public monppolcompeting administrations, the
exclusivity requirement should always be fulfilledobtain efficient administration.

Insurance can be supplemented by active labourehaddicies in order to raise exit from
the insurance. Yet, whereas harsh measures likti@as and mandatory workfare tend to
significantly increase outflows from the insuranempirical evidence provides mixed evidence
on the effectiveness of more lenient forms of actabour-market policies. Lock-in effects and
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reduced search activities seem to render some fof@stive labour-market policies even
counterproductive in raising employment in the neddector. Still, active labour-market
policies may be a social imperative, rather thavag to increase employment in the open
market. Moreover, some types of active labour-mzpkdicy, such as job-search assistance and
vouchers for the long-term unemployed, yield maosijive effects. Yet, the Netherlands has in
the past mainly invested in public relief jobsheatthan employment subsidies.

Employment protection and firing taxes may be @ffit to reduce moral hazard in inflows
into unemployment insurance. Moreover, it encouwsagemmitment and thus stimulates
employment durations and investment in firm-spedifiman capital. However, employment
protection also creates a social cost by increasirgnployment duration and hampering
innovation. Empirical evidence suggests that griemployment protection exerts a neutral to
positive impact on the unemployment rate and araktat negative impact on labour supply
and employment. It hurts especially the labour regposition of youngsters, women and
immigrants. Financial incentives,g.via experience rating in unemployment insuraneegl to
be more efficient than administrative procedureisiarnalising the negative external effects
from job separations.
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5

INTRODUCTION

Welfare state (3): Reallocation over the life cyc e

During the course of life, people experience vasishocks in income that can be foreseen or thatrere

result of choice. The capital market provides apanunity to smooth consumption in the presence of

these endogenous income fluctuations. Howevertataparket imperfections, myopic behaviour and pre-

existing distorting institutions may justify pubiitervention in consumption smoothing, for insen@

collective smoothing, mandatory savings and safaciities. This chapter discusses in particulae ttole

of government in three choices with an intertempoedure: life-long learning, the combination of ko

and care, and early retirement.

5.1

Introduction

During the life cycle of an individual income shaeakccur regularly, even without uncertain
exogenous events like unemployment or disabilitgeed, many changes in labour income
occur that can be either foreseen or that areethdtrof choice. For example, young people
often spend their time on education during whiakytbollect low or zero labour income; during
working life labour income increases with expereeaaid tenure; and there may be changes in
disposable income due to marriage, because chilheeborn, or at old age. Because of these
fluctuations, consumption needs are not likely etah labour income in every phase of life.
Insurance is impossible in these circumstancegaltie endogenous and/or predictable
character of the events. People therefore relyaoing and borrowing on the capital market to
prevent large fluctuations in consumption, i.estaooth consumption over the life cycle.

Yet, capital markets may not function properlyphrticular, people may be restricted in
borrowing on the capital market. This leads toiliify constraints. Moreover, people might not
foresee their future circumstances or can be mydipis saving too few funds for their old age.
This can provide a role for government interventioleed, welfare states play an important
role in consumption smoothing. For instance, th&cBgovernment provides substantial
transfers to students, parents and the elderlyciwéaie not primarily meant for redistribution
from high ability to low ability agent& but rather involve intrapersonal reallocationwids
from one phase of life towards another, i.e. thetyas a smoothing devic2.

This chapter elaborates on the role of governmreobnsumption smoothing. Apart from
organising public smoothing schemes, the governmemtely on (mandatory or voluntary)
private smoothing principles. We discuss how ttetegnative policies affect labour market
performance. Thereby, we concentrate on what ietoras referred to as ‘new risks’. These
are not risks in the sense of exogenous eventheRdhey are deliberate choices of individuals.

2 In fact, because high-skilled people die older than low-skilled people on average, pension schemes tend to redistribute
from the poor to the rich.

8 Consumption smoothing via collective arrangements causes substantial intergenerational equity issues, especially in the
presence of fluctuations in the size of the different generations, e.g. due to a change in fertility rates. This study does not
discuss these intergenerational equity issues. They are dealt with more extensively in the complementary study of Van Ewijk
et al. (2006).
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For instance, they refer to life-long learning, tmenbination of work and care for children, and
early retirement. Because of the endogenous clearatcthese ‘risks’, insurance is infeasible
and other institutions should deal with them.

The rest of this chapter is organised as follovestin 5.2 starts by exploring the
fundamental reasons for government interventiorcémsumption smoothing purposes. Section
5.3 illustrates the role of government in the pneseof capital market imperfections, when
people discount the future hyperbolically and & tfovernment distorts smoothing through pre-
existing interventions. Subsequently, we discussetiphases in life in more detail: life-long
learning (section 5.4), the combination of work @ade (section 5.5) and early retirement
(section 5.6). Section 5.7 concludes.

Efficient intertemporal smoothing

The most widely used framework for studying intenp®ral decision making is the life cycle
model. In this framework, people maximise thektiiine utility subject to a lifetime budget
constraint (see BoxThe life cycle mod&l The model predicts that rational individualske
their marginal utility of consumption constant otleeir life. Hence, whenever an individual is
located at his optimal consumption path, an addftianit of consumption gives the same
increase in life-time utility. If an individual wddihave the same utility function over his life
cycle and he/she is risk averse, the optimal copsiomlevel is constant over time.
Fluctuations in income then ask for consumptionatmag through saving and borrowing. If
preferences change.g.due to increased consumption needs during theepdfgzarenthood or
reduced needs at old age, the marginal utilityomiscimption will fluctuate across periods if
consumption is kept constant. In that case, a aahsharginal utility requires different
consumption levels across periods.

The capital market facilitates the process of consion smoothing. Individual saving and
borrowing allow for optimal individual choices ihg sense that the marginal utility of
consumption can indeed be equalised across peAsdsng as the capital market functions
properly and no pre-existing distorting institutsoexist, there is no reason for governments to
intervene in life cycle saving behaviour. Theseditions, however, are typically not met in
practice. Indeed, capital markets may fail, peajple suffer from myopia, and distorting
institutions exist. For these reasons, there caatode for government intervention in

consumption smoothing via the welfare state.

Liquidity constraints

A properly functioning capital markets means thggretis can borrow and lend as much as they
wish at a single interest rate. This is not a gedigction of reality though. For instance,
borrowing rates typically exceed lending rates,chtimplies that there is no single interest rate
that determines intertemporal smoothing decisiblweover, people that demand credit are
sometimes refused so that they suffer from liquidd@nstraints. The underlying reason for these
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The life-cycle model

The life-cycle model (Modigliani and Brumberg (1954)) is the most widely used model for intertemporal behaviour
regarding work effort and consumption. In a simple version of the model, households face the following optimisation

problem over the life cycle between period 1 and T:

with utility U, consumption ¢; and income y; at time t, and initial wealth Ao. The first equation suggests that individuals
add up utility over the life cycle, thereby using discount rate 6. The second equation says that the discounted value of
consumption is equal to the discounted value of income plus initial wealth, whereby parameter r represents the interest
rate. The simple version of the model assumes life time T to be known and work effort and income to be given to the
individual. Individuals optimise their life-time utility by choosing an optimal consumption path. The Euler equation, which

can be derived by taking the first-order derivatives with respect to consumption, shows:
U'(c:) = (1+8)(1+1)"U'(ce1)

The Euler equation says that individuals smooth consumption so as to keep their marginal utility of consumption
constant over the life cycle, whereby individuals discount over time. Most empirical studies find a time discount rate 6
that is larger than the interest rate r, implying that individuals prefer current consumption over future consumption.
Hence, people tend to be impatient.

The standard life-cycle model is subject to ample criticism. Many empirical studies find that the model’s predictions
contradict with real life consumption and saving behaviour. Examples are the excess sensitivity of consumption to
expected income changes or the non-take up of tax-favoured savings plans. An increasing number of economists are
therefore moving away from the standard lifecycle model, e.g. by dropping assumptions on rational behaviour and time-
consistent planning behaviour. Behavioural aspects like the lack of self-control and hyperbolic discounting may be
important for describing real-life behaviour. Others have extended the life-cycle model in a variety of ways. For example,
the utility function is extended by including leisure and household production. In that case, the Euler equation reveals
that the marginal utility of full consumption, comprising the value of consumption, leisure and household production, is
equalised across periods. Also capital market imperfections have been introduced, leading to liquidity constraints. In the
first equation above, it would imply that wealth cannot be negative so that the Euler equation does not hold and the
optimal consumption path will depend on initial wealth Ao. This may explain why consumption is excessively sensitive to

current income flows.

market imperfections is that banks lack informatidrout borrowers and their risk profiles as
they cannot foresee the intentions of people ar fhkire creditworthiness. This asymmetric
information leads to adverse selection, moral lhaad ex-post verification problems (Canoy
et al, (2001)). Adverse selection means that only thesbbolds who most likely will not pay
back their loan will go to the bank for a givereirdst rate. A process of self selection will thus
successively raise interest rates and reduce tléyaf creditors. Moral hazard means that the
bank is subject to the hazard that the househadrntantives to spend the credit in such a way
that makes it less likely that the loan will begpback. Ex-post verification means that
households ex post have an incentive to claimttiggt cannot pay back the loan. The three
problems cause households to be unable to raisgiclapm banks, even when the

consumption smoothing gains are large.
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Especially for people at a young age, borrowingloaproblematic. Young people usually have
abundant illiquid human capital but little finaniciapital and collaterals (the opposite holds for
older people). Human capital usually does not @uabk collateral to receive credit from a
bank. Indeed, borrowing against future income mapérticularly vulnerable to moral hazard:
after borrowing and spending the money, individuasg/ not be willing to earn enough to pay
back the loan. The non-tradability of human caphak imposes restrictions on income
smoothing towards the earlier phase of life. Thigses a direct welfare cost. Moreover, in light
of liquidity constraints, young people may undeéstin human capital by shortening their
education or by underinvesting in children (sedises 5.4 and 5.5).

A question is how important capital-market impetii@as are in practice. A first answer to
this question comes from the mere observationitbabwing rates exceed lending rates. The
difference can be interpreted as a measure fdntperfection on the capital market. A second
answer is obtained from studies that explore fee consumption behaviour (Deaton (1991);
Carroll (1997)). The relatively low consumption é&dw early in life may be caused by liquidity
constraints. There is a problem, however, in déffdiating between liquidity constraints and
precautionary savings: households may be resirasgending money because of uncertainty
in future incomes and expenditure needs. Thirdlgssiet al. (1997) assess the importance of
liquidity constraints by using expenditures on aomsr durables in the presence of borrowing
constraints. They report significant shadow prieghese constraints for young people,
suggesting that indeed these constraints are lgndifinal way to assess the importance of
capital market imperfections is by exploring surdaya’* On the basis of 2 000 respondents
from the DNB Household Survey, Euwals (2005) reptirat 73% report a non-negative saving
rate. For the age group betweer32%nd the group of two-parent families, this shseven
larger. These figures suggest that most houselotdsot credit constrained. Moreover, 4.2%
of all households are currently making debts. Aapoth4% experience restrictions in getting a
loan. Among them, older people face most diffi@dtiThis is consistent with their low life
expectancy and the high risk of non-compliafice.

Commitment problems

In both economic and psychological research, modenaore evidence is becoming available
that individuals have problems in resisting thegtation of immediate consumption. Such
behaviour is consistent with recent insights fraghdvioural economics (Rabin, (2002)). In
particular, lack of self-control and hyperbolicabsinting are key aspects in this literature,
aspects which are not considered in the traditioratlassical framework of rational agents
with perfect foresight (seg. Thaler and Shefrin (1981); Liabson (1998)). Hymdith
discounting means that households discount consompétween today and tomorrow at a

" Credit constraints cannot be observed directly which renders these surveys somewhat problematic. Moreover, current
welfare states already remove liquidity constraints to a large extent so that we cannot infer the importance of the
imperfections per se.

8 While the difficulty in getting a loan may suggest that individuals face liquidity constraints, it may also be caused by a low
lifetime income (and thus a correct assessment of a bank of insufficient creditworthiness).

122



EFFICIENT INTERTEMPORAL SMOOTHING

higher rate than consumption between two subseaissstin the future. Households therefore
postpone savings, possibly leading to low weakielewhen grown old and regret for this
behaviour ex-post. Accordingly, people would gdithéy were able to commit to a saving
scheme that reduces consumer sovereignty. Indgpdrliolic discounting provides a rationale
for government intervention to restrict individdloices.

The importance of hyperbolic discounting cannoaibgessed directly from consumption
patterns. Liabson (1998) shows that hyperbolicalisting is observationally equivalent to
normal discounting behaviour with a high discowter Many pieces of indirect evidence are
consistent with hyperbolic discounting, though. @iece is provided by Bernheim (1994). He
explores the gap between self-reported target gaand actual savings and finds a gap of
around 10%. Carroll (1997) and Gourinchas and P48@02) show that saving behaviour
changes with age: while young individuals save dalgnaintain a buffer stock, older
individuals from age 40 save more for retirememisTnay suggest that impatience at a young
age is important.

Survey data on self-reported consumption, savimgsaif control for Dutch households is
also consistent with commitment problems. NIBUDQ2Preports that 4% of Dutch
households believes that they borrow too much;herdt3% believes that they should borrow
less. Especially young respondents are not satigfith their borrowing behaviour and many
admit to have problem with their financial managem&uwals (2005) reports that 69% of
Dutch households is not willing to refrain from mmt consumption in order to save. About
27% of the individuals aged 25 to 34 answers tivay it difficult to control expenditures.
There are also indications that Dutch people agkisg for commitment devices to impose
external restrictions on their consumption behawvior instance, NIBUD (2005) observes that
24% of the individuals ask for their tax rebaté¢hat end of the year, instead of a provisional
monthly rebate during the year. In this way, thencé themselves to save. Van Radipl.

(2004) show that many individuals are in favoucompulsory saving for retirement. The
reason is that they consider themselves as finlynaoiasophisticated, not eager to control their
individual retirement savings, and unable to resisttemptation of early consumption.

Summing up, while it is difficult to determine itaportance, hyperbolic discounting and
lack of self control provide a reasonable explamafor many observations in individual
consumption and saving behaviour. It may provigigstfication for government intervention
to the extent that a commitment can make indivisibatter off ex-post by avoiding regret due

to undersaving&

" Note that a proper welfare analysis is difficult to perform in the presence of hyperbolic discounting since welfare might not
increase ex-ante. Indeed, hyperbolic discounting renders welfare analysis an ambiguous exercise. Hence, government
intervention here is based on paternalistic arguments.
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Institutional distortions

A third problem with respect to consumption smooaghis due to existing institutions that
distort intertemporal behaviour. For instance,dapital income tax is distortionary as it
increases the price of consumption tomorrow redattdyconsumption today. This induces
substitution of consumption between periods, thereducing saving$. Economists therefore
often favour a zero tax on capital income, thus imgpthe income tax into a consumption-based
tax. Yet, governments typically do tax capital ine® either for equity reasons or because they
want to avoid tax arbitrage opportunities betwegpital income and labour incorffe.
Complementary instruments may relax the distortipivapact of the capital income tax on
savings. Institutional distortions arise also imrtaun capital formation, the combination of work
and care for children and early retirement decwsidinese issues are addressed in more detail
in sections 5.4 - 5.6.

Forms of government intervention

We discuss three alternative forms of governmeetruention in light of efficient consumption

smoothing over the life cycle: collective smoothintandatory savings and saving facilities.

Collective smoothing

The welfare state contains all kind of transferedaseholds that involve intrapersonal
redistribution, i.e. reallocation of income fromeophase of life towards another. Indeed, a
number of benefits are not primarily meant for séilbution between different people but for
smoothing. The smoothing impact of social transéars be illustrated by generational
accounts. Ter Rele (1997) shows that Dutch indafsiprovide a net payment to the public
sector during their working life, while they receia net benefit from the government when
young or retired. Hence, on a lifetime basis theegoment redistributes less than on a yearly
basis. Some authors have assessed the overathéfattrapersonal redistribution via the
welfare state. For instance, Nelissen (1998) adopttcrosimulation approach to measure
annual and lifetime income inequality in the Nethieds by means of the Theil coefficient. He
finds that the Dutch system of taxes and socialrsye which is largely based on annual
income, reduces income inequality on a lifetimashbyg around 15% for some cohorts. At the
same time, annual income inequality is reduced39p.4Hence, two-third of redistribution via
the welfare state does not contribute to redistidiouof income from the rich to the poor on a
lifetime basis, but involves intrapersonal realtima Recently, Ter Rele (2006) took a broader
perspective than Nelissen by including the entystesn of taxes, public transfers and benefits
in kind. He, however, considers only singles. Bynparing his effects on the Gini-coefficient

" Although the income effect has an opposite effect, empirical estimates indeed suggest that capital income taxes reduce
the level of savings (Boadway and Wildasin, 1994).

"8 The capital income tax is also criticised as it violates the condition of horizontal equity. By taxing the return to savings, two
people with the same lifetime income will face different lifetime tax burdens if they feature a different intertemporal allocation
of their consumption. Indeed, the tax discriminates against prudent people who save relatively much for future consumption.
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for the lifetime income distribution with the effson the Gini-coefficient for the annual
income distribution on the basis of SCP (2003), Rele finds that the redistributive effect of
government policy in terms of annual income is dlib times larger than for lifetime income.
Studies for other countries find even larger dédferes. For instance, Folster (1997) indicates
that as little as 20 to 25% of all social transierSweden actually redistribute between
individuals on a lifetime basis. The remaining @80% merely smoothes income over the
individual’s life cycle. Only a small part of wetiastate spending thus contributes to the
redistribution from high to low lifetime incomes.

Public consumption smoothing through the welfaagesinvolves a direct way to deal with
capital market imperfections and hyperbolic dis¢gn Indeed, social transfers remove the
need for people to get a loan during a period wfilccome,e.g.during education, sickness or
parenthood. Moreover, it ensures that people daodiefficient income at old age. As long as
public smoothing schemes were designed in an aaliysfair way, i.e. the contributions paid
during one period exactly match the benefits resdiduring another period in net present value
terms, public smoothing does not affect the maidifedime tax burden. For a person with
perfect foresight and rational expectations, theste thus leaves the incentives for labour
supply and human capital accumulation unaffecteid.the case with, for instance, a notional
defined contribution scheme for pensions.

Yet, public smoothing schemes are usually not alafair. For instance, the government
usually provides transfers to people unconditiamatheir contributions, i.e. also to people who
have never or will never contribute to the publiciget. In the Netherlands, this is the case with
general child support and with basic pensionsHeralderly’® The break in the link between
contributions paid and benefits received causdsertisns in labour supply and human capital
formation. These distortions can be reinforced lgil@lity conditions that are sometimes
imposed on benefits. For instance, some earlyeragnt benefits and paid parental leave
schemes have been made conditional on non-pattaipd his exacerbates the labour supply
distortion. Moreover, some public transfers depeméccumulated wealth. This causes a
distortion in savings behaviour as reduced wealthroake people eligible for supp&tt.

Hence, there are usually several distortions agtatiwith public transfer schemes that
organise consumption smoothing.

" Basic pensions are conditional on years of residence in the Netherlands, marital status and income of a younger spouse.
The latter distorts the participation decision of secondary earners.

% This is the so-called Samaritan dilemma: people who know that they will receive no public support when they do collect
enough wealth will stop accumulating wealth. This applies also to human capital. Indeed, people face little incentive to invest
in their own skills if people with abundant human capital receive less income support from the government than others.

125



REINVENTING THE WELFARE STATE: WELFARE STATE (3): REALLOCATION OVER THE LIFE CYCLE

Mandatory savings

An alternative way to deal with the undersavinghpem is to make savings mandatory. Such
schemes are well-established for pension savintieitfNetherland®: Such mandatory saving
accounts may be used also for other purposes §dwielg an alternative for public smoothing
(seee.qg.Orszag and Snower (1997); Fols&tral. (2002)). Under saving accounts, individuals
make mandatory contributions in some periods efilifan account. They might top up these
accounts with voluntary contributions. In otheripds, individuals draw from their accounts.
This may apply to income during sickness, shoratanemployment, partial disability, parental
leave, maternal leave, care for sick persons,ngishildren, and (early) retirement. The
government thus no longer needs to provide fundthi&se purposes publicly. In a sense, the
mandatory saving accounts are very much like orglisavings, except that they are
mandatory. Yet, there are a few other differensewell. First, the government can permit a
negative balance during working life. In this wiycan use the saving accounts to mitigate
capital market imperfections by providing credihig, however, creates a moral hazard
problem as is the case with private borrowing. Voiéh moral hazard, the government should
impose restrictions on withdrawals, i.e. only allthis for pre-specified purposes. Moreover,
moral hazard strengthens the case for a mandataracter of the savings. Second, saving
account may contain a redistributive/insurance aomept. In particular, people with a negative
account balance at the end of their working life, when they retire, can be made eligible for
public support by means of a public bail out. Thhese schemes contain both redistribution
and insurance for people suffering from low lifexé incomes. This, however, exacerbates the
moral hazard problem. In a sense, individual sasgitpunts remove distortions for the
majority of the population in middle and high incesnbut it exacerbates the lifetime poverty
trap, thus running the risk of sustained povertypagna small group.

Folsteret al. (2002) present simulations for Sweden of replaciigective smoothing in the
current Swedish welfare state by a system of mangatving accounts. They apply the saving
scheme to all provisions for parents, the unempulpged retired people. Their simulations
show that the saving system reduces the tax rasdnbyst 14% points because of the reduced
public expenditure needs. These taxes are replacedntributions to the individual saving
account. Public transfers are replaced by withdiafvam the individual accounts. By reducing
the implicit redistribution via public smoothindye saving scheme reduces the life-time
marginal tax burden on individuals, thereby impraylabour-market incentives. Indeed,
Folsteret al. (2002) claim that the saving scheme would subistanteduce labour-market
distortions. Yet, as noted the bail out createsva moral hazard problem and reduces the
incentives to work and save for people with a loyexted life-time income. Another possible
disadvantage of mandatory savings is that theyesuit in excessive wealth accumulation.

8 The lion share of these pensions is based on a defined benefit scheme, i.e. where pension benefits are a fixed proportion
of the wage. This defined benefit scheme involves redistribution of income and risk between generations and between
people with different career patterns. This implicit redistributive component of saving contributions causes distortions in
labour supply. Indeed Westerhout et al. (2004) find that a shift from the current Dutch defined benefit system towards an
actuarially fair defined contribution scheme would raise employment in the medium term by 0.7 to 1.1 %.
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This will be especially true if the mandatory leighigh and preferences are heterogeneous.
Indeed, while commitment may reduce self-controlggms and reduce the temptation of
people to over-consume, eliminating all ex-posirggehoices is unlikely to be optimal either.
Empirical evidence suggests that there is subsiardriation in life cycle saving behaviour,
which may reflect different preferences among hbakks (Hurst, (2003)). Under mandatory
savings, some individuals may be forced to saveartoch. Some flexibility is therefore
desirable. Hence, there is a trade-off between doment to avoid over-consumption and
flexibility to avoid over-saving (Amadaat al, (2003)).

Under the saving system, the income distributicenges as compared to collective
smoothing scheme. Especially people who receivéigsibpport in the collective scheme and
who make little contributions to their own accowsuch as non-participating partners,
experience a loss. Moreover, the saving schemenget redistributes funds towards people
who choose for parenthood, education or earlyetimt. Whether encouraging these choices

through income redistribution is socially desiraisleliscussed in the next sections.

Fiscal treatment of owner-occupied housing

In the Netherlands, interest on mortgage loans associated with owner-occupied housing is tax deductible at the marginal
tax rate of the primary earner in box 1 of the income tax. In 2006, 27 billion euro of interest is thus deducted from the
income tax. At the same time, the imputed rent from owner occupied housing is taxed only lightly: it expands the tax
base by around 5 billion euro. On net, owner-occupied housing in the Netherlands reduces the tax base by 22 billion
euro. Evaluated at an average tax of 42%, it reduces tax revenue by 9 billion euro per year. Income tax rates could be
reduced by 4%-points if this tax facility would not exist. The tax deductibility of mortgage interest benefits especially
people earning high incomes. Recently, the tax facility has been heavily debated among fiscal scientists, economists
and political parties. Many suggest a reduction of the tax facility in exchange for lower income tax rates. What would
such a reform imply for the labour market? It is not evidently true that labour supply will structurally increase due to
lower marginal tax rates. The reason is that not only taxes but also the tax facility rises with income. Indeed, the Net
gains from the tax facility rise more or less proportionally with income. Accordingly, the tax facility comes down to a
proportional reduction in tax. A swab of the tax facility for a lower tax rate will therefore leave labour-market incentives
virtually unchanged. Yet, things are a bit more subtle than this. In particular, the reform would actually shift the tax
burden away from secondary earners towards primary earners in couples. Indeed, primary earners currently benefit
from the tax facility as they are the ones who deduct it against their income. Primary earners will thus be confronted with
a higher marginal tax burden if the tax facility is abolished. Secondary earners only experience a lower marginal tax rate
as they do not benefit themselves from the tax facility. Since secondary earners are more responsive to fiscal incentives
than primary earners, this shift is likely to encourage aggregate labour supply incentives. Simulations with MIMIC
suggest that, indeed, the abolishment of tax facility for owner-occupied housing in exchange for a proportional reduction
in income tax rates will raise labour supply by %2% in the long term. To compare, a reduction in the general tax credit of
similar magnitude in exchange for lower tax rates would raise labour supply by 1%. Apart from increasing labour supply
incentives, there can be other arguments in favour of adjusting the tax facility for owner occupied housing. For instance,
the current regime distorts the choice between renting and owning a house, between financing the house with debt or
equity, and between investing in physical or human capital. More efficiency in these markets reduces tax arbitrage and

broadens the tax base. Through these indirect effects, a lower overall tax wedge can further improve labour supply.
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Saving facilities

An alternative policy to reduce the undersavingopem of households is to subsidise private
savings. The advantage is that this maintains coassovereignty and still can reduce
problems due to hyperbolic discounting, althoughl#iter is not guaranteed. Saving facilities
may, however, suffer from other drawbacks. Firstyjggnments usually restrict subsidies to
certain types of savings, such as owner-occupiegdihg or pension savings. Bovenberg and
Ter Rele (1998) show that the Net subsidy on savingnandatory pensions in the Netherlands
is equal to 30%. Saving via owner-occupied houséngives a net subsidy of 55% in the 2001
tax system. This distorts the allocation betweéfeidint forms of savings and between different
assets. Moreover, it can distort the labour majset the BoxFiscal treatment of owner-
occupied housiny. Second, the share of capital income is usualiger for people collecting
high life-time incomes. Hence, an unconditionalsid on savings will benefit especially the
rich. This may justify a more targeted applicattdrsaving subsidie®.g.by imposing limits

on the amount of subsidised savings. Finally, aisiybon capital income may distort the choice
between investments in financial capital versugdtments in human capital.

Savings may also be deductible from the incomeltathat case, capital income goes
effectively untaxed. The deduction thus transfotinesincome tax into a consumption tax. In
the Dutch system, compulsory pension premiums Jdidheshare of household saving — are
indeed tax deductible while pensions are taxe@006, the Dutch government introduced a
life-cycle saving arrangement, which allows for t@w a saving deduction. It strengthens the
consumption-based character of the Dutch tax sy&émprinciple, the consumption tax
outperforms the income tax in that it complies withrizontal equity and it does not distort

saving decisions.
Life long learning

Investment in human capital is closely relatedairggs, i.e. investment in financial capital.
Indeed, both learning and saving require a corims of foregone current consumption in
exchange for a higher future consumption. Houseshaldy therefore substitute between
investment in human and financial capital. Foranse, young people can choose between
investing in human capital to raise future inconmednvest current labour income in financial
assets and thus save for early retirement.

Human capital receives ample attention these diigsconsidered not only as an important
engine of economic growth, but also as part ofadqulicy. Indeed, human capital
accumulation can reduce income inequality, eitlyenfigrading skills among disadvantaged

81t is a tax facility for individual savings to provide liquidity during pre-specified events, such as parental leave, a period with
care obligations, or when people invest in human capital. Workers can use funds also for early retirement. In the life-cycle
account, workers can set aside a maximum of 12% of their gross yearly labour income. The maximum savings balance is
210% of the gross yearly labour income. The yearly deposit can be deducted from income. The withdrawals are taxed. In
case of leave, a worker gets an extra tax credit of € 183 per year. In case of parental leave, this is 50% of the official
minimum wage.
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groups or by reducing wage differentials throughegal equilibrium mechanisms, i.e. by
making skills less scarce. Moreover, investmettitiman capital can prevent reliance on the
welfare state to the extent that it reduces uneympémt among the low skilled in light of
compressed wage structures (see section 3.5).

Many discussions about human capital formationyodéer to so-called life-long learning.
It refers to both initial education and learningidg working life. The lion share of human
capital of individuals is accumulated at a young by learning from parents and during
education. A proper child raising and a good edanatystem are therefore a vital pillar under
the welfare state. In education, the governmentspdakey role because of a combination of
paternalism, distributional concerns, credit caxiats and perhaps external effects from
investment in human capital of young people (CPB0R)). This section does not focus on the
education system, however, but rather on the riodalolt learning through on-the-job training.
After the phase of initial education, employabilitiypeople requires a continuous process of
learning and adapting to new technologies. Witlative destruction, skills depreciate which
makes life-long learning important.

The importance of life-long learning does not immaéely justify a role for the (welfare)
state. In principle, private training decisions htigvell be efficient. Training yields substantial
private benefits in the form of higher wages, brgtib-finding opportunities, and lower risk of
unemployment. There is no a priori reason to beliat private agents make socially
inefficient decisions regarding training, espegiaihce the empirical literature does not
provide support for external effects from train{@gemoglu and Angrist (2000); Krueger and
Lindahl (2002)). Hence, as long as private agentsst in training until the return equals the
marginal costs €.g.in the form of foregone current production (ordnee), direct training
costs and the cost of effort — there is no needtite intervention. Yet, there can be four
reasons why individual training decisions are rfitient: institutional distortions, myopia,
capital-market imperfections, and commitment protdeWe now discuss these distortions and
some remedies.

First, pre-existing institutions can distort leaigidecisions as previous chapters have
shown. In particular, chapter 3 demonstrates t®dionary impact of progressive tax
systems, non-deductible training costs, and waggeoessing institutions on the incentives to
learn. These distortions may justify training sdies, especially if countries engage in
substantial redistribution. Indeed, Bovenberg ambbs (2005) show that education subsidies
are higher in countries with more progressive tgsteans. Chapter 4 stresses distortions in
human capital formation caused by unemploymentrarste. Moral hazard can take the form of
reduced investment in training because the inseramakes it less costly for workers to be laid
off. Another distortion on human capital formatigrdue to substitution between financial
capital and human capital. Both forms of capitaiviate alternative ways to secure future
income. If institutions affect the returns to thése forms of investment, investment decisions
may be distorted. For instance, if the return naficial capital is subsidised, people may find it
more attractive to work at a young age and savedfim subsidised accounts to retire early,
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rather than invest in human capital to obtain d@iguture wagé® This may even hold even if
the investment in human capital yields a highesgmate of return than the investment in
financial capital. Subsidised saving plans (inahgdiax favoured savings in owner-occupied
housing and tax subsidies for mandatory pensiomgsa)thus distort the choice in human
capital (Jacobs and De Mooij (2002)). Efficientéstment calls for an abolishment of these
saving subsidies and in fact provides a rationalaftax on capital income (Jacobs and
Bovenberg (2005)).

The second reason for government intervention éstdumpatience. Some people might not
fully take account of the return to their investmencannot resist the temptation of early
consumption. The government can then proscribe atangdeducation as it does for young
people. Yet, proscribing mandatory training for légloan be inefficient as the government
typically has less information about the returisach investments than individuals and the
firms they work at. Hence, the public failure ofmdatory training is likely to be even larger
than the possible underinvestment induced by irapaé.

Capital market imperfections provide a third poi@rdargument for government
intervention. To deal with these imperfections, gogernment may introduce a loan scheme.
This is typically more efficient than subsidies,igrequire distortionary taxation as a source
of finance®* Another instrument is a guarantee repayment bgaivernment if someone is
unable to repay a private loan. This mitigatesréhectance of banks to provide credit for
training purposes. Such provisions have been ioted in the United States, the United
Kingdom and New Zealand. Also individual learnirgg@aunts may help to solve
underinvestment in training due to credit constmi8uch accounts are, for instance, found in
Sweden. Still, empirical evidence suggests cramtistraints do not matter much for on-the-job
training (Cameron and Taber (2000); and CarneicbH@ckman (2004)). One reason is that
firms often pay for training of their employees.i§ holds even though we expect their benefits
to be slim because human capital is embodied invtitker who can expropriate the return
elsewhere in the labour market. One explanatiofiifimis paying for general training of
employees is that training is part of the remunenab work. Another explanation is that
training usually involves a firm-specific componéste below). In any case, capital market
imperfections provide little ground for public imtention in on-the-job training.

A final reason for underinvestment in training aecwith specific human capital, i.e. skills
that have no value outside the specific firm-wonieationship. With firm-specific training, the
gains of investment cannot fully be captured blgegithe firm or the worker, since they are
specific to the current contract. Therefore, aicigfft level of investment can only be reached
if the costs are being shared according to hovb#mefits are divided. A problem is the

renegotiation possibilities and strengthened barggipower of either party after the

8 Bovenberg and Ter Rele (1998) show that the Net subsidy on savings in mandatory pensions in the Netherlands is equal
to 30%. Saving via owner-occupied housing receives a net subsidy of 55% in the 2001 tax system.

8 These loan schemes may be contingent on income in which case people pay back principal and interest if their income
after finishing the training is high enough. This could apply in particular to the financing of higher education (Jacobs and Van
der Ploeg (2005)).
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investment has taken place. Anticipating this, hpgthtties may invest too little. The market may
deal with this by means of pay-back clauses. Mozeentralised bargaining by unions and
fixed wage contracts may reduce the opportunitesnidividuals to renegotiate, thereby acting
as a commitment device for workers and firms. Mygaerally, there is a productive role of
labour-market institutions that strengthen the cament between workers and firms as it
encourages investment in firm-specific human cépita

Summing up, possible underinvestment in on-thetjaining originates primarily from the
distortions that the welfare state creates initis¢ place g.g.due to redistribution, social
insurance or saving subsidies. Training subsidieshe desirable to mitigate these distortions,
but alleviating tax privileges for savings would desirable as well. Other reasons for
underinvestment in training, such as capital-mairkgerfections and impatience provide little
ground for public intervention. Institutions thainsulate commitment between employers and

employees support investment in specific humantabpi

Combining work and care

Consumption needs are generally higher during tizesg of parenthood. In terms of the life-
cycle model, it implies a high marginal utility cbnsumption during this period relative to
other periods. In principle, smoothing can be oiggthvia the capital market to obtain an
efficient intertemporal allocation of consumptide, by moving funds towards the time of
raising young children. Still, capital-market imfestions may reduce the amount of smoothing
opportunities via the capital market. For instaq@@ents may find it difficult to borrow against
future income to cover the costs of raising chitddrehis can provide a rationale for child
allowances as a public smoothing device.

Children also require time from their parents ia torm of care. Hence, not only the
marginal utility of consumption, but also the maiaiutility of time is high during the phase of
parenthood as compared to other periods. Howewa,dannot be smoothed across periods
like consumption can (a day has 24 hours!). Hetiemarginal utility of leisure — and thus the
shadow costs of work — increase during the phaga@nthood. Therefore, either of the two
parents often reduces hours worked after childhbiEspecially the participation rate of women
drops after birth of the first child. In principlénis choice can be efficient as long as it is ase
on individual preferences. Yet, we have alreadydbat taxes distort the choice regarding
labour-market participation, and this holds esgbcfar women. Moreover, there are concerns
about reverse causality between fertility and labroarket participation. For instance, Bloemen
and Kalwij (2001) find that Dutch women scheduldcdtbirth in order to suit their desired
participation patterns. Thus, educated women irNistherlands postpone child birth to a
relatively high age. Also in other OECD countrigsing female participation rates have come
along with a decline in fertility rates. This isgtfeat concern for European governments that

want to raise fertility rates in light of ageindth@ugh this aim is not undisputed (see the Box
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“Externalities from childref). Hence, there seems to be a trade-off betweeawraging
female participation and raising fertility rates.

The government may aim to relax this trade-off leetw/fertility and labour-market
participation. The BoxPertility and employmeh suggests that labour-market flexibility,
opportunities for part-time employment, and chiidecfacilities have a moderating impact on
the negative correlation between labour-marketgpation and fertility (see also OECD
(2005b)). This also explains why fertility rategwletween countries. In particular, Germany,

Externalities from children

Economists have put forward different arguments why fertility rates might be too low or too high from a social point of
view. First, Jones (2004) argues that there are increasing returns to scale with respect to the population size, i.e. a
doubling of the population yields a more than doubling of GDP. The reason is that a larger population increases the
development of new ideas and technologies. As these ideas are non-rival, they benefit all people. Technological
improvements thus run into increasing returns to scale, implying positive externalities from a faster growing society.
Evidence on long historic episodes tends to support this claim. However, evidence for more recent episodes is not
consistent with it. Moreover, if economies become more integrated, the size of an individual country matters less for the
world population which determines the importance of these externalities. A second positive externality of children has
been emphasised by Sinn (2005). He argues that the individual decision about getting a child is distorted because
people do not take account the positive financial impact of their child on the financial basis of publicly financed pensions.
Indeed, people for long had children as an insurance device for their old age. Now that insurance is organised publicly,
people can free-ride on the children of others. This induces too low fertility rates. In assessing the fiscal impact of
children, however, one needs to account for all public contributions and all costs of an additional child, rather than only
pensions. Calculations for the Netherlands suggest that this balance would in fact be negative (Van Ewijk et al.(2000)).
The reason is that a newly born in the Netherlands enjoys a positive net benefit from the government. Intuitively, a newly
born would share in the inherited public wealth and thus reduces the per capita claim on this wealth by existing
individuals. Accordingly, the external effect of an extra child on others can actually be negative rather than positive. Note
that this result is sensitive for the assumptions regarding the assignment of individual costs and benefits to various
generations, e.g. whether they are assigned to parents or to the children. There may also be negative externalities of
children. These arise from e.g. congestion effects associated with a high population density. Indeed, the Netherlands is
a densely populated country. This causes tensions in traffic, environmental quality and spatial issues. The claim that the
fertility rate in the Netherlands is too low is therefore not undisputed. In the rest of this study, we take a neutral stance in
the assessment of the impact of policy reforms on fertility, i.e. we do not consider a rise in fertility as a welfare improving

or a welfare deteriorating impact.

Italy and Spain feature low fertility rates of abdw2 in 2002, i.e. a woman raises 1.2 children
on average. The United States and the United Kimgldave relatively high fertility rates as
flexible labour markets allow educated women te leineap low-skilled labour for child care
and consumer services. In the Nordic countriesi)ifgrates have hardly dropped during the
last decades and stabilised at a level of 1.7 @22This can be explained by generous child-
care facilities and relatively flexible labour mat&. In the Netherlands, the availability of part-
time jobs seems responsible for a combination gif ffértility and high female participation.
Simulations with a special version of MIMIC are sitent with these findings. Jongen
al. (2002) and Jongen and Van Vuuren (2004) explardahour-market implications of a rise
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Fertility and employment

Fertility rates differ among countries. The table below shows this for a selection of OECD countries. The differences in

fertility rates turn out to be related to institutions on the labour market.

Fertility rates (number of children per woman) in a selection of countries, 2002

United States 2.1
France 1.9
Denmark 1.7
The Netherlands 1.7
United Kingdom 1.7
Sweden 1.6
Belgium 1.6
Germany 1.2
Greece 1.3
Spain 1.3
Italy 1.2

Source: World development indicators 2004

We test the relationship between employment and fertility by means of a cross-section of 18 OECD countries. Thereby,
we explore the importance of part-time employment, labour-market flexibility and child-care facilities. In interpreting the
regression outcomes, we refrain from conclusions on causality as labour market institutions, employment and fertility are
at least partly jointly determined by choices that different societies have made in the past. Define Ay; as the change in
total fertility from 1975-1980 to 1995-2000 (UN 2000 Revision) and Ax; as the change in the employment rate of
women age 25-54 from 1979 to 1999 (OECD Employment Outlook (2005)) for country i.

Ayi=Bo+ B1 A+ &
B1 = Bio + 11 CCi + B12 LMF; + B13 PT;

where CC; is a measure for child care facilities (OECD Employment Outlook 2001), LMF; a measure for labour market
flexibility (Blanchard and Wolfers (2000)) and PT; a the part-time employment rate of 2000 (OECD employment Outlook
2003). The underlying idea is that a change in the employment rate of women aged 24-54 correlates with the total
fertility rate, but that this correlation may be weaker due to child care facilities, labour market flexibility or part-time
employment opportunities. The table below shows the regression results.

Estimation results for 18 OECD countries on the rel  ationship between female employment and fertility

BO Blo Bll Blz ,313
Parameter 0.164 -0.037 0.009 0.016 0.002
P-value 0.283 0.001 0.016 0.088 0.003

We find an overall correlation between fertility and female employment of -0.40, which is significant at a 10%-
significance level (p-value 0.096). Estimating the model with OLS, we find that child care facilities significantly weaken
the relationship between fertility and female employment (at the 2% level). The same holds for labour market flexibility,
although the impact is significant at the 9%-significance level only. Part-time employment has a significant impact as
well at the 3% level: the opportunity to work part-time weakens the relation between female employment and fertility
(see also Adsera (2005)).
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in subsidies for child care and different formdezve, such as parental leave and leave for care
obligations. Similar to the results in Table 3.tt&y find that child care subsidies encourage
labour supply. Research by the OECD (2005b) sugdester that an increase in formal
childcare has the potential to substantially régsglity in the Netherlands. Hence, childcare
subsidies are expected to relax the trade-off betviertility and female labour-market
participation.

Subsidies for parental leave and leave for other obligations also facilitate parenthood by
allowing parents to take care for their own chitdveth a smaller loss in earned income. Model
simulations by Jongeet al. (2002) show, however, that this policy exerts gatiee impact on
labour supply. This is the result of three effeEisst, since the opportunity to receive subsidies
for parental leave is linked to having a job, thisra positive entitlement effect on labour-
market participation. This effect, which is empkasi bye.g. OECD (2005b) increases labour
supply. Second, since parental leave is conditionalon-participation, parents are encouraged
to reduce their hours worked during paid paremaVé. This reduces the number of hours
worked. This effect is opposite from child-care sidies. Whereas formal childcare is
complementary to labour supply while parental lesmastitutes for labour supply. Third,
subsidies for parental leave need to be financeudher taxes elsewhere, which reduce the
overall incentives to work. Adding up the threeseff, Jongeat al. (2002) find that
employment and hours worked drop. It suggestsphiak parental leave does not escape the
trade-off between facilitating parenthood and stating labour supply®

Early retirement

If capital markets are perfect, the life span iewn, and people are forward looking, then an
actuarially fair pension scheme will lead to efiai retirement decisions (Kotlikof (1979)). In
particular, people will then decide about retiretr@mthe basis of their individual preferences,
i.e. by assessing the private costs and benefitsiafial fairness will imply that this choice will
match the socially efficient outcome. In many Ewwap countries, however, early retirement
schemes are not actuarially fair but impose disitizes on participation beyond the age of first
eligibility for early retirement benefits. In pattilar, older workers who continue working will
receive less social benefits over their life sgamtif they quit work at the first year of
eligibility. The Net present value of this accroébenefits in terms of the Net wage is the so-
called implicit tax on work. In many countries,ghinplicit tax amounts to 80% or more in the
first year of benefit eligibility (Gruber and Wi£999)). In the Netherlands during the mid
1990s, it even exceeded 100% for many workers @apand De Vos (1999)). These high
implicit tax rates on work largely explain the Idabour participation rate of elderly workers in

% It is sometimes argued that parental care is important for the development of a child’'s human capital, especially during the
first year after birth. After the first year, it appears that childcare can have positive effects on this development, especially for
children from disadvantaged families (see e.g. Esping Andersen (2005)). Our simulations do not capture this effect of
parental care or childcare on human skills.
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many European countries (Gruber and Wise (2004%tidgiacomeet al(2002) for the
Netherlands). Reforms in the institutions wouldrétfiere have a large potential impact on the
participation rate of the elderly. De Vos and Kgpté2004), for instance, find that a 3-year
increase in the first year of eligibility for sotlzenefits would raise the effective retirement age
in the Netherlands by between 1.6 and 2.3 yeanseShe late 1990s, the sectoral early
retirement schemes in the Netherlands have beesftraned into more actuarially fair
schemes. This substantially reduces the disincesitiv work for elderly workers in the
Netherlands. Euwalst al. (2005) evaluate the impact of this shift towardsaatuarially fair
scheme for Dutch civil servants. Their results ®sj@n increase in the effective retirement age
by nine months as compared to the old sysfem.

Now that the main distortions in retirement deaisithave been removed in the Netherlands
by moving towards actuarially fair pension schenties,question is whether there is still a role
for collective intervention. On the one hand, there two arguments in favour of collective
saving schemes. First, hyperbolic discounting nayse undersaving for retirement. This can
justify mandatory savings to obtain a more effitiex-post allocation of lifetime resources.
Second, collective saving schemes may reduce thosaosts since people do not have to
engage in costly information gathering while cdilee administrations may benefit from
economies of scale. On the other hand, capital-etankperfections work in the opposite
direction. They imply that mandatory savings leadm over-accumulation of capital for people
who are constrained on the credit market earliéiféenThus, they cause retirement at an
inefficiently early age. On balance, it is diffitth determine whether mandatory savings are
socially desirable by correcting for impatient bebar and more efficient administration, or
that they are socially costly by exacerbating @pitarket imperfections.

Irrespective of the answer to this question, itriportant to understand what would happen
if mandatory savings for early retirement were &had. In particular, this may have two
effects: one on voluntary savings and one on ttieeneent decision. The impact on voluntary
savings has been explored by Van Boelell. (2006) for the Netherlands. They find that an
abolishment of mandatory saving for early retirethweould induce substitution into voluntary
savings of about 50%. Accordingly, individuals wibeind up with a considerably lower level
of wealth at old age when mandatory savings woeldtolished altogether. The impact of
accumulated wealth on participation has been egglquite extensively in the literature. Most
studies report that wealth has a significant impactetirement decisions, but that the
magnitude of this effect is small. It suggests thaalth is of relatively minor importance for
the retirement decisions as compared to, for imstaactuarial fairne<s.

8 Saving for early retirement is still subsidised in the Netherlands. In particular, part of subsidised pension wealth can be
used for early retirement, but only in an actuarially fair manner. Hence, these subsidies only affect the retirement decision
via effects on wealth.

87 An alternative exit route is via disability insurance or unemployment insurance. To the extent that these schemes are
indeed used as early retirement routes, this is a form of moral hazard. The costs of this moral hazard are borne publicly via
increased social insurance premiums. Mandatory savings for early retirement can relax this moral hazard problem by
allowing people to use individually accumulated early retirement wealth, rather than public funds from social insurance
schemes.
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While incentives for elderly participation are ahéng, employment opportunities for the
elderly are another. This can be problematic taetttent that human capital depreciates at old
age — leading to a lower productivity of older werk — while the corresponding wages do not
decline. Indeed, whereas wages would normallyificdl competitive labour market in line with
productivity, fixed wage contracts provide insuraffier the loss of human capital at old age. To
escape these implicit insurance payments to oldekavs, firms may try to lay-off older
workers and replace them by more productive youngekers. This is prevented, however, by
employment protection. Indeed, especially olderkes are well protected against dismissal. It
implies that firms are forced to maintain older iems in the firm and bear the burden of the
implicit wage insurance. Only the mandatory retieetrage provides some relief for companies
because they can lay-off workers at the age oft@®m@ cost. The combination of fixed wage
contracts, employment protection rules, and mamgatgirement forms a coherent
combination that may actually be efficient (LazéEd79)). Intuitively, it leads to a wage profile
which pays workers less than their marginal pragitgtwhen they are young and more than
their marginal productivity when they are old. Tater induces workers to perform a higher
level of effort at a young age, which results imare efficient contract than when workers are
always paid according to their marginal product.

Yet, the efficiency of Lazear’s implicit contractpkends on the assumptions regarding the
lifetime worker-firm relationship. In a modern econy with fewer lifetime contracts, the
combination of fixed wages, employment protectiod enandatory retirement is probably less
efficient. For instance, it renders it difficultrfanemployed older workers to find re-
employment. Thus, it hampers the mobility of old@rkers so that they do not work where
they are most productive. Moreover, once dismigteerly workers have little chance to find
new employment. An alternative way to maintain héghployment among the elderly is by
allowing more flexibility. A combination of relaxeegimployment protection and flexible wages
would raise the job opportunities for elderly warkdt allows for more mobility into jobs
where elderly workers are most productive, suckesgice jobs, the care sector or in education.
This also includes part-time joBSMoreover, flexibility would remove the need for natatory
retirement, which allows for more diversity in retnent patterng.g.between different
professions or sectors. The flexible alternatiwyéver, involves a fundamental break with the
implicit contract that characterises current insidins.

% social insurance benefits are usually based on the last-earned wage. This provides a disincentive for workers to accept a
reduction in their wage at old age as this would imply a lower pension or insurance benefit. Reforming pensions into a
scheme that depends on the average-wage will make older workers less opposed against wage reductions. Dutch pensions
schemes have indeed been largely transformed from final-pay to average-pay schemes.
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Policy options for efficient smoothing

This chapter discusses the role of governmentardésign of efficient consumption smoothing
over the life cycle. Capital-market imperfectiomspatience and distortions associated with
redistribution and insurance may provide a ratieriat government intervention in
consumption smoothing. European governments asethdubstantially involved in
reallocating income over the life cycle: estimataggest that between 60 and 80% of the
welfare state actually concerns intrapersonal @eation of income over the life cycle, rather
than redistribution between rich and poor. An aléive for collective smoothing via the
welfare state would be mandatory or subsidisedviddal saving schemes. While these
schemes may reduce the overall tax burden comparaallective smoothing via transfers, they
may bring along other distortions. Hence, the gowent faces a dilemma. This chapter
explores this dilemma in the area of life-long feag, work and care, and early retirement.

Life-long learning is a vital pillar for our welfarstate. While the role of government in
initial education is undisputed, its role is lelsac in adult learning. A number of possible
distortions in training e.g.due to capital-market imperfections or impatiermpreyide little
ground for public intervention. Yet, underinvestrhanon-the-job training may occur due to
distortions induced by redistribution, social ireure and saving subsidies. It can make training
subsidies desirable, but also raises doubts ongdéatilities.

Rising female participation rates in many OECD ddes have come along with a decline
in fertility. This suggests a trade-off betweenamaging female participation and raising
fertility rates. Facilitating this combination i§ great concern to European governments,
although it is not clear whether externalities frolnildren are actually positive or negative. We
find that the government can relax the trade-offrizyeasing labour-market flexibility,
extending the opportunities for part-time employmeand providing child-care facilities.
Subsidies for parental leave may support fertilityt typically come at the expense of labour
market participation in terms of hours worked.

A number of distortions in retirement decisionsdagcently been removed in the
Netherlands. Indeed, the system has been reforomeatds an actuarially neutral system for
early retirement. Still problematic for the panpiation of elderly is, however, the rigidity of the
labour market. Indeed, the combination of fixed agntracts with seniority wages,
employment protection and mandatory retirement temthe mobility of older workers and
increases unemployment durations. Moving towara®ee flexible labour market can increase
employment, improve allocative efficiency and alltaw more flexible retirement patterns. It
calls, however, for a breakdown of the implicit trawt.
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FUTURE OF THE DUTCH WELFARE STATE

Part Il Future of the Dutch welfare state

Part Il explores the future of the welfare statdhie Netherlands. Chapter 6 discusses trends in
the socio-economic environment in which the wel&age will have to evolve during the
coming decades. Chapter 7 develops comprehenssigndeof the future welfare state. For
each alternative welfare state, we discuss thedalpmarket implications, the consequences for
the income distribution and other indicators of isbavelfare. Chapter 8 elaborates on the

room for manoeuvre for national Dutch policy inHigof globalisation, immigration and policy

competition.
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6

HISTORY OF THE DUTCH WELFARE STATE

Introduction to the future of the Dutch welfare s tate

The welfare state evolves across time under theein€ée of changes in social structures, demographic

developments, technological change and internatitneads. This section discusses how these

developments have affected the Dutch welfare stdtee past and how they might affect its future.

6.1

History of the Dutch welfare state

The evolution of the Dutch welfare state has be@red by various forces. These include
changing circumstances, new insights in how intitis affect society, changing social
preferences regarding trade-offs, and the abifityavernments to implement reforms under the
influence of the democratic process. Below, we gmean eye-ball view of this evolutionary
process during the last four decades.

The current Dutch welfare state has been largelyded in the post-war period when many
social expenditure programs were introduced. Dutfiregsixties and seventies of the twentieth
century, welfare state expenditures expanded napidhen the Dutch economy was hit by
severe shocks in the seventies, generous benmefitambination with lax administrative
controls caused an inflow of redundant workersoicia security schemes with open-ended
benefits, such as the disability scheme. Whenehers oil crisis hit the economy at the end of
the seventies, the Dutch economy was caught iniaus circle of declining employment and
rising claims on the welfare state.

In the beginning of the eighties, the Dutch econavag in dire straights: taxation and social
security contributions accounted for about hal&iP and for every ten employed persons
there were more than eight persons on social ien&fie need for drastic measures became
increasingly apparent. The government then tooksiecsteps. It broke the link between
wages in the public sector and social benefitsages in the private sector. Thus, public sector
wages and benefits lagged behind wage growth iptilvate sector. Moreover, statutory social
benefits were cut from 80% to 70% of gross wagekthe minimum wage, to which the
minimum social benefits are linked, was frozen@mimal terms. This reduced the minimum
wage from 61% of the median wage in 1980 to 4720@0. It took some time before cuts in
social expenditures reversed the vicious circlasifig inactivity. The ratio of social security
claimants to those employed stayed roughly constatwteen the mid eighties and the mid
nineties. Only by then could the number of soa&isity recipients be stabilised and started
the ratio of social benefits to employment to faluitting benefits had not been sufficient to
reduce the number of recipients, in part becaugplementary arrangements negotiated in
collective labour agreements did offset some ofctits in disability and sickness benefits.
Moreover, social partners had introduced generatly eetirement schemes which reduced the
effective retirement age of elderly workers.

In the nineties, the cuts in social benefits wenmplemented by institutional reforms. For
instance, eligibility criteria for social benefitgere tightened. In 1993, the legal definition af th
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appropriate job was widened in the disability scheft the same time, the government
reduced the discretion of decentralised administnatby issuing specific criteria for
determining disability and residual earning povir existing claimants, a program of
reassessment was started in 1994. The focus mirik§es was more on microeconomic
incentives and screening to avoid moral hazartierahan on cutting benefit levels.

Since the beginning of the nineties, the governratsa started to reduce the tax burden. In
1990, it reformed the income tax, thereby cuttiraygimal tax rates and broadening the tax
base. During the nineties, the tax burden was it support the process of wage
moderation. Moreover, by targeting tax cuts at lalour incomes, the government aimed at
reducing the replacement rate at the bottom ofvdge scale, thereby stimulating low-skilled
employment.

In the late nineties, social security was reforraeen more fundamentally. Sickness
insurance was privatised and competition in digghihsurance was introduced to achieve
efficiency gains in the implementation and admiaition of the insurance. Competition also
meant that employers can no longer shift the aafstiseir behaviour unto a collective pool.

During the eighties and nineties, the Netherlangiegenced a considerable employment
growth and a substantial decline in the unemploymege. Most of the growth came from part-
time work. Also flexible contracts through tempgrarork agencies rose substantially in the
1990s. Employers increasingly used flexible consré@ avoid employment protection, to
screen new employees, and to meet their needefibility.

Where did all this bring the Netherlands? Tableshdws the performance of the Dutch
labour market in 2004 for a number of indicator&dmpares it with the averages in the old 15
members of the European Union and the United Stéfessee that, compared to the average in
the European Union, the Netherlands performs wektims of participation and
unemployment. For these indicators, performanséidar to that in the United States, except
for the participation of people between 55 anda¥] for the share of long-term
unemployment. For these indicators, the Netherlédwore European than American. Priority
in the Netherlands is therefore given to raisirgphrticipation rate of elderly and improving
the position of low-skilled workers on the labouadiet.

Table 6.1 shows that the Netherlands performsivelstpoor on the number of hours
worked compared to both the United States ande$ieof the European Union. This is
especially due to the high share of part-time emplent, i.e. jobs of less than 30 hours per
week. For women, this share is 60% which is twiéasge as in the European Union and more
than three times that in the United States. Hethege seems ample scope for raising female
labour supply in the Netherlands in terms of haunosked. The bottom row of Table 6.1 shows
occupancy in social benefit schemes as a percenfabe working age population. It includes
occupancy in unemployment insurance, social aggistasickness benefits and disability
insurance. We observe that the number of benefipients is higher than in the United States
and also higher than elsewhere in Europe. Espgdallerage in disability insurance is
relatively high in the Netherlands.
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Table 6.1 Labour-market performance of the Netherla  nds compared to EU-15 and the US, figures for 2004
The Netherlands EU-15 us
Employment rate in % population 15-64 73 65 71
men 80 73 77
women 66 57 65
age 55-64 45 42 60
lower than secondary education 59 57 58
Share of part-time employment 35 13 17
men 15 7 8
women 60 31 19
Annual hours worked per employee 1357 1578 1824
Unemployment rate 4.6 8.0 5.5
share long-term unemployed 33 42 13
Benefit recipient rate® 16 14 11

a Figures for benefit recipient rate refer to 1999 and contain only 10 countries for the EU (excluding Finland, Luxembourg, Italy, Greece

and Portugal).

Source, OECD 2003 and OECD Employment Outlook 2005

6.2

Recently, a number of welfare state arrangements baen reformed further. In 2001, the
income tax structure was reformed by cutting maxigiax rates, broadening the tax base,
replacing tax deductions by tax credits, a mordgmaétaxation of capital income and a shift
towards value added taxes and green taxes. Thent@udministration reformed the systems of
disability and unemployment insurance (see the ‘EBpcial insurance in the Netherlands in
2008 in section 4.1), decentralised the responsikditior welfare benefits, transformed early
retirement into an actuarially fair scheme (se¢iee®.7), reformed the system of health care
insurance and introduced a life cycle saving actoleble 6.2 summarises current welfare
state arrangements in the Netherlands. Still, tbeudsion on future welfare state reform
remains on the policy agenda for the future. Tlasaea is that trends in demography,
globalisation and socio-cultural structures triggereed for further reform.

Trends and the future of the Dutch welfare stat e

Future trends

De Mooij and Tang (2003) argue that a number oied@nd economic developments put
pressure on the welfare state. First, ageing ingpaséreat on the financial viability of
European welfare states. Recent projections bfthepean Commission suggest that age-
related public expenditures, such as public pessimd health care spending, will rise by 4%
of GDP on average for the European Union in abéutetirs from now (se=g.EPC (2006)).
Also Dutch institutions will require a growing nefd public funds in light of ageing.
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Table 6.2
Redistribution

Welfare benefits

Tax system

Targeting of benefits

Tax Unit

Minimum wage
Wage formation
Social insurance

Unemployment insurance

Sickness/Partial disability

Full disability
Administration

Activation policy

Employment protection

Smoothing

Saving

Life-long learning

Parental support

The Dutch welfare state in 2006

Social minimum equals 14 400 euro per year for a couple. Single persons receive
70%, single parents 90%. It is indexed to the market wage

General tax credit of 1990 euro; Labour credit of 1359 euro; Various specific credits.
Four tax brackets with rates of respectively 34.15%, 41.45%, 42% and 52%

Targeted: welfare benefits, housing subsidies, health care provisions, child care
subsidies
General: child allowance, basic pension, benefits in kind

Individualised tax system; general tax credit applies to non-participating partners;
phasing out of benefits is usually based on household income

Equal to social minimum for couples

Strong position of trade unions; Compressed wage structure

75% of last-earned wage in first two months, 70% thereafter; max of 38 months; strict
entitlement rules; a special provision of non-means-tested benefits applies to elderly

2 years sickness benefits of maximal 170% of the previous wage over both years;
partial disability is linked to unemployment insurance

75% of the last wage
Mixture between public and private

Average expenditure for Europe, mainly public sector jobs;
Increased monitoring and sanctioning in recent years

Tough protection of regular workers, especially males and elderly; emphasis on
procedures rather than notice periods and severance pay; little role for firing tax

Mandatory collective pension saving; premiums deductible up to a pension of 100% of
the wage at age 65; retirement wealth can be used in an actuarially fair way for early
retirement; there is a small tax-favoured saving scheme and a newly created life-
course saving account

Sectoral funds for training; tax deductibility of training costs above a certain ceiling

General child allowance; Subsidised child care; Paid parental leave in the public
sector; Tax credit for working parents with young children and supplementary credit
for secondary earners

144



TRENDS AND THE FUTURE OF THE DUTCH WELFARE STATE

For instance, Van Ewijk et al (2006) show that bkpenditures will rise by 7.4% of GDP in
2040 compared to 2006 if current expenditure sclseane maintainetf. Preparing public
finances for these future trends is a formidald& far European countries. Ageing imposes not
only a financial, but also a distributional problefime growing need for public funds for
elderly generations is to be financed by a shriglghare of working individuals. Indeed, people
not only grow older but also fertility rates hawepped. This causes tensions in the
intergenerational contract, i.e. the tacit contthat ensures that people of old-age are taken
care of by the young. Reforms in the welfare sshteuld focus on relaxing the tensions in the
intergenerational contraa,g.by raising labour supply and the effective retiestnage.

A second trend is internationalisation. It mearsd tapital and high-skilled labour become
more mobile. This makes it more difficult for gomarents to raise revenue from these mobile
sourcese.g.via corporate income taxation or progressive pekimcome taxes. In fact,
governments competing for mobile tax bases tenthtercut each others’ tax rates, thereby
eroding tax revenue. Lower revenue is incompatibth a large welfare state. Another
consequence of globalisation is the worsening jposdf low-skilled workers. Skill-biased
technological change, immigration of low-skilled nkers and outsourcing of labour-intensive
production towards Eastern Europe and Asia redueelémand for low-skilled native workers
in the old European Union countries. These demandks worsen their position on European
labour markets. With high reservation wages antl hignimum wage floors induced by current
welfare state institutions, this will materialiseincreasing unemployment among the low
skilled. Preventing this requires reforms that é@ase wage flexibility and that encourage
human capital formation. Indeed, integrating the-kkilled in the labour market is a vital
challenge for the future welfare state.

A final reason to reconsider the welfare statéésahange in socio-economic conditions
since current welfare states were built up. Faiaimse, society has become more
heterogeneous. On the demand side, the growingceessctor is characterised by a greater
variety of skills, increasingly flexible work pattes, and better opportunities for part-time work.
On the supply side, individuals have become betleccated, which induced more demand for
individual choice and more differentiated demandsfacial services. Women have massively
entered the labour market, which has changed difeses. This calls for a different institutional
framework than that required by the traditionad liourse of a full-time breadwinner with a
lifetime employer. Again, this imposes a big chadje for governments.

Summing up: future trends challenge the welfareesEo maintain sustainable public
finances and ensure the financial and social asmsolidarity in the future, reforms should
raise the quantity and quality of employment, eidlscamong elderly workers, women and
benefit recipients. Also the labour market positidrthe low skilled is of growing concern.

% The Dutch problem is mitigated by a large share of funded pensions. As the government has a latent tax claim on these
funds, tax revenue will increase by 3.9% of GDP. The extra public expenditures can thus be partly covered by these
additional tax receipts.
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The baseline scenario

The next chapter will make a quantitative assestofenelfare state reforms in the
Netherlands with MIMIC. In doing so, we first spigca baseline scenario until 2040. The
baseline makes assumptions about various tremdisntography, participation, technology,
institutions and so on. We consider only one sdiaskline assumptions. This approach

deviates from the scenario methodology adoptedaxipus long-term studies of CPB. Indeed,

the focus in this study is not on future developte¢hemselves, but on the impact of
government policy on future performance (see the ‘B2PB scenarios and welfare state

reforn). %

CPB scenarios and welfare state reform

De Mooij and Tang (2003) and Huizinga and Smid (2004) have assessed future developments in the form of scenarios.
These scenarios are build around two key uncertainties. One is whether the future is characterised by increasing
international cooperation or strong preferences for national sovereignty. The other is whether social preferences will be
characterised by solidarity or by incentives and individual freedom. The combination of these two key uncertainties gives
rise to four future scenarios. These contain also four different reform directions of the welfare state. This is an important
driving force for alternative developments in labour-market variables, such as the participation rate and labour supply.
However, the welfare state reforms are not discussed in detail. Moreover, the impact of welfare state reform is not
separated from the impact of other trends on labour market developments. This makes it difficult to understand how
welfare state reform in these scenarios exactly affects labour market developments or other components of social
welfare.

This study starts from one single baseline scenario that is characterised by the absence of institutional reform after
2006. It makes specific assumptions regarding ageing, individualisation, internationalisation and technological change.
We then explore the structural implications of comprehensive, detailed reform packages, relative to this baseline. This
yields insight in the margins of public intervention to affect labour market outcomes and the income distribution in the
future. The analysis is therefore complementary to the long-term scenarios in earlier CPB studies.

Still, the study needs to deal with future uncertainties. We do this in two ways. First, uncertainty in social preferences
and socio-cultural developments that lie behind this is analysed in chapter 7. Here, we develop three prototype welfare
state reforms, which differ with respect to the division of responsibilities between the state, individuals and decentralised
clubs. Second, uncertainty in the international environment is analysed in chapter 8. It elaborates on the room for
manoeuvre for the Dutch government in designing the welfare state in the presence of international spillovers. This

yields insight in the robustness of various welfare state prototypes for external developments.

With respect to our baseline, we first make assignptabout institutional developments. In

particular, we assume that all reforms in the Neimels up to 2006 are implemented, including

recent reforms in early retirement schemes, thétheare system and the schemes for
disability and unemployment insurance (see Talilg &fter 2006, no further changes are
assumed. Table 6.3 shows the value of some instialtvariables on the baseline. Nominal

© The year 2040 is consistent with the time frame used in the analysis of Huizinga and Smid (2004). It thus accounts for the
peak in ageing between 2030 and 2040. Moreover, this far horizon allows us to ignore transitional issues associated with
implementation. For the interpretation of our simulation outcomes, one may consider them as long-term structural impacts.
These might not take 34 years to materialise, but a new equilibrium is typically achieved after 8 to 10 years.
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variables like social benefit levels, tax creditgome ceilings and so on are all indexed to the
wage raté’

With respect to public finances on the baselineassume that the budget deficit is adjusted
if public expenditures rise or tax revenues fal@genously in light of future developments.
Our baseline is characterised by unsustainabldgfibbhnces in the sense that public debt
increases substantially till 2040. It illustratee tonsequences of especially the ageing of the
population if policies are not reformed. In MIMI@js has no repercussions for the labour
market since there are no feedback mechanismstduiic debt onto other variablé&s.

Table 6.3

Baseline values in 2040 for some institut  ional and labour-market variables in MIMIC

Institutional variables

Marginal tax burden 62%
Replacement rate 61%
Average tax burden 51%
Theil coefficient 0.19
Income tax rates (four brackets) 34.15 41.45 42.0 52.0

Labour market variables

Participation rate 71%
Female participation rate 64%
Share of high-skilled labour supply 67%
Unemployment rate 6%

low skilled 13%

high skilled 3%
Unemployment duration 12 months
Share of long-term unemployment (> 12 months) 32%

The household sector in MIMIC contains a varietyypfes. Regarding age, the model
distinguishes between three groups of people attwsage of 15, namely those between 15 and
54, those between 55 and 65, and those older thahhg left panel in Figure 6.1 shows the
projections for three subsequent years on the inaselamely 2005, 2020 and 2040. We see
that the overall size of the population over the &§ slightly increases to around 14 million
people. The share of retired people expands, hawieen 17% in 2005 to 28% in 2040. This
reflects the ageing of the population. At the saime, the share of people in the age group 15-
54 declines from 69 to 59%. The share in the agamb5-64 shows a temporary increase
between 2005 and 2020 from 14 to 17%; it then fadigin in 2040 to 13%.

1 This implies that the credit for health care insurance that is introduced in 2006 will remain constant in relative terms, even
though we may expect rising insurance premiums in the future due to rising health care expenditures.

92 For a more in-depth analysis of sustainable public finances in light of future developments, we refer to the complementary
study by Van Ewijk et al. (2006).
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Baseline for population until 2040: age  groups (left panel) and types (right panel)
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For the age group 15-54, we distinguish betweean liousehold types, namely families with
and without children, singles, lone parents andestts. The right panel of Figure 6.1 shows
how this composition develops over time. We seettieatotal number of persons falls from 9.1
to 8.3 million. The shares of lone parents andlsmgradually increase from, respectively, 4 to
6% and 28 to 31%. This illustrates the continuingcpss of individualisation in the
Netherlands. It comes at the expense of a loweegifdamilies in this age group. Indeed, the
share of families with children declines from 413&96; that of families without children drops
from 22 to 209>

MIMIC distinguishes between two types of skill, nagnhigh-skilled and low-skilled
people. The division between these skills is detgethon the basis of educational background.
In particular, low-skilled refers to individuals thiless than lower secondary education. In
2005, 63% of the people between 15 and 64 quaityigh skilled. The residual 37% is
qualified as low skilled. In the baseline, we assuhat the share of high-skilled workers
increases gradually in line with projections of C@B02). In particular, the aggregate share of
skilled workers in the working population rises6it6 in 2022. We assume that this share
remains stable thereafter.

Projections for labour supply of people betweerad8 64 are obtained from Euwals and
Van Vuuren (2005). They provide estimates for theadopment in participation rates for men
and women, aggregate labour supply in personsaggeegate labour supply in hours for the
coming decades in the Netherlands under a no-re$oemario. Three important driving forces
determine these projections. The first is demogagévelopments. In particular, the
participation of people in the 15 to 54 age-groxpeeds that of the 55 to 64 age-group (due to
early retirement). The growing share of peopléhmlatter age group will therefore put
downward pressure on the overall participation.r&geond, female participation rates will
increase over time. During the last decades, fation of young female cohorts has increased
substantially. In the future, this will graduallycrease the overall participation rate of women.
Finally, policy reforms that were implemented iceat years tend to raise participation rates.

% The model does not contain endogenous fertility, endogenous immigration or endogenous family formation. Hence,
welfare state reforms do not change the size of the population, its age structure or the division of people across the five
household types.
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This holds for instance for reforms in disabilinsurance (Dekker and Suijker (2005)) and the
move towards actuarially fair early retirement sobks (Euwal®t al. (2005)). The left panel of
Figure 6.2 shows how the participation rate wilblee during the next decades under these
assumptions, both for men, women and total pagtmp. It suggests an increase in the overall
participation rate in the age group between 156hftom 68% in 2005 to 71% in 2040. This is
especially due to a higher female participatioe,rathich rises from 59% to 64%. Also the
participation rate of workers in the 55 and 64 ggmip will rise from 42% in 2005 to 51% in
2040 (see the right panel of Figure 6.2). Agaiis ih primarily because of the rise in the
participation rate of women. Despite these higlmetigipation rates, the decline in the working
population will reduce aggregate labour supplyhi future. Indeed, overall labour supply in
persons will fall from 7.2 million in 2005 to 6.9iliion in 2040. In terms of labour years, this
decline is slightly larger. This is because thengshare of women in employment depresses
the number of hours per worker as a relativelyddrgction of women works part time. In the
projections, we assume that the average numbeyuwklper female worker will remain stable
after 2006.

Projection for labour-market participati on rates 2000 - 2040
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80 -

70 A

60

50

40 H

30 A

— total
—- men
- women

40

30 -

— - men
- women

20
2000

20 +-

2005 2010 2015 2020 2025 2030 2035 2040 200 2005 2010 2015 2020 2025 2030 2035 2040

On the baseline, we take account of a rising pkémium in the future. In particular,
international trade, outsourcing, and skill-biagezhnical change tend to raise the demand for
high-skilled workers in the Netherlands relativéaw-skilled workers (see.g.Jacobs (2004);
Nahuis and De Groot (2004)). As the growth in tlyepdy of high-skilled workers will flatten
during the coming decades, the skill premium isliiko rise. In our baseline, we capture this in
the form of a differential productivity growth ofdh-skilled and low-skilled workers.

Following Jacobs (2004), we assume that the diffezén productivity growth between skilled
and unskilled workers is 3% per yéaDue to labour-market rigidities, this skill-biaseets an
upward effect on the unemployment rate of low ekiilvorkers. The equilibrium
unemployment rate for low-skilled workers risesiir@%2% in 2006 to 13% in 2040. For the
high skilled, it falls from 4%% to 3¥2%. The aggregaquilibrium rate rises from 5%% to 6%
during this period. This emphasises that the trémdgobalisation and skill-biased

% Note that our definition of high-skilled and low-skilled employment differs from some studies in the literature, which take a
more narrow definition of high-skilled labour.
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technological change adversely affect labour mapkeformance if no further policy reforms

are implemented.

Analysing welfare state reform

The baseline suggests that future development&rgnublic finances unsustainable and
threaten the labour-market position of the lowlsKkil Moreover, the current welfare state
seems unable to sufficiently integrate certain gsoin the labour market, such as women with
children, elderly workers and benefit claimantsfdRms aim at improving this. They should
make welfare states compatible with modern soctmemic conditions, raise labour-market
participation and improve financial sustainabilifhe next chapter explores comprehensive
reform directions to meet these challenges. Theithleyfocus is primarily on the implications
for the income distribution and labour market parfance as obtained from simulations with
MIMIC. In addition, we discuss qualitative indicesoTogether, these scores provide a broad
picture of the welfare implications of compreheesivelfare state reforms. Moreover, they
reveal trade-offs that are an inherent part of aveltate design. To rightly interpret the scores
on the various quantitative and qualitative indicatfrom a welfare point of view, we now give
a brief guidance in how to read the tables of et chapter.

Real after-tax incomed he tables in the next chapter show the ex-pastage impact on real
disposable incomes for a limited number of housithypes. The ex-post results capture also
the dynamic implications of changes in labour sypid the wage distribution on incomes.
Ceteris paribus, higher incomes reflect higher avelf

Inequality indicatorsHiding behind the average income effects foraasigroups can be
diverse effects for individuals. To capture thisi@ace with respect to individual income levels,
we present the Theil coefficient for the group afriving singles. We do not show the Theil
coefficient for the entire population since it nxap the distributional effects between partners
within a household and those between householdsth&nindicator for inequality is the
replacement rate, which measures the average efietie income of benefit recipients relative
to workers. A more unequal distribution of inconeesgeris paribus reduces social welfare,
especially if society features a strong aversicairay inequality (see section 3.2).
Labour-market performancén increase in labour supply is socially desieafithis may apply

in particular to female labour supply, which capsialso an emancipation effect. A rise in
training, reflected in a higher share of skilleddar supply, is viewed as welfare improving due
to initial training distortions associated with &ion and social insurance. Note that there are
also costs involved with more labour supply anihing in the form of foregone leisure. Still,
the social benefits of labour supply and trainiygjc¢ally exceed the social costs (see section
3.2). A reduction in unemployment is assumed tavbKare improving as labour market
imperfections are responsible for involuntary untpment initially. A reduction in
unemployment duration and a lower share of longitenemployment also raise social welfare
since they contribute to social inclusion and redile magnitude of the unemployment risk.
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Income tax ratesWe present the ex-post impact on income tax rdtesse rates are used to
balance the government budget ex-post. The effeactame tax rates may also give an
indication of the implications of reforms for pubfinances. In particular, instead of reducing
income tax rates, the government might temporasky funds for reducing public debt, thereby
contributing to the achievement of sustainable ipuiiances.

Commitmentn labour relations: This raises employment deratind encourages investment in
specific human capital (see section 4.5). In ppilegithis is desirable from a welfare
perspective. However, commitment in labour relaiafso involves a cost in terms of less
flexibility, e.g.reflected in longer unemployment duration and irgsstment in general skills
and innovation. Hence, the effect on commitmenukhaot be interpreted as an unambiguous
welfare improvement. Commitment would be valuahlam environment where skill-specific
human capital is important but is less valuablgerfieral skills and flexibility become
increasingly important.

Privacy. Respecting the privacy of individuals is a sowilue on its own. Yet, the government
requires information from agents to avoid moraldrdzand to enforce government policies.
The welfare assessment of changes in privacy iefibire ambiguous and depends on social
preferences.

Fertility: There are potential positive and negative extéiemfrom children (see section 5.5).
Depending on the assessment of these externaditiése in fertility may be desirable or not.
The impact on fertility therefore does not reflagiositive or negative effect on welfare. Again,
we take a neutral stance, but report the likelydotf reforms on the fertility rate.

Choice and diversityThese are valued positively (see section 3.5), &mnomies of scale

may call for uniformitye.g.due to high transaction costs. Moreover, myopiaaz! for
restricting individual choice. The welfare assessimieerefore depends on preferences for
either choice or commitment. In a more heterogesaogiety, choice and diversity seem more
important while its value is smaller in a more h@®oeous society.

Elderly participation What holds for labour supply in general, alsolegpto elderly
participation. In particular, labour supply haseméfit in terms of production, but involves a
cost in terms of foregone leisure. As the partitgpadecision is distorted by taxation and other

welfare state institutions, we assign a positiiee@do increased elderly participation.

151



REINVENTING THE WELFARE STATE: INTRODUCTION TO THE FUTURE OF THE DUTCH WELFARE STATE

152



7

INTRODUCTION

Comprehensive welfare state reform in the Netherl  ands

Welfare state arrangements are closely interrelaléds renders the design of a comprehensive veelfar

system a complex issue. This chapter develops tloresistent prototype models for the welfare stéte.

elaborate on the income and labour market implimagi of reforms in Dutch institutions along the $ireeé

these prototypes. This gives an idea of the mamgfipslicy in affecting future labour-market penfoance.

The outcomes are compared with the current perfagaaf other countries relative to the Netherlands.

7.1

Introduction

The three functions (R’s) of the welfare state désed in chapters 3 -5 cannot be considered in
isolation. Indeed, some institutions fulfil morethone function. For instance, unemployment
insurance not only deals with uncertainty regardiveglabour market (Risk), but also contains
implicit subsidies from low-risk to high-risk works(Redistribution). Moreover, the same
function of the welfare state can be fulfilled bieenative institutional designs: labour market
risk can be dealt with by unemployment insuranceroployment protection. Due to the
interplay between the functions, welfare systenasoften complex frameworks where
institutions are closely interrelated.

This chapter focuses on these interactions. Ithvag aims. First, we structure the debate on
comprehensivevelfare state design. To that end, we developethomsistent packages of
welfare state reforms. In designing these so-caltedprehensive reform directions, our
starting point is that the Dutch society aims tantaan social cohesion. At the same time, it
wants to improve the functioning of the labour nedriy raising labour supply and reducing
unemployment. The three comprehensive prototypes ta&kle this challenge in a different
way, corresponding to different social preferenegmrding trade-offs. A second aim of this
chapter is that, for each reform direction, we glesi concrete reform package for typical
Dutch institutions. We then assess the labour nhamkglications of these packages, using
MIMIC. The quantitative assessment illustratesrttagins of policy in affecting future labour
market outcomes. Finally, we make an internatieoahparison of performance indicators. By
confronting this international dimension with thedhel simulations, we can discuss to what
extent institutional reforms are able to bring Duperformance closer to the performance of
other countries or whether other variables are rikety determinants of the differences.

The rest of this chapter is organised as follovestin 7.2 classifies our three different
welfare state prototypes. It links this to otheprgaches used in the literature. Sections 7.3 - 7.5
discuss each of the three comprehensive welfare gtatotypes in more detail and simulate the
labour market implications of illustrative reforragkages. Section 7.6 compares the
performance of the three directions for reform.t®ec7.7 deals with the international
comparison. Section 7.8 concludes.
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Comprehensive welfare state design

The goal of comprehensive welfare state design ievelop a coherent set of institutions that
comply with social preferences and circumstanaeanhlytical terms, it boils down to a proper
assessment of the trade-offs discussed in precioasters and a design of institutions that
correspond with that. There is potentially a langenber of alternative welfare state designs as
trade-offs appear in multiple dimensions and déferinstitutions can yield similar outcomes. It
is impossible to explore them all. This sectiorréiere aims to structure the debate on
comprehensive welfare state design by distinguish&tween two key dimensions along which
welfare states can be characterised. From thislevelop prototype welfare states that guide us
to three alternative directions for welfare staformm in the Netherlands. In this chapter,
differences in social preferences drive the desigrarious prototypes. The next chapter
elaborates in more detail on how internationaluwinstances affect the desirability and
sustainability of a certain welfare state.

Welfare states along two key dimensions

Social preferences for redistribution, insurancg emmmitment are not independent. Indeed,
societies that assign a high value to redistrilbutisually also assign a high value to
insurance”® Also the preferences for commitment in saving bha may be correlated with
risk aversion, i.e. aversion against undersaving.tiérefore merge the fundamental trade-offs
regarding the three R’s of the welfare state artdinta broadly defined trade-off on a one-
dimensional scale. We refer to this trade off dective versus individual responsibility. It is
illustrated by the horizontal axis in Figure 7.heTleft-hand side of the figure reflects a society
that features strong preferences for solidarity @itbctive responsibilities. The right hand side
reflects a society that features a strong preferéorcindividual responsibility.

Design of the welfare state

Centralisation
A

UNIVERSAL RESIDUAL
WELFARE STATE WELFARE STATE

N

responsibility responsibility

DIVERSIFIED ROLLED-BACK
WELFARE STATE WELFARE STATE

\
Decentralisation

% In fact, these preferences ultimately both depend on the degree of risk aversion in society.
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Given the preferences for collective versus indigidresponsibility, the key challenge of the
welfare state is to design institutions that orgarthe three functions efficiently. This
institutional design can be organised at diffetemtls, namely at more centralised or more
decentralised levels. The vertical axis in Figurkillustrates this second trade-off between
centralisationanddecentralisatiorof responsibilities® Decentralisation means that a number
of smaller collective groups obtain discretion tgamise solidarity, insurance and smoothing in
decentralised groups. It can, for instance, berosga by local governments or by cooperative
clubs like sectoral trade unions, professionalrggegroups, or companies. This distinction
does not so much refer to thdministrationof welfare state functions — which should in any
case be delegated to the most efficient level ghoisation, independent of preferences — but
rather to the division gfowersbetween centralised and decentralised units.istamce, either
central or decentralised organisations can be mespmnsible for setting rules and regulations,
contract design, premium rates and the like. Heeween if decision making (i.e. the principal)
is centralised, administrative tasks (i.e. the &gjeran still be delegated to decentralised ufiits i
this turns out to be more efficient.

There are advantages and disadvantages of decsaticad. On the one hand,
decentralisation of powers is attractive to theeakthat it can do better justice to differences in
preferences and circumstances between peoplels. ¢for instance, workers and firms in one
region may have stronger preferences for commitrimelabour contracts than elsewhere; or
workers in one professional group may prefer togetarlier than those in another group.
Decentralisation is also desirable if people pret@idarity within their club, rather than
nationwide. Moreover, decentralised decision makiay yield more efficient policies due to
competition induced by either exit opportunitieggodup members or benchmarking (leading to
yardstick competition). The bottom of Figure 7.flaets a welfare state that emphasises the
decentralisation of powers. On the other hand rabsation has potential advantages as well. It
can reap scale economies, for instance, in theepeesof high fixed costs or information
sharing gainsd.g.in tax collection or social insurance administraji Centralisation also
reduces exit opportunities, thus avoiding adveedection and reducing spillover effects of
decentralised policies. Moreover, centralisatioddsirable if people prefer nation-wide
solidarity. The upper side of Figure 7.1 reflectdfare states characterised by a large degree of

centralisation.

Three comprehensive welfare-state designs

By combining the two key dimensions of Figure &, obtain four possible models for the
welfare state. First, the upper-left quadrant iguiré 7.1 reflects a welfare state that assigns a
high value to collective responsibility and thagjanises decision making on a centralised level.
It is dubbed th&NIVERSAL WELFARE STATE Second, the lower-left quadrant represents a
welfare state that also assigns a high value teatole responsibility, but decision making is

% The principle of subsidiarity endorsed by the European Union suggests that decentralisation is preferable, unless
centralisation has clear benefits. It is used to divide responsibilities between the member states and the union.
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organised on a decentralised level, either regipioalby profession or industry. The welfare
state thus allows for more differentiation amongpsl and is dubbed tlm@vERSIFIED WELFARE
STATE. The two quadrants on the right of Figure 7.1 espnt less generous welfare states with
more focus on individual responsibility. In tRESIDUAL WELFARE STATEat the upper-right part
of Figure 7.1, solidarity with the most vulneralgl®ups is organised on the state level. The
lower-right quadrant reflectSRDLLED-BACK WELFARE STATEin which the state has retreated.
In this world, solidarity is organised in small comnities and via private charity (as societies
did before welfare states were founded). In ouhyai® we do not consider this rolled-back
welfare state in more detail as we consider itkafyi for the traditionally egalitarian Dutch
society to move to this type of institutional franwrk. Indeed, the surveys discussed by Becker
(2004) suggest that the Dutch population assigriglavalue to collective solidarity organised
via the welfare state.

Our approach in Figure 7.1 is related to otherdital frameworks that have been used in
the literature to structure the debate on comprakienwelfare state design. For instance, by
adopting an empirical approach, Esping AnderseB@L8istinguishes between three
typologies of European welfare states: the so@ahatratic, the liberal and the corporatist
welfare states. The first type puts emphasis owensal benefits, the second on selective
benefits to the poor, and third on occupationakientied to production sectors (see the Box
“Esping-Andersen typologigsThe Esping-Andersen typologies have been usefdiscussing
comprehensive welfare state design in Europe. {ipa@dgies show similarities to our welfare
states (social-democratie UNIVERSAL; corporatist— DIVERSIFIED; liberal <> RESIDUAL).®’

For our purpose of designing prototypes for thehRgands, however, they suffer from a
number of drawbacks. First, each typology reflectgoup of welfare states that show
substantial within-variation: the Danish welfaratstdiffers in many respects from that in
Sweden or Finland, while all three are considesedazial-democratic. What then would be the
institutional design in the Netherlands to reflagtarticular model? In this respect, the
corporatist welfare state is generally viewed aséarior model as compared to the social-
democratic and liberal models. Hence, there sekttestd gain from moving towards
institutions in a more decentralised system. Howethe variation between the corporatist
countries is large, both in terms of institutioms! gerformance. Indeed, there are decentralised
systems that perform rather well such as Switzdrind Austria in some respects. In designing
our version of th®IVERSIFIED WELFARE STATE we seek for institutions that indeed obtain
efficient outcomes and that improve labour marlefgrmance, given that preferences are
characterised by a high desire for decentralisaflosecond drawback from the international
comparative approach is that it takes no accounbohtry-specific circumstances. For

" Note that the Scandinavian countries are decentralised in some respects. For instance, the share of sub-national taxes in
total tax revenue exceeds 30% in Sweden and Denmark, which is similar to the shares of Germany or Belgium (see
Jourmard and Kongsrud, 2003). Yet, the discretion of local governments in raising the local tax is much smaller as the
central government decides about rates and expenditures. Thus, local governments may be considered primarily as the
administrative agents of the principal government.
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instance, would copying institutions in the Nethads from another country be feasifife®y
starting from trade-offs, our approach more diselitiks welfare state design to social
preferences and to the economic literature oniefftdnstitution design. Thereby, we start from
the current institutional structure in the Netheds and emphasises reform of that system,
rather than the design of a new system. A thirdvdexck of using the Esping-Andersen
typologies is that people might be tempted to decausal links between institutions and labour
market performance in different countries. Whilstitutions certainly matter for economic
performance, these simple cross-country comparisande highly misleading. Indeed,
causality is a delicate issue that requires casfstematic analysiS.We adopt a more
systematic approach to analysing welfare stateyddsj using a comprehensive model for the

Esping-Andersen typologies

Using cluster analysis, Esping-Andersen (1990) distinguishes three typologies of European welfare states, labelled as
the liberal, social-democratic and corporatist welfare states (see also Dekker et al. (2003)). The liberal welfare state
covers the United Kingdom and Ireland. In Esping-Andersen’s typology, these countries offer fairly limited collective
provisions and the target group of those provisions is limited to those who cannot meet their own needs in any other
way. The middle and high income groups have to cover their own risks through private arrangements or employee
benefits provided by their company. The government often facilitates such schemes through the tax system. The social-
democratic welfare states mainly represent the Scandinavian countries (Denmark, Norway, Sweden and Finland).
Reducing income differentials is a prime objective in these countries, and their social security systems are largely
universal in that all people are entitled to collective provisions for a large number of social risks. The conditions for
access to the system are generous and benefits are generally high. Policy is strongly geared to encouraging people into
work, since high employment is necessary to finance the welfare state. An active integration policy is in place to help the
unemployed and disabled back into employment. There are good leave arrangements for women. The corporatist
welfare states comprise Germany, Austria, France and Belgium. According to Esping-Andersen, these countries are
characterised by schemes specifically aimed at different occupational groups. Civil servants are privileged because of
their links with the state. Because of these separate programmes for different occupational groups, the various schemes
are funded mainly through premiums rather than taxes; employees pay collectively for the provisions designed for their
sector. This also means that the relationship between contributions paid and benefits received later is stronger than in
the liberal and social-democratic countries. Provisions for parents are limited.

The Netherlands is considered as a hybrid model, somewhere between the social-democratic and the corporatist
models. Esping-Andersen does not discuss the Mediterranean countries. Ferrera (1996) argues that Greece, Portugal,
Spain and Italy could be regarded as a separate welfare state type, focusing more on employment protection legislation
and less on social insurance schemes (see also Boeri (2002)). Also the new member states from Central and Eastern
Europe feature a separate type of welfare state that may be characterised as a mixture between the liberal and the
corporatist model (SCP (2004)).

% In this connection, Algan and Cahuc (2006) argue that Continental and Mediterranean European countries are unable to
adopt the Danish type welfare state, referred to as the flexicurity model, because of a lack of public-spiritedness of their
citizens.

 Another approach to gain insight in the relationship between institutions and economic performance is to run cross-
country regressions. This approach has been followed in De Groot et al. (2004), De Mooij and Tang (2006) and Dekker and
Ederveen (2005). However, these analyses suffer from econometric problems such as omitted variables, endogeneity
problems and reversed causality. The results of these regressions should therefore be interpreted with caution.
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Dutch economy, i.e. MIMIC. We put our findings in eaternational perspective by comparing
our simulation outcomes with the performance ieseld other countries. Thereby, different
countries may serve as a benchmark. It gives anwdeether reforms along the lines of a
specific welfare state actually move our econonoget to the performance revealed in other
countries.

Another approach that is related to ours is thedlmillar model (see.g.Leijnseet al.
(2002); Bovenberg (2002)). It distinguishes betwdeae alternative social contracts in society
between the government and its citizens. Thepitktr is public and starts from a Beveridgian
tradition that emphasises the role of the state. Sgtond pillar involves a social contract
between the government and social partners, repiiegegroups of citizens. It reflects a
Bismarckian tradition that is found in many contited European countries. The third pillar
reflects individual responsibilities and the rofegovernment is primarily to facilitate private
behaviour. The welfare states in Figure 7.1 magd®sn as each emphasising one pillar
(first pillar <> UNIVERSAL; second pillak— DIVERSIFIED; third pillar < RESIDUAL).
Yet, our approach differs from the three-pillamfirwork in two important ways. First, the
three pillar approach leaves open the issue dfieffi welfare state design. Indeed, it suggests
that the three pillars can be combined to yieldontes consistent with social preferences. Yet,
some combinations yield inefficient outcomes, a&sdkample for the cappuccino model reveals
(see section 4.5). Our analytical approach in EEigul provides more guidance on efficient
welfare state design. Indeed, we develop coheredeta with efficient combinations of
institutions, i.e. combinations that are supposegichieve the frontier on the different trade-
offs. We therefore do not consider a basic incowtgdh is inferior to targeting), a full
replacement of social insurance by a system of atang saving accounts (which is inferior to
insurance, at least for bigger risks), or the capjmo model (which is inferior to exclusive
responsibility). A second difference with the thpkar framework is that thelvERSIFIED
WELFARE STATEIN Figure 7.1 allows for a broader range of dedised responsibilities than is
usually considered by the second pillar. In pakticuwve may not only think of responsibility
for social partners at the industry level, but alow for alternative collective groups such as

regional communities, professional clubs or gemanat groups.

Where is the Netherlands heading towards?

The current Dutch welfare state may best be cheniged on the left hand side of Figure 7.1,
somewhere between th@llVERSAL WELFARE STATEand theDIVERSIFIED WELFARE STATE Past
reforms, however, also contain elements ofRBBIDUAL WELFARE STATE i.e. reforms that
emphasise individual responsibility. It raises djuestion where the Dutch welfare state will or
should be heading towards. This is subject to cemable debate in the Netherlands. Thereby,
each of the three prototype models plays an impbrtde. The next three sections elaborate in
more detail on each of the three prototype refoinections. After characterising the three
welfare state designs, we demonstrate their qadingtimplications by constructing concrete
comprehensive reform packages in Dutch instituteloag the lines of each welfare state
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philosophy. This renders the discussion aboutredtéere welfare states more concrete. The
packages serve as an illustration of how a certdorm direction might be translated to the
Dutch situation, but do not reflect unique repréagons of the prototypes. Indeed, a design of
each prototype may allow for other combinationfefitutions that might be equally feasible.
Hence, policy makers may learn lessons from eatheothree models.

Residual welfare state

TheRESIDUAL WELFARE STATENgages less in redistribution, insurance and camenit. To alleviate

poverty, the government supports the most vulnerpbbple via targeted measures. For the large gafup

middle- and high incomes, public provisions argkly phased out. These groups increasingly rely on

individual savings to deal with small risks and émnsumption smoothing purposes. The labour market

becomes more flexible due to reforms in employpretéction and a smaller role of sectoral trade

unions.

Characterisation

In theRESIDUAL WELFARE STATE the tax system becomes less progressive. Aafateplaces

the current tax structure. It is accompanied bgdauction in the across-the-board tax credits and
tax deductions. The tax system is further indivitheal by abolishing the tax credit for non-
participating partners. Income supperg.via child allowances, becomes more targeted to
households with low incomes. This helps reducixg &es further. At the same time, however,
targeting exacerbates the poverty trap. To relexattverse incentive effects of high marginal
tax rates at the bottom of the labour market, anezhincome tax credit is introduced for

people earning low labour incomes. This aims taarege the unemployed to search for a job
and to enter the labour market.

Trade unions become more fragmented and less geawadds egalitarian wage policies.
This is partly because public extension mechanisiesllective wage agreements are
abolished. Accordingly, wages become less compdeddus is reinforced by a reduction in the
minimum wage and the social minimum income levéle Tower wage of low skilled workers
creates jobs for the low skilled in service sectsush as retail, restaurants, and consumer
services. The lower market price for child carevises, cleaning, gardening and cooking also
allows the middle class to buy more of these ses/in the market and to work longer hours on
the formal labour market. This reduces the needdbsidies for child care or low skilled
employment. A larger share of services inRESIDUAL WELFARE STATEIS provided by the
formal market, which replaces informal householivdg and black market services. More
generally, private markets gain importance inREBIDUAL WELFARE STATE e.d.in education,
health care and child care. Competition delivedsvarse and efficient supply. The government
ensures access to these services by providing niestesl vouchers to households who cannot
afford these services. These households havegbddm in buying services from public or
private providers.
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Unemployment and partial disability insurance areliack. The central government determines
the minimal conditions in these insurance contragtsle the administration is delegated to
municipalities. Insurance against unemploymentgzartial disability allow for a menu of
contracts. Hence, people can choose for a largenal coverageg.g.in the form of a shorter
duration of insurance benefits or a number of wgitlays. The larger is the coverage of the
insurance, the higher is the insurance premium.ifineduction of choice reduces moral
hazard. Full disability risk is insured at a moemgrous level than partial disability. It is
administered publicly. To prevent shifting of ridskem the scanty insurance schemes for
unemployment and partial disability to this moreg@us public scheme, entry into full
disability is subject to tight claim assessmenpdses high demands on the public
administrator, which is closely monitored by thevgmment. Activation strategies by the
government are scaled back as low benefits alrpemlyide incentives for people to exit social
insurance quickly.

While insurance is cut back, also employment ptaiedegislation is relaxed. Firms have
more freedom to lay off redundant workers withooing through lengthy administrative
procedures. Moreover, notice periods are shortanddseverance payments reduced. To avoid
excessive labour turnover, the government introgl@egerience rating in unemployment
insurance. Compared to the current system, theregime increases worker flows and
provides entrants with easier access to the lalmawket. This reduces inequality between
insiders and outsiders and benefits especially gowrkers, women and immigrants.

The individual life-cycle saving account becomesmaportant vehicle in thRESIDUAL
WELFARE STATE Contributions to this saving account are voluntaihe government facilitates
savings by allowing a tax deductibility of contritmns (up to a certain maximum) and leaving
the returns in the account untaxed. In this wagints to reduce the undersaving problem
associated with temptation and self-control prolslewithdrawals from the saving accounts are
taxed upon realisation. The saving accounts carsbd for a variety of purposes, which gives
the government the opportunity to cut back exispravisions. For instance, the account can be
used to top up the minimal public insurance prawisiin case of unemployment and partial
disability. Moreover, they serve as the new schémearly retirement, maternal and parental
leave, the cost of child care and adult educalitve. government does not further intervene in
these activities. Indeed, removing existing insititoal barriers provides an environment in
which people choose socially desirable time alliocet e.g.on education, training and labour
market participation.

Tax facilities for retirement savings are cut baaokparticular, the level of mandatory
savings is reduced and replaced by voluntary savimthe life cycle saving account. Funds
from this account, however, can also be used foergburposes during the life cycle. Hence,
many people end up with lower wealth at old ageckvklightly raises the effective retirement
age. Wages for elderly workers become more flexdole to reduced employment protection
and less generous insurance benefits. Thus, sgnicages fall and employment for elderly
workers expands. The elderly increasingly occupy-@e jobs in the service sectors, which
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are then combined with part-time early retiremé&tderly workers who rely on social benefits
face the same obligations as their younger colleagie. they are subject to tight job search

requirements.

Comprehensive reform package

Armed with the general characterisation of HESIDUAL WELFARE STATE we now design a
comprehensive reform package that fits with itdqgaphy. In particular, we suggest the
following policy measures for the reform packagbgve the ex-ante budgetary impact is

mentioned for each measure.

The general child allowance is abolished. This s&@vbillion euro.

The across-the-board labour tax credit is abolishexhves 7 billion euro.

The tax credit for non-participating partners isl&hed. This saves 2% billion euro.

The general tax credit is reduced by 500 euraues 5 billion euro.

A targeted child credit of 1 200 euro per yeantsdduced for families and lone parents with an
income up to 20 000 euro. The credit is phasedy@mdually up to an income of 32 000 euro.
The ex ante budgetary cost is 1% billion euro.

An earned income tax credit is introduced with aimam of 1 200 euro. The credit is phased
in between a gross annual income of 8 000 and Q&0 (at a rate of 15%), remains flat until
24 000 euro and is then phased out until 32 000 @ira rate of 15%). It costs 3% billion euro.
Public extension of collective wage agreementbdished. We simulate this by means of a
reduction in the relative bargaining power of traaéns by 20%.

Employment protection is relaxed and replaced Ipegrnce rating in unemployment
insurance. We simulate this by means of a redudtiohe EPL indictor from 2.3 to 1.3 (which
is the level of Ireland or New Zealand).

The gross minimum wage and the social minimum ireane reduced by 10% in 2048 This
reduces the ratio of the minimum wage and the medege from 48% to 43%, which is equal
to the ratio in the United Kingdom. Benefits theg endexed to the social minimum, such as
basic pensions, are not compensated and fall s reform saves 1% billion euro ex ante.
Unemployment benefits are reduced to 50% of thteddamed wage. The duration of these
benefits falls from a maximum of 38 months to a immm of 12 months. Moreover, entry
conditions become sharper. Overall, these measedese the average unemployment
insurance benefit by 25%. It saves 1 billion eut@ete’™

Benefits in full disability insurance are set a#65f the last-earned wage. For partial disability,
benefits are adjusted along the lines of unemploynmsurance, i.e. the benefit level is reduced
to 50% and the duration of the first phase is out2 months. This reduces the average
disability insurance benefit by 11%. It saves lidileuro ex ante.

1% This comes down to a reduction in the net social minimum by 6.5%. The reduction would be obtained if, for instance, the
social minimum would not be fully indexed to the market wage, but instead falls in relative terms by 0.3% per year until 2040.

1 The average benefit reduction is computed by using microdata outside MIMIC.
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Public sector jobs are reduced. In particular, baiah 18.000 low-skilled jobs in the public
services sector, which are seen as relief jobthitow-skilled unemployed. It saves ¥z billion
euro.

The current progressive tax structure is replagea that tax. It applies only to young tax-
payers; the elderly face a reduced rate in thetfirs brackets. Ex-ante, a flat tax of 30%2%
balances the government budget. The elderly p&pa Tess in the first two brackets. The ex-
post flat rate to maintain a balanced budget tatrigo be 27%.

We have simulated the comprehensive reform packétheMIMIC. The government budget in
the simulation is balanced ex post by adjustmentse income tax rate. The long-term
simulation results are presented in Tables 7.17ahdTable 7.1 shows the ex post outcomes for
the income distribution, some institutional varebhnd a number of qualitative indicators. The
labour market effects are presented in Table 7.2.

Assessment

Table 7.1 reveals a substantial income gain fokimgrpeople, especially those with higher
skills. For instance, the high-skilled experienagaa in income between 5%,% for singles and
6Y4% for couples. This is the result of the deciintax rates. The positive income effects are
reinforced ex-post by rising labour supply anddats that the expansion of the tax base allows
for (see below). People relying on social benefigerience an income loss because of lower
tax provisions, lower social benefit levels andréfiobenefit duration. As a result, inequality
among singles rises, which is reflected by a nsené Theil coefficient by 14%2%.

Reduced public expenditures in tRESIDUAL WELFARE STATEallow for lower taxes. Table
7.1 shows that the flat tax can be reduced to 2v#bd long term. On average, the marginal tax
burden falls by 7%%. The replacement rate drop8“%o.

The bottom of Table 7.1 presents effects on oulitatise indicators, which are not
captured by MIMIC. First, the more flexible labauarket increases the risk of dismissal and
reduces commitment between employers and employaesreduces employment duration
and creates a cost in terms of lower investmespétific human capital. It should be weighed
against the gains from more flexibilitg,g.reflected in shorter unemployment duration and the
increase in investment in general skills and intiona Second, privacy improves. For instance,
the government reduces its activation efforts slaeebenefit levels already provide a natural
incentive to exit social insurance schemes. Morgdhie government does not need
information about individual incomes since the fat can be organised as a payroll tax at the
firm level. The third indicator is fertility. On &hone hand, the government reduces support for
families with children who have sufficiently highdomes. This may reduce the number of
children to the extent that fertility depends amaficial incentives. On the other hand, the more
flexible labour market makes it easier for womerdmbine work with care for children.
Moreover, the price for child care and consumevises declines on account of the lower
minimum wage and increased wage flexibility. This@urages fertility. Overall, the impact on
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Table 7.1 Long-term effects of a reform package alo  ng the lines of the RESIDUAL WELFARE STATE on

incomes, institutions and qualitative indicators a

Real after-tax incomes

Working families 5
division of labour
single earner couples %
two earner couples 3%
parenthood
with young children
without young children 7
skill level
both partners low skilled %
mixed partner skills 6
both partners high skilled 6Ya
Working singles (no children) 5
low skilled 3
high skilled 5%
inequality index for singles (Theil coefficient) 14
Social benefit recipients
unemployed - 8%
disabled - 3%
welfare recipients - 4%
Retired 4Ys

Institutional indicators

Income tax rates (level) 27%
Marginal tax burden (absolute change) ~ 7%
Replacement rate (absolute change) -9V

Quallitative indicators

Commitment =
Privacy +
Fertility +/-
Choice +

& Al figures reflect ex post effects. They are expressed in relative changes, unless indicated otherwise. The government budget is
balanced ex-post by adjusting income taxes.
Source: MIMIC simulations & complementary analysis

fertility is ambiguous. Finally, thRESIDUAL WELFARE STATEraises choice as insurance and
smoothing rely more on individual responsibilitydamarket supply and less on uniform
provisions provided by the state.

Table 7.2 shows that reforms of tRESIDUAL WELFARE STATEIimprove the incentives for
labour supply and participation. Indeed, the fenpalgicipation rate increases by 9%, while
hours worked increase by 3% on aggregate. Thisnsapily due to a fall in marginal tax rates.
While the rise in labour supply applies to all a@gepspecially secondary earners raise their
number of hours worked, namely by 6%%. Since dfrliincome differentials rise, agents are
encouraged to engage in education and trainingorlangly, the share of high-skilled labour
supply rises by 1%.%. This extra supply of skilladdur exerts downward pressure on high-
skilled wages. This mitigates the effect on theobeftax wage distribution.
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The unemployment rate falls on account of a nurbarstitutional changes. In particular, the
lower average tax burden, the lower replacemeit, netduced union bargaining power, and
relaxed employment protection contribute to redgdhe equilibrium unemployment rate by
2Y5%-point. This reduction is concentrated amonddheskilled where the rate falls by 8%4%-
point. Average unemployment duration falls by 60%. Geven months), primarily due to the
reduction in employment protection, the increasexilfility in before-tax wage formation and
shorter unemployment benefit duration. The shatergf-term unemployment drops by more
than one quarter.
The rise in labour supply and the decline in unemplent together increase private sector
employment by 7%2%. Since public sector employmenpsl the aggregate increase in
employment is less, namely 6%%. The expansion gl@ment broadens the tax base and
allows for further cuts in income tax rates. Thigmuite income tax is a flat rate of 27%.

Table 7.2 Long-term effects of a reform package alo  ng the lines of the RESIDUAL WELFARE STATE on labour
market performance a

Producer wage - 7%
low skilled - 7%
high skilled -7%

Labour supply in hours 3
primary earners 2
secondary earners 6Y4
single persons 2%

Female participation rate 9

Share of high-skilled labour supply 1%

Employment 6Ya
public sector ~Ya
private sector Y2

low skilled Y2
high skilled 7Y

Unemployment rate (absolute change) - 2%
low skilled - 8Y4
high skilled -

Private sector production 7

Unemployment duration - 60

Share of long-term unemployment (absolute change) - 25%

Elderly participation +

a ) . ) - ; ’
All figures reflect ex post effects. They are expressed in relative changes, unless indicated otherwise. The government budget is

balanced ex-post by adjusting income taxes.

Source: MIMIC simulations & complementary analysis

With respect to elderly workers, tRESIDUAL WELFARE STATEIS characterised by a shift from
mandatory to voluntary savings for retirement. Mmer, subsidies for retirement saving are
cut back. Together with the cut in social insurapeavisions, this raises the effective

retirement age. The elderly who lose their job fiaeemployment in the private sector, usually

at lower wages. Participation in part-time jobsly elderly becomes more common.
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An important risk of th&ESIDUAL WELFARE STATEIS the creation of an underclass in society.
For many groups, low taxes provide good incentteesork and train so that the market
flourishes. Indeed, only a small group of vulneegttople relies on income support from the
state, which is financed by taxes imposed on ttgelanajority of middle and high incomes.
The former group finds it difficult to integrate ihe market economy in light of a severe
poverty trap. This discourages training and wofkréfand renders poverty among many
households a structural problem. A major challevfge RESIDUAL WELFARE STATEIS,
therefore, to prevent the emergence of such anvershed underclass.

7.4 Universal welfare state

TheUNIVERSAL WELFARE STATRovides generous welfare state provisions. Tadasevere distortions,
complementary policies are intensified such asdctélre subsidies, activation of the low-skilled and
education subsidies. This further expands publengjng, but these expenditures are geared towards
participation. Universal income security and unifopublic services mitigate poverty and ensure equal
opportunities. Stringent rules, mandatory workfarel tough sanctions complement these provisions to
maintain a high level of participation. The labanarket becomes more flexible to better integrate

outsiders.

Characterisation

In the UNIVERSAL WELFARE STATE people are protected against poverty by meaasroks-the-
board transfer schemes. This holds in particulafgmilies with children, who receive
generous child support from the government in thenfof cash allowances, child care services
and education. Universal supply ensures equal a@ebsavoids stigmatisation of
disadvantaged groups. Moreover, subsidies for a@ité and education remove labour-market
distortions imposed by the tax-benefit systemedives, however, little freedom of choice and
does not allow for free entry and competition. Saelective benefit schemes are used to
complement poverty mitigation, such as welfare fiesy® the poor. The tax system is
progressive and individualised.

Trade unions become more centralised and thus lititenalise the consequences of their
behaviour on outsiders. The government encourduedy extending agreements of sectoral
unions only when they fit with the central agreetsenf the government and central
organisations. Wages become more flexible. Thisiigorced by a relaxation of employment
protection, which benefits outsiders, such as yquewple, women and immigrants. Still, high
reservation wages in light of generous social benptit a relatively high floor in the wage
distribution. This challenges the government tatzrgobs for the low skilled. The government
obtains this via two channels. First, it creates peblic sector jobs to absorb part of the low
skilled unemployed. For instance, these are emglay@ublic child care services, education,
elderly care and public transport. Participatiothi@se jobs is compulsory. It is part of the
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active labour-market policy that combines incomgpsuit to households with tough obligations
(see below). Second, the government provides vaadbethe long-term unemployed.

The benefit level and duration in unemployment disability insurance are maintained. To
combat moral hazard in social insurance schemegdtiernment adopts both harsh and lenient
activation policies. Harsh policies involve tigligéility criteria, mandatory participation in
activation programs, and tough monitoring and santtg policies. These obligations impose a
fierce infringement on the privacy of individualenient policies involve government-operated
labour market exchange and placement services.dMergthe government expands the
number of public-sector jobs for specific groupgliiding for the unemployed elderly and the
low-skilled unemployed. While the central governineéetermines the budget and type of
policies, activation strategies are executed oeczutralised level by municipalities.

Female participation is encouraged in a numberayfswFirst, employment protection is
relaxed by fewer administrative requirements, srambtice periods and lower severance
payments. The philosophy is to organise insuraieexplicit social insurance, rather than
employment protection. This increases the flextipitif the labour market and increases job-
finding probabilities for outsiders. It facilitatése integration of women in the labour market,
for instance, by making it easier to get work aftgreriod of maternal or parental leave.
Second, female participation is further encouramedeasures targeted at working partners.
For instance, childcare is publicly supplied at lorivate cost, part-time public sector jobs are
increased and families with two working spousesirecan additional tax credit. The latter is
provided to the spouse with the lowest income @eoto encourage hours worked of secondary
earners.

Precautionary savings are unimportant due to geserollective insurance schemes.
Mandatory saving schemes and tax facilities folyaatirement saving are abolished.
Retirement wealth cannot be used before the a§6.ofhese measures stimulate labour market
participation of the elderly. Together wit a molextble labour market, this encourages them to
make a second career, usually with shorter weekiking hours and a lower wage. Elderly
who rely on social welfare or unemployment insugaare required to participate in public
relief jobs, such as health care, child care amitheducation.

Comprehensive reform package
We design a comprehensive reform package thawfitsthe UNIVERSAL WELFARE STATE |t
contains the following policy measures.

The general tax credit for non-participating parsrie abolished. It saves 2% billion euro.
The across-the-board earned income tax credit bigd®0 euro. It costs 2¥% billion euro.

A tax credit is introduced for two-earner coupldathvehildren under 18 and assigned to the
secondary earner. It equals 15% for annual secgridesme up to 24 000 euro and is flat
afterwards. The maximum credit is 3 600 euro. Tdsare 2% billion euro.
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Child care is subsidised. The parental price isiced by two-third for all childcare that
matches with labour-market participation of pareftse costs are ¥ billion euro.

Due to selective application of sectoral agreemerade unions care more about outsiders and,
therefore, employment (relative to wages). We sateuthis by an increase in the value of
employment relative to wages in the value-functbtrade unions by 3%%.

Employment protection is relaxed. We simulate Hyisneans of a reduction in the EPL indictor
from 2.3 to 1.8€.g.equal to the Danish level).

Sanctions are extended by 3 months of an additjpunaitive sanction of 20%.

The number of public sector jobs is raised by 18.dhe budget equals ¥ billion euro.

A subsidy scheme is introduced for employers tivat previously long-term unemployed
workers with low skill. The subsidy equals 50% lod social minimum income, i.e. around

8 000 euro per person. The cost for the governiséntbillion euro.

We have simulated the reform package ofuke/ERSAL WELFARE STATEWith MIMIC. The
government budget is balanced ex post by adjustiernhe income tax rate. The personal
income tax rates are increased by 1%% ex anteeX{p@st impact turns out to be a ¥2%
reduction in tax rates due to favourable labourketeeffects of the reforms. The long-term
simulation results for the income distribution, somstitutional variables and a number of
qualitative indicators are presented in Table Tt long-term labour market effects are
presented in Table 7.4.

Assessment

Table 7.3 reveals that two-earner couples expegiargain of 2%% in after-tax income in the
UNIVERSAL WELFARE STATE This holds especially for couples with childr&et, single earner
couples loose 4% as the general tax credit isiddalised. People relying on social benefits
also loose because wage moderation causes a diectioeial benefits that are linked to gross
wages. Working people are compensated for this égrs of special tax credits that are all
complementary to labour. The average replaceméotfedls by 1%. The Theil coefficient for
working singles falls by 1¥%, suggesting that ttedfare state slightly reduces inequality in the
distribution among working singles with differetilks.

The bottom part of Table 7.3 shows the impact efutliVERSAL WELFARE STATEON some
qualitative indicators. First, the more flexibldtaur market creates a higher probability of job
separation. Shorter employment durations createstiic terms of lower investment in specific
human capital and cause higher temporary lay-8ffsecond effect is the impingement on
privacy. Tough monitoring, sanctions and workfapigies substantially hurt the privacy of
individuals relying on social benefits. Indeed, theVERSAL WELFARE STATEcomes along with
high information needs from these people. Third,fértility rate will rise. In particular, the
generous public provisions for child care and nretEleave combined with a more flexible
labour market facilitate the combination of fempéeticipation and raising children. Thus, the
rising participation of women is accompanied byhigfertility. Finally, public supply of child
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Table 7.3 Long-term effects of a reform package alo  ng the lines of the UNIVERSAL WELFARE STATE on

incomes, institutions and qualitative indicators a

Real after-tax incomes

Working families 5V
division of labour
single earner couples - 4%
two earner couples 2Ys
parenthood
with young children 6%2
without young children 2Ys
skill level

both partners low skilled
mixed partner skills
both partners high skilled

Working singles (no children) Ya
low skilled Ya
high skilled 1
inequality index for singles (Theil coefficient) - 1%

Social benefit recipients
unemployed 1Y
disabled -3%
welfare recipients - 1%

Retired =%

Institutional indicators

Income tax rates (absolute change) ~Ya
Marginal tax burden (absolute change) - 1%
Replacement rate (absolute change) -1

Quallitative indicators

Commitment -
Privacy =
Fertility +
Choice -
& Al figures reflect ex post effects. They are expressed in relative changes, unless indicated otherwise. The government budget is

balanced ex-post by adjusting income taxes.
Source: MIMIC simulations & complementary analysis

care, education, and health care ensure equalsaitcd®ese provisions, but leave little room for
individual choice. Thus, it fits more with a relaly homogeneous society.

Table 7.4 shows the implications of theIVERSAL WELFARE STATEfor the labour market.
We see that the reforms raise the participation oapartners by 14%% in persdfisin terms
of hours worked, it rises by 8%% since many pastoecupy part-time jobs. Labour supply by
primary earners and single persons does not irer€agerall, we see that the increase in the
work of secondary earners raises aggregate lalbippiysby 1%2%. Since after-tax income
differentials between high skilled and low skilldrkers change only little, the reforms have

192 n absolute changes, this is a rise of 10%-points in the female participation rate. Hence, it would raise the participation
rate from a baseline value in 2040 of 64% to 74%. This is still 3% below the participation rate of men. To compare, the
female participation rate in Sweden today is 72%, while that for men is 3%-points higher.
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only a moderate impact on training decisions. Adoagly, the share of high skilled labour
supply increases only slightly.

Table 7.4 Long-term effects of a reform package alo  ng the lines of the UNIVERSAL WELFARE STATE on labour
market performance 2

Producer wage - 4Y
low skilled - 5%
high skilled -3%

Labour supply in hours 1%
primary earners -Ya
secondary earners 8%
single persons 0

Female participation rate 14

Share of high-skilled labour supply Ya

Employment 3
public sector 1
private sector 3%

low skilled 5%
high skilled 2%

Unemployment rate (absolute change) - 1%
low skilled - 4Y
high skilled -Y

Private sector production 3

Unemployment duration - 35%

Share of long-term unemployment (absolute change) -12

Elderly participation +

& Al figures reflect ex post effects. They are expressed in relative changes, unless indicated otherwise. The government budget is
balanced ex-post by adjusting income taxes.
Source: MIMIC simulations & complementary analysis

The unemployment rate falls by 1%% in thVERSAL WELFARE STATE It is caused by the
relaxation of employment protection, employmentssdies for the long-term unemployed, and
the changing role of trade unions. The governmezdtes ample jobs for the low skilled
through the expansion of public relief jobs. Yatstprimarily serves social objectives rather
than labour market performance. The decline in ypleyment is concentrated among the low-
skilled, where the rate falls by 4¥4%. The moreifilexmarket of the/NIVERSAL WELFARE

STATE is accompanied by higher job turnover rates agtidii job finding probabilities for the
unemployed. Thus, unemployment duration drops mpat 36% of the initial level, which is
about 4 months. The share of long-term unemployrfadistby 12%-point. Together with the
rise in female labour supply, we observe an oveisdlin employment by 3%.

TheUNIVERSAL WELFARE STATEcomes along with a reduction in privileges forezld
workers. For instance, the tax deductible accurimnaif retirement wealth is reduced.
Moreover, special provisions in social insuranagglie elderly are abolished. This raises
labour market incentives for the elderly. The digénd it easier to obtain work after being
dismissed due to the fall in seniority wages indlog the more flexible labour market.
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Flexible and part time jobs for elderly are avdigin the private sector and in public sector
service jobs geared to the elderly.

Summing up, th&INIVERSAL WELFARE STATEcombines an expansion of welfare state
spending with an increase in labour supply andlanfanemployment. Expenditures are
targeted on mitigating pre-existing distortions ospd by the welfare state itself. Indeed, higher
expenditures on childcare, low-skilled employmerd aducation are ways to complement
welfare expenditures geared to solidarity.

Diversified welfare state

TheDIVERSIFIED WELFARE STAT@rganises part of solidarity in decentralised cdule.g. via compressed

wage structures and occupational insurance andrepschemes. To avoid exit and competition, clubs

impose barriers to mobility. This provides committrend encourages investment in long-term

relationships. To mitigate distortions, some compatary policies are organised within clubs, eag. f

child care, activation of the low-skilled, trainirznd activation of elderly workers. It goes alonighw

diversity between clubs. The government caresulorevable outsiders that have no access to clulgs, e

by means of targeted tax relief for low-skilled ems and targeted child support for families wibkwl

incomes.

Characterisation

While redistribution in th®IVERSIFIED WELFARE STATEremains a task of government via the
progressive tax-benefit system, the size of thidipuedistribution falls. In particular, general
tax credits and the across-the-board labour taditcaee cut in exchange for lower tax rates.
This allows for smaller disincentive effects froaxés on hours worked and training. Social
benefits, such as child allowances, become mogetid. They are phased out with family
incomes to comply with household ability to payséthe tax system maintains elements of
household ability to pay, such as the credit far-mmrking partners.

Redistribution via wage compression remains impartadeed, sectoral trade unions adopt
egalitarian wage policies by claiming sector-spec#nts. High wage costs for the low-skilled
reduce low-skilled employment, however. To preveateasing unemployment among the low
skilled, the government provides targeted tax fétieemployers who hire low-skilled people.
This policy is considered more effective to crdate-skilled employment than an earned
income tax credit since it is better targeted ooppes earning low hourly wages. Moreover, it
avoids adverse incentive effects on hours workatljded by the phasing out of tax relief based
on total income.

Partial disability insurance is the full responiipiof occupational groups. The government
sets the legal basis for minimal social insuranoes/oid adverse selection. Unemployment
insurance relies more on sectoral premium difféaéion, but a national share of
unemployment insurance remains important. To miigaoral hazard with public
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unemployment insurance, welfare benefits and fighlility insurance, the government
regulates and monitors the insurance administratidrthe occupational groups.

Social insurance benefits are somewhat reducedigational groups rely more on
employment protection through notice periods an@ismce payments as an alternative form of
insurance for the employees. Decentralised clubis &xit opportunities for their members as
competition would potentially hurt the interestatiier group members. Commitment raises the
internal flexibility in firms and increases invesnts in specific human capital. Yet, these
privileges for the insiders hamper mobility andueel the job-finding opportunities for
outsiders. This causes relatively long unemployndenation and makes it difficult for young
people and re-integrating women to find work. Imgoupcoming service sectors, the
DIVERSIFIED WELFARE STATEdevelops facilities for female workers to combimark with care
for children, such as childcare facilities and ing job flexibility. This applies especially to
government sectors, where there are facilitiepéot-time work, parental leave and child care.

Decentralised administrators combat moral hazandfiows by tight monitoring and claim
assessment. The incentives to reduce moral hazastrang since clubs have the exclusive
financial responsibility to act in the interesttbéir group members. Yet, some cost of moral
hazard can still be shifted unto the collectivel@sothe government is responsible for welfare
schemes, long-term unemployment and full disabilitye insurance administrations in the
DIVERSIFIED WELFARE STATESet up reintegration programs to get the unempldagek to work,
preferably within their own occupational group. Td@vernment is responsible for people who
cannot rely on occupational provisions. It thusgd@ctivation measures to integrate these
people in the labour force.

Occupational groups organise collective secondecgreols to re-employ elderly workers
who loose productivity. Participation by the elged stimulated as long as they are able to
work. Re-employment often takes place in part-tjoles and at lower wage rates. The
government provides extra tax relief for low-skdllpeople above 55 in the form of an earned
income tax credit. This supplements the incomeeliberly workers with lower skills and
renders wage flexibility for the elderly more fddsi

In many sectors, the opportunities to work longeréase. Thus, the effective retirement
age becomes more heterogeneous among clubs. &l$ifetitycle saving account receives
favourable tax treatment. This voluntary accounh@vever, transformed in most occupational
groups into a mandatory scheme in which employedsesnployees contribute funds. The
accounts can be used for a selection of expenditureluding child care, education, parental
leave and early retirement.

On-the-job training is the responsibility of empdoy and employees. The role of
government is to avoid distortions in human cagtatisions. Thus, the monetary costs of
education are tax deductible and marginal tax rateseduced. Commitment in labour relations
provides incentives for employers to invest in ltlvenan capital of their employees.
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Comprehensive reform package
The reform package that goes along withdh&ERSIFIED WELFARE STATEcontains the
following policy measures

The general tax credit is reduced by 600 euraves 6% billion euro.

The labour tax credit is reduced by 200 euro.\esd %4 billion euro.

The general child allowance is reduced by 50%aves 1% billion euro.

A targeted child credit of 600 euro per year isddticed for families and lone parents with an
income up to 20 000 euro. It is phased out witlamual gross household income up to 32 000
euro (at a rate of 5%). The ex ante budgetaryisdsitbillion euro.

Child care is subsidised within collective groups average, the parental price of childcare
falls by 25% of the total costs. It is simulatedaasubsidy on childcare with a budget of ¥4
billion euro.

Unemployment insurance becomes more diversifiedngngooups. On average, benefit
duration is reduced from 38 to 24 months. Durirgftrst six months, benefits equal 70% of
the last-earned wage; it then falls to 65% durirgriext 12 months and to 60% during the last
phase. The average unemployment benefit falls byl78aves ¥ billion euro for the
government.

Insurance benefits for permanent disability is 7@Pthe last-earned wage. Insurance for partial
disability is reformed along the lines of the unémyment insurance. On average, the disability
benefit falls by 8%. It saves ¥4 billion euro foethovernment.

Sanctions are extended by 3 months of an additjmnaitive benefit cut of 20%.

Trade unions become stronger and their bargairmmegepincreases by 5%.

A credit is introduced for firms hiring low skilledorkers. For each full-time employee with an
income between the minimum wage and 130% of thatfitm receives a credit of 1 600 euro.
For part-time workers, the credit is proportioratheir working time and conditional on the
hourly wage. For full-time wage incomes betweerd@0 and 32 000 euro, the credit is
gradually phased out at a rate of 11.5%. The badgebst is 2¥% billion euro.

A subsidy scheme is introduced for employers tivat previously long-term unemployed
workers with low skill. The subsidy equals 75% lod social minimum income, which is

around 12 000 euro per person. The cost for thergovent is ¥ billion euro.

The income tax system is simplified. The currestesn with four rates is transformed into a
scheme with two rates. The current top rate iseeduo 45%. The first three brackets are
merged into a single rate of 35% to maintain theegoment budget balanced ex-ante. Ex-post,
a further reduction in the rate of the new firsidiet to 33%:% is possible.

We simulate the reform package of theERSIFIED WELFARE STATEWith MIMIC, taking the
income tax rate in the first new bracket to balatheegovernment budget ex post. Table 7.5
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Table 7.5 Long-term effects of a reform package alo  ng the lines of the DIVERSIFIED WELFARE STATE 0N

incomes, institutions and qualitative indicators

Real after-tax incomes

Working families 1
division of labour
single earner couples 1Y,
two earner couples 2
parenthood
with young children Ya
without young children 1%
skill level
both partners low skilled - 1%
mixed partner skills 1Y,
both partners high skilled 1%
Working singles (no children) 2Y,
low skilled 1%
high skilled 2%
inequality index for singles (Theil coefficient) 9%
Social benefit recipients
unemployed - 3%
disabled -5V
welfare recipients - 2%
Retired 2

Institutional indicators

Income tax rates (level) 33%%; 45%
Marginal tax burden (absolute change) - 3%
Replacement rate (absolute change) - 4%

Quallitative indicators

Commitment +
Privacy -+
Fertility -
Choice — I+

a ) . . - ; .
All figures reflect ex post effects. They are expressed in relative changes, unless indicated otherwise. The government budget is

balanced ex-post by adjusting income taxes.

Source: MIMIC simulations & complementary analysis

shows the long-term implications for the incomdrdisition, institutional variables and the
gualitative indicators. Table 7.6 shows the longratéabour market effects.

Assessment

Table 7.5 shows that the income effects induceth®pIVERSIFIED WELFARE STATEare mixed.
On the one hand, the government engages in leistrilegtion via progressive taxes. This hurts
the income of the low skilled and of people in garte jobs but favours people in full-time
jobs and with higher skills. Benefit recipientsfeuffrom lower incomes in light of the reforms
in the tax system and the reduction in social benéfhe decline in public redistribution is
mitigated somewhat by wage compressing institutthas benefit low skilled workers.
Moreover, targeted public support schemes of theigonent provide support for low-skilled
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workers. The income of elderly people is prote@ed actually rises in light of reduced tax
rates. The inequality indicator for singles revehd the income distribution becomes more
unequal. The Theil coefficient rises by 9%%. Tleilacts the emphasis that the’ERSIFIED
WELFARE STATE puts on encouraging full-time jobs at the expesfgeart-time work. Moreover,
reduced tax progression favours high skilled ower $killed employment. Base broadening
measures allow for a reduction in tax rates. Thegmal tax burden falls by 3%2%. The
replacement rate falls by 4%2% on average.

Table 7.6 Long-term effects of a reform package alo  ng the lines of the DIVERSIFIED WELFARE STATE 0N
labour market performance

Producer wage - 3%
low skilled =3
high skilled - 3%

Labour supply in hours 2
primary earners 1%
secondary earners Ya
single persons 2%

Female participation rate - 3%

Share of high-skilled labour supply %

Employment 2Y2
public sector Ya
private sector 3

low skilled 2V
high skilled 3V

Unemployment rate (absolute change) -%
low skilled -1%
high skilled 0

Private sector production 2Y4

Unemployment duration -7

Share of long-term unemployment (absolute change) - 3%

Elderly participation 0/+

& Al figures reflect ex post effects. They are expressed in relative changes, unless indicated otherwise. The government budget is
balanced ex-post by adjusting income taxes.
Source: MIMIC simulations & complementary analysis

The bottom part of Table 7.5 shows the scoresebIVERSIFIED WELFARE STATEON

qualitative indicators. First, commitment betweempéyers and employees is strengthened. It
ensures relatively long employment relations, wigomotes specific investments in human
capital and the internal flexibility in clubs. Thmited flexibility of employment in this welfare
state makes it necessary for wages to respondféetd macroeconomic shocks. The second
indicator refers to privacy, the effect on whictammbiguous. On the one hand, privacy
improves due to smaller government involvementtt@nother hand, the tough reintegration
requirements imposed by decentralised insurancénégtrations reduce privacy of people
relying on social insurance. Overall, the impacth@&@DIVERSIFIED WELFARE STATEON privacy

is mixed. Third, the impact on fertility is liketp be negative. While the government pays due
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attention to income support to families with a lmeome, it does fairly little to support the
combination of female labour market participatiow garenthood. For instance, the rigidities
in the labour market hurt the opportunities for veanto take temporary leave during
parenthood. Only in clubs of modern service sedarksthe public sector do employers
facilitate the combination of work and family calNote that low fertility may not be socially
harmful. The fourth indicator, i.e. individual cleeiand diversity, also yields mixed results. On
the one hand, diversity between clubs is largénabthere is ample room for diversity. Within
these collective groups, however, there is littlemn for individual choice. Indeed, collective
saving and insurance schemes aim to reduce trémsacists and to benefit from economies of
scale. This fits poorly with individual choice. A&l remark on th®IVERSIFIED WELFARE

STATE refers to the administration of social insurarieeclusive responsibility for social
insurance administrations in decentralised colecgiroups may well be efficient to fight moral
hazard. It may come along with gains in the fornmofeased exit from social insurance
schemes, an effect that is not captured in ourlsitioms. Whether this latter benefit is
important relies on one’s assumptions regardingffieiency of administrators, an issue on
which we lack a clear empirical basis.

Table 7.6 shows the labour market effects of tfi@rnes of theDIVERSIFIED WELFARE
STATE. We see that working singles and primary earresertheir number of hours worked by
2%.% and 1%.%, respectively. This is the result @fcaction in the marginal tax burden
induced by lower income tax rates. Labour supplgemfondary earners rises much less,
however. First, the phasing out of some income stppeasures with household income raises
the marginal tax burden on secondary incomes. $geoless progressive tax system comes
along with a higher average tax on small part-jofes. Indeed, part-time work is discouraged.
This reduces the female labour market participatide by 3%2%. Hence, women either work
longer hours or withdraw from the labour markete@l, we observe an increase in labour
supply by 2%. Larger after-tax income differentiaétween high skilled and low skilled
workers encourage training. Hence, the share di-biilled labour supply rises by %2%.

The unemployment rate falls by %2%. This is espbcéhle to the decline in the
unemployment rate among the low skilled, whichsfaély 1%2%. The lion share of this effect is
caused by tax relief for low-skilled workers and thouchers for the long-term unemployed. As
these measures are targeted at the low skilleddeuss they effectively reduce wage costs for
employers and create jobs for low-skilled peoplerdbver, these measures help to integrate
the long-term unemployed into the labour markedekd, the share of long-term unemployment
falls by 3%%. The unemployment rate among skilledkers does not fall.

TheDIVERSIFIED WELFARE STATEAIMS to increase participation of elderly workénssome
clubs, retirement becomes more gradual via inctkapportunities for part-time retirement.
Elderly workers increasingly occupy a different jtan older age, but usually within their own
club. In other clubs, however, seniority wages ri@anmaportant and the privileged position of
elderly is maintained. This renders the impactlderty participation rather modest.
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Summing up: th®IVERSIFIED WELFARE STATEraises labour supply as the government plays a
smaller role in redistribution and insurance. Troile is partly taken over by decentralised clubs
who become increasingly important. This mitigates éffects of public sector reforms.
Moreover, the gains materialise to the male insidéithe labour market, not to female
outsiders. The government helps to integrate lalleskoutsiders through targeted measures.

Comparing welfare states

This section compares the three welfare statesisied in previous sections. Table 7.7 shows a
selection of outcomes from Tables 7.1 — 7.6. Thmparison provides insight in the most
effective reform directions, as well as the cokeytentail. The appendix to this chapter
provides a sensitivity analysis of the reform pagsafor a number of critical parameters of the
model. It reveals that the qualitative conclusiofhthis chapter remain unaffected if alternative
parameter values would have been used, but thafuititative effects can change.

Inequality

The first three rows in Table 7.7 show the diffét@rimpact of the three welfare state reforms
on institutional variables that capture the impatinequality. Th&RESIDUAL WELFARE STATE
and to a lesser degree th®ERSIFIED WELFARE STATEraise inequality as measured by the
Theil coefficient for working singles. Hence, thegelfare states increase after-tax income
inequality as redistribution by the state is cutkbaloreover, replacement rates and the
marginal tax burden fall in these welfare statesstnprominently in th&@ESIDUAL WELFARE
STATE. In theUNIVERSAL WELFARE STATE the replacement rate falls as well but only nyilsib.
The Theil coefficient for working singles increasssggesting smaller after-tax income
differentials between high income and low incomekees.

Labour supply

The three welfare states all raise labour suppig feforms along the lines of tReSIDUAL
WELFARE STATEexert the largest impact. This is due to a laggkiction in marginal tax rates.
Both primary earners and secondary earners ragsehtburs worked. Aggregate labour supply
rises by 3%. TheNIVERSAL WELFARE STATEraises labour supply by 1%2%, despite an initial
increase in tax rates. It is solely caused by hifgmmale labour market participation. The
reason is that public expenditures are geared tsagativities that are a close complement to
female labour supply. TH®IVERSIFIED WELFARE STATEraises labour supply by 2%. It

originates from increased labour supply of primaayners and singles, but not from females.

Skill

Larger after-tax income differentials between hgifilled and low-skilled workers in the
RESIDUAL WELFARE STATEand theDIVERSIFIED WELFARE STATEeNncourage agents to engage in
training. This raises the share of skilled work@itse effect is largest in ttRESIDUAL WELFARE
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STATEwhere the share of skilled labour supply incredse$¥2%. In thedIVERSIFIED WELFARE
STATE, training in firm-specific knowledge might be foer encouraged due to commitment
between employers and employees. INUREERSAL WELFARE STATE training efforts increase

least.

Table 7.7 Long-term effects of three comprehensive reform packages *
Institutions RESIDUAL UNIVERSAL DIVERSIFIED
Inequality index for working singles (Theil) 14% - 1% 9¥a
Marginal tax burden (absolute change) ~ 7% -1Y - 3%
Replacement rate (absolute change) -9 -1 -4
Income tax rate (absolute changes) . - Y% .
Income tax rate (level) 27% . 33%%, 45%
Labour market performance
Labour supply in hours 3 1% 2
primary earners 2 ~Ya 1%
secondary earners 6Ya 8% Ya
Share of high-skilled labour supply (absolute change) 1% Ya R
Female participation rate 9 14% - 3%
Total employment 6Ya 3 2
Unemployment rate (absolute changes) - 2% -1Y -
low skilled -8Y - 4Y, - 1%
high skilled - Y -Y 0
Share of long-term unemployment (absolute change) - 25% -12 -3%
Miscellaneous
Production 7 3 2Ys
Commitment = = +
Privacy + = -+
Fertility -+ + =
Choice + = -+
Elderly participation + + +

& Al figures reflect ex post effects. They are expressed in relative changes, unless indicated otherwise. The government budget is

balanced ex-post by adjusting income taxes.

Source: MIMIC simulations & complementary analysis

Female participation

Table 7.7 reveals that the female participatioa riges most substantially in tb&IVERSAL
WELFARE STATE Also in theRESIDUAL WELFARE STATEdo more women enter the labour
market. To a large extent, this is caused by tlndistbment of the tax credit for non-
participating partners. Moreover, the more flexilalleour market helps integrating women in
jobs. Progressive taxes, childcare subsidies ambii benefits for secondary partners further
encourage female participation in thelVERSAL WELFARE STATE The participation rate of
women declines under the reforms of tERSIFIED WELFARE STATE Indeed, rigidities,
insider-outsider differences and less tax progoesseduce female participation.
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Unemployment rate

The unemployment rate falls in each of the threlfane states and drops most in HESIDUAL
WELFARE STATE It is caused primarily by wage moderation, indliby a lower average tax
wedge, a lower replacement rate, a weaker posifitrade unions, and a relaxation of
employment protection. Some measures are geareddewhe low-skilled, such as the earned
income tax credit and the lower minimum wage. Tfuees especially the unemployment rate
of low-skilled workers falls, namely by 8%9%. Thectiee in unemployment in theNIVERSAL
WELFARE STATEand theDIVERSIFIED WELFARE STATEIS 1%% and %%, respectively. These
effects are induced by measures that are targetati$ purpose. In theNIVERSAL WELFARE
STATE less employment protection, less egalitarian wagieies of sectoral trade unions and an
expansion of employment subsidies for the long-ten@mployed contribute to lower
unemployment, especially among the low skilledthkDIVERSIFIED WELFARE STATE, lower
benefits, wage subsidies and subsidies for the-termg unemployed contribute to it.

Unemployment duration

Table 7.7 shows that the share of long-term uneympémt drops in all three welfare states.
Relaxed employment protection is responsible firiththeUNIVERSAL WELFARE STATE and
the RESIDUAL WELFARE STATE. In theRESIDUAL WELFARE STATE this is reinforced by shorter
unemployment benefit duration and other measurasdat reducing unemployment. In the
UNIVERSAL WELFARE STATEWage subsidies for the long-term unemployed furtioatribute to
it. The DIVERSIFIED WELFARE STATEYields the smallest decline in unemployment dorass it
leaves employment protection unchanged while tadens become actually more powerful.
This welfare state emphasises more the benefitermmitment, rather than flexibility.
Consequently, employment durations remain longdt, the share of long-term
unemployment drops due to shorter unemploymentfiehgation, wage subsidies for the
low-skilled and vouchers for the long-term unempldbylf decentralised administrators would
be relatively efficient in raising exit rates frasucial insurances, these effects would become
larger in this latter welfare state.

Elderly participation

Although we are unable to quantify the impact offare state reforms on the participation rate
of elderly workers, Table 7.7 suggests that therre$ will raise employment among people in
the 55-64 age group. To get some feeling for themdi@l size of this increase, we may
compare Dutch performance with that in a numbeatleér countries. For instance, while the
elderly participation rate in the Netherlands igjected at 51% in our baseline projection for
the long term, today this rate equals 60% in thaddrStates and 62% and 72% in Denmark
and Sweden, respectively. If the Netherlands wbel@ble to raise the participation rate to,
say, 60%, this would imply a rise in the total Duparticipation rate by 1.598° The

1% Approximately 18% of the workforce will be in the 55 to 64 age group in 2040. An increase of 9%-points would thus imply

a 1.5% rise in the aggregate participation rate.
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unanswered question is, however, to what exteotmef do indeed raise the participation rate
of elderly workers. In our three prototype reforiredtions, higher employment among the
elderly is achieved in two ways: better supply moees and more jobs for elderly. Regarding
supply, the reduction in mandatory savings andngpsubsidies help increasing the effective
retirement age since they reduce retirement welttipirical evidence suggests that these
effects are small, though. Better supply incentizas be reinforced by the abolishment of
special arrangements for the elderly unemployech s weak job search obligations and long
unemployment benefit durations. Regarding demasttljaed seniority wages help to integrate
dismissed elderly in new jobs in the market seittdhe RESIDUAL WELFARE STATE. In the
UNIVERSAL WELFARE STATE the government plays an important role to faat#itthe integration
of elderly workerse.g.via public service jobs for elderly workers whanat find employment
in the market and via mandatory workfare in excleafog benefits. TheIVERSIFIED WELFARE
STATE has more difficulty to integrate the elderly, Boime sectors raise elderly employment
via sectoral job pools. Further research shouldhtes by how much the alternative policies
will help raising the effective retirement age.

Qualitative indicators

While each of the three welfare states is ablenforove the performance of the labour market,
there is a cost associated with each of the refasnsell. First, th&@ESIDUAL WELFARE STATE
yields the largest gains in terms of labour mapeformance. The market integrates new
people so that the risk of long-term exclusionsfalther benefits are more privacy, and an
increase in choice and diversity due to market supfet, the cost of these improvements is a
rise in inequality, a reduction in income secuahd a loss of commitment in labour relations.
Hence, theRESIDUAL WELFARE STATESeems most beneficial in a world with a relativiely
aversion against risk and inequality and high fisido privacy, individual choice, flexibility
and a low tax burden.

The UNIVERSAL WELFARE STATE yields a more moderate improvement in labour marke
performance, but combines this with more equality emsurance. Moreover, it better combines
fertility with female labour market participatioviet, there is a cost associated with lower
commitment in labour relations, an impingement upowmacy, and a loss of diversity.
Moreover, welfare state expenditures remain hidfickvmakes it more vulnerable for ageing.
TheUNIVERSAL WELFARE STATESeems most appropriate if society features a gtpoeference
for emancipation of women and the integration offpeople in the labour market. It assigns
little priority to commitment, diversity, privacynd privileges for elderly.

TheDIVERSIFIED WELFARE STATEachieves slightly smaller improvements in emplogtraes
the UNIVERSAL WELFARE STATEand these improvements are more concentrated amsidgrs
in the labour market. It performs less well witlgaed to the integration of women, young
people and immigrants and is accompanied by meaguiality. Commitment and long-term
relations between employers and employees are adgsct of this welfare state. Moreover,
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decentralised administrations may well be efficififte cost is a decline in equality and income
security, a poor integration of outsiders and lobitity and flexibility in labour flows.

International benchmarking

We can compare the labour market performance dil#iberlands also with other countries.
Such an international comparison may provide aoltti information on how institutions affect
labour market outcomes. Moreover, internationakbemarking gives us an indication to what
extent labour market outcomes might be improvedlavthe Netherlands reform its welfare
state in a certain direction. Yet, the problem véitsimple international comparison of
outcomes is that it is difficult to determine trausal relationship between institutions and
labour-market performance. For instance, is theDlgbour-market performance relative to
other countries a result of different institutior®3fis there a large unexplained residual that can
be related to culture, history, preferences andrdsues? This section aims to contribute to
this understanding by exploring the impact of tgibnal changes on labour market
performance indicators. In particular, we first guare the labour-market performance in a
number of countries with that of the Netherlanda recent year. Thereby, we select a limited
number of countries that can in some way servanakuatrative example for each of the three
different prototypes. In particular, we take theitdd States, New Zealand and the United
Kingdom to compare the outcomes for HESIDUAL WELFARE STATE we take Denmark,
Sweden and Norway to compare theVERSAL WELFARE STATE and we consider Germany,
Switzerland and Austria to compare hEERSIFIED WELFARE STATE Subsequently, we put the
outcomes from the international comparison in thespective of the outcomes for our three
alternative welfare states explored in previousiges. By thus comparing these outcomes, we
explore whether institutional reforms along thestirof our prototypes will indeed move the
Dutch performance indicators in the direction dfestcountries® Below, we discuss,
respectively, the performance in the field of sbe@hesion, employment, female participation,
and the share of long-term unemploym®hnt.

Social cohesion

We take the replacement rate as the indicatordaatcohesion, i.e. the incomes of social
benefit recipients compared to workers. The leftgpaf Figure 7.2 shows the absolute change
in the replacement rate of the three reform packagelored in the previous sections. For the
international comparison, we take the average waf different replacement rates: the initial

%% While the international comparison refers to a recent observation, the model simulations refer to long-term outcomes.

Since we have no access to long-term projections for other countries, we are unable to provide a comparison of long-run
outcomes. Therefore, we rely on historical observations to compare the Netherlands with other countries. This is not
problematic if future trends in the Netherlands are similar to those in other countries.

% For many indicators, we cannot directly compare variables from MIMIC with internationally similar labour market data. For
instance, we have no comparable estimates of the equilibrium rate of unemployment in other countries. Therefore, we do not
compare welfare states with respect to the unemployment rate. The same holds true for skill-specific variables.

180



Figure 7.2

DIVERSIFIED

UNIVERSAL

RESIDUAL

INTERNATIONAL BENCHMARKING

replacement rate for a family with an average petida worker and two children, the initial
replacement rate for a single person without caiidand the replacement rate for both
household types in long-term unemployment. Thetnigimel of Figure 7.2 presents the
absolute difference of the replacement rate inumtty compared to the Netherlands in 2002.
The decline in the average replacement rate iIRH#DUAL WELFARE STATEmMoves the
Netherlands closer to the current performance @fthglo-Saxon countries, although there
remains a substantial difference. The modest deatinheDIVERSIFIED WELFARE STATEand the
negligible effect in th&/NIVERSAL WELFARE STATEcome closer to the performance of the
continental European countries, respectively, ten8inavian countries.

a

Comparing welfare states with respect to the replacement rate
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& The absolute change for the replacement rate of the three welfare states (left panel) is obtained from Table 7.7. In the right
panel, we take the absolute difference between the replacement rate of a country and that in the Netherlands in 2002. For
the replacement rate, we take the average of four replacement rates, as mentioned in the main text.

Source: OECD (2004) and MIMIC simulations

Employment

Figure 7.3 shows the performance in terms of emmptyt, measured in full-time equivalent.
The left panel shows the impact of the three refpatkages; the right panel shows the
performance of other countries compared to the étkthds. Thereby, employment in labour
years is determined by the average number of hgamrsvorker in terms of a full-time work
time of 1721 hours per year, multiplied by the jggration rate. The left panel reveals that the
three welfare states raise employment, especiallyjdRESIDUAL WELFARE STATEWith an
increase of 6%%. The right panel shows that thigeadhe Dutch labour market performance
in the direction of Anglo-Saxon countries, whiclatigre higher employment rates. Still, the
difference remains large. For instance, employnrelatbour years in the Anglo-Saxon
countries is 22 to 35% higher than in the Nethel$ar\ similar conclusion applies to the other

welfare states. It suggests that it is difficuletglain the low number of hours worked in the
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Netherlands compared to other countries only bijtitnal factors. Indeed, there remains a
large unexplained residu&f

Comparing welfare states with respect to employment in labour years
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T T T T 1 U K ‘
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2 The relative change in employment for the three welfare states (left panel) are obtained from Table 7.7. In the right panel,
we take the relative difference compared to the Netherlands of employment in labour years in 2004. It is determined as
hours per worker times the participation rate, expressed in full time equivalents of 1721 hours per year.

Source: OECD Employment Outlook 2005 and MIMIC simulations

Female participation rate

Figure 7.4 shows the female participation rate. [Eftepanel shows the result of our
simulations for the absolute change in the femaléiqgipation rate. The right panel shows the
absolute difference between the female participatites in nine other countries and that of the
Netherlands in 2004. We see that the rise in theafe participation rate in theNIVERSAL
WELFARE STATEIS consistent with the performance of Denmark, @&meand Norway. Indeed,
the Dutch performance would overtake the currertigigation rate of these countries. Also the
decline in female participation in tisevERSIFIED WELFARE STATEIS consistent with the
performance in some continental European counlésyugh not with Switzerland. For the
RESIDUAL WELFARE STATE we obtain an increase in female labour particgpatvhich however
does not apply to New Zealand, the United Statdsta United Kingdom, where female
participation is similar to that in the Netherlaridday.

1% Using cross-country panel regressions, Dekker and Ederveen (2005) also find that the difference in hours worked

between the United States and Europe can only be partly explained by institutional factors. There is a hot debate among
economists on this. Prescott (2004) argues that this difference can be fully explained by a difference in tax rates. Alessina et
al. (2005), however, argue that this explanation holds only for an unrealistically large labour supply elasticity. Other factors
thus seem to play a role as well.
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2 The absolute change in female participation rates for the three welfare states (left panel) are obtained from Table 7.7. In
the right panel, we take the absolute difference compared to the Netherlands of the female participation rate in 2004.
Source: OECD Employment Outlook 2005 and MIMIC simulations

Long-term unemployment

Figure 7.5 shows the share of long-term unemploynmeasured as unemployment that lasts
for more than 12 months. The left panel shows Hselate change in the share of long-term
unemployment in our three prototype welfare stafée. right panel shows the absolute
difference in the share of long-term unemploymempared to the Dutch share in 2004. We
see from the right panel of Figure 7.5 that thechwhare of long-term unemployment is large
compared to other countries, except for Germangs lssnployment protection in the
Scandinavian and Anglo-Saxon countries is resp@&p higher job turnover rates and shorter
unemployment duration. The reforms in theVERSAL WELFARE STATEand theRESIDUAL
WELFARE STATEmMove the Dutch performance in their direction, athinaterialises in a lower
share of long-term unemployment. TD®ERSIFIED WELFARE STATEYields a smaller decline in
the share of long-term unemployment as this wektage leaves employment protection
virtually unchanged. Yet, the share of long-terremployment drops, which is more consistent
with the Austrian experience than that of Germamy &witzerland.

Comparing welfare state with respect to long-term unemployment
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2 The absolute difference in the share of long-term unemployment for the three welfare states (left panel) are obtained from

Table 7.7. In the right panel, we take the absolute difference of this share in countries compared to the Netherlands in 2004.
Source: OECD Employment Outlook 2005 and MIMIC simulations
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Conclusions

This chapter aims to structure the debate on campstve welfare state design, taking account
of complementarity and substitutability in institurts. We develop three comprehensive
prototypes and propose a concrete reform package dhe lines of each of them. First, the
RESIDUAL WELFARE STATEengages in less redistribution, insurance and doment. The
government supports only the vulnerable peopldargeted measures. The tax burden falls and
the labour market becomes more flexible. Simulatioha reform package along the lines of
the RESIDUAL WELFARE STATESuggest that employment expands by 6%% while the
unemployment rate among the low skilled falls by?8%t moves performance closer to that of
Anglo-Saxon countries, although differences in Bamorked and the replacement rate remain
substantial. Second, thellVERSAL WELFARE STATEprovides more generous welfare state
provisions. Complementary policies, such as chalie subsidies, mandatory workfare,
sanctions and more labour market flexibility, asedito mitigate severe distortions from
redistribution and insurance. While the tax buritemeases, these complementary measures
help to expand employment and reduce unemploymetypical reform package is found to
reduce low skilled unemployment by 4%:% while fenzdeticipation increases by 14%:%. This
moves Dutch labour market performance closer t&sttendinavian countries, although hours
worked remains lower. It suggests that a largefaselstate can be compatible with more
employment and lower unemployment, but only if nueas are complementary to labour
market participation. Finally, th®VERSIFIED WELFARE STATEOrganises part of solidarity in
decentralised clubs that provide security in exdeafor long-term commitment. The
government cares for vulnerable outsiders that navaccess to these clubs. A typical reform
package along these lines is found to reduce laedlkunemployment by 1%%-point and to
raise aggregate labour supply by 2%. While eachpeehensive welfare state reform is able to
improve labour market performance, each entaitscabkcost as well: there is no gain without
pain. These social costs differ across the thrdfakgestates. Social priorities for equality,
insurance, commitment, diversity, privacy and labmarket outcomes will determined what
will be the most desirable direction for the futafahe Dutch welfare state.

Appendix  Sensitivity Analysis

The labour market effects of the reform packagehigichapter are driven by the parameters in
the MIMIC model. For a number of parameters, therncertainty about their exact value.
Indeed, parameters that have been estimated faainreero standard errors while elasticities
that are calibrated usually suffer from a greatatam of estimates found in the empirical
literature. To explore how robust our conclusiores\gith respect to the choice of parameters,
this appendix discusses the simulation resulthetliree reform packages in case of alternative
parameter values. In particular, Tables 7.8 andi&Brepeat the results from the simulations in
Table 7.7. Then, we present a sensitivity analiggiseven alternative parameter values. In
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particular, Tables 7.8 and 7.9 show the absolut@atien from the benchmark simulation in
case of an alternative parameter value or modeifigaion. If the difference is small, we
report a blank in the tables. In performing thesgiarity analysis, we explore the following

parameters.

Training: Reduce the impact of wage differentialsmining incentives by 25%.
Matching: Set all parameters in the matching medgial to zero.

Labour supply: Raise labour supply elasticity ofwen from 0.5 to 1.0.

Wages: Reduce value of informal income in reseovatvage in negotiations by 50%.
Production: Reduce substitution between unskillesk8led labour from 1.8 to 1.4.
Export: Increase the export elasticity from 2 to 3.

Interest: Increase the real interest rate from @%#%.

Table 7.8 Differential labour market effects of thr  ee welfare states under different parameter values
RESIDUAL UNIVERSAL DIVERSIFIED
Benchmark simulation
Share of high-skilled labour supply 1% Ya Ya
Female participation rate 9 14Y» - 3%
Labour supply in hours 3 1% 2
Employment 6Ya 3 2Y,
Unemployment rate (absolute change) - 2% - 1Y -%
low skilled (absolute change) - 8% - 4Y, - 1%
Lower impact on training
Share of high-skilled labour supply ~Ya
Female participation rate
Labour supply in hours
Employment
Unemployment rate
low skilled
No impact on search & matching
Share of high-skilled labour supply -V ~Ya
Female participation rate
Labour supply in hours
Employment -Ya -Ya - Ya
Unemployment rate Ya Ya
low skilled Y 1Y, 1
Higher labour supply elasticity
Share of high-skilled labour supply
Female participation rate 8% 14 - 3%
Labour supply in hours Ya 1%
Employment 1 1%

Unemployment rate

low skilled

The baseline figures are expressed in relative changes, unless indicated otherwise

The sensitivity analysis figures are expressed as absolute changes relative to the benchmark figures
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The choice for these parameters is governed by tineertainty and their relevance. The
sensitivity analysis shows the magnitude of thajpact. From the tables, we find that the
qualitative conclusions for the different reforntRages do not change in case of alternative
parameter values. The quantitative effects do ahamawever. This hold especially for more
disaggregated variables, such as low-skilled uneympént or female participation. The
macroeconomic variables change less.

Table 7.9 Differential labour market effects of thr  ee welfare states under alternative parameter value s

RESIDUAL UNIVERSAL DIVERSIFIED
Benchmark simulation

Share of high-skilled labour supply 1% Ya Ya
Female participation rate 9 14Y» - 3%
Labour supply in hours 3 1% 2
Employment 6Ya 3 2Y,
Unemployment rate (absolute change) - 2% - 1Y )
low skilled (absolute change) -8 - 4Y, - 1%

Fall-back position in wages
Share of high-skilled labour supply

Female participation rate - -V —Ya

Labour supply in hours

Employment - - —Ya

Unemployment rate Ya Ya Ya
low skilled Y %

Substitution high & low "

Share of high-skilled labour supply - -Ya —Ya
Female participation rate
Labour supply in hours -V
Employment S -V —Ya
Unemployment rate ¥ Ya

low skilled 2% 1Y 1

Higher export elasticity
Share of high-skilled labour supply

Female participation rate Ya
Labour supply in hours Ya
Employment Yo Yy Y
Unemployment rate -V
low skilled - % - Y -,

Higher interest rate b

Share of high-skilled labour supply Ya
Female participation rate Y
Labour supply in hours Ya
Employment Ya
Unemployment rate -Ya
low skilled /) - -Ya

2 The baseline figures are expressed in relative changes, unless indicated otherwise
The sensitivity analysis figures are expressed as absolute changes relative to the benchmark figures
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8

INTRODUCTION

Welfare state design and globalisation

This chapter explores the relationship betweerirternational environment and the national welfare

state. We look at the susceptibility of alternativedfare states for international trends in tradechnology

and immigration. Subsequently, we elaborate onarektate design in a world with policy competition

induced by mobile firms and workers.

8.1

8.2

Introduction

Changing conditions in the social, demographic iatetnational environment induce a need
for welfare state reform. Chapter 6 stresses Hetombination of ageing, globalisation,
technological change, and the changing role of womeur society triggers a need for change
in welfare state institutions. Some of these dguelents can be foreseen, such as ageing.
Others already manifest themselves, such as thegtwgarole of women. Yet other trends are
surrounded by considerable uncertainty. This hivigsarticular for international developments,
such as trade integration, multinational activibe international mobility of capital and labour,
and technological change that spills over acroismal borders®’ This chapter explores the
interaction between these international trendsvegiare state design. In particular, we focus
on two issues: (i) the impact of international tteron the desirable structure of the welfare
state and (ii) the role of strategic policy competi on welfare state design. Section 8.2
explores the first issue. In particular, we consiuew trends in trade, technology and
immigration will affect labour market performanaedathe distribution of income under
alternative welfare states. Section 8.3 analysdana welfare state design in the presence of

policy competition. Section 8.4 concludes.
Susceptibility to global shocks

How robust are welfare states for trends in therivdtional environment? This section explores

the impact of trade, technology and immigration.

Trade and skill-biased technological change

Through international specialisation, increaseddrean bring substantial welfare gains to
society. Yet, trade may also come along with airisaternational outsourcing and
specialisation of activities that currently provigi@ployment for low skilled workers in

Western Europe. For instance, companies can redpdngport competition from low-wage
countries of Eastern Europe and Asia by outsouncorgskill-intensive activities. Sapir (2005)
shows that outsourcing and specialisation haveeithdecome increasingly important during
the last decades, especially due to the rise ofitagrom East Asia. It thus reduced the relative

7 In developing their scenarios, De Mooij and Tang (2003) and Huizinga and Smid (2004) dub the international
environment as one of the key uncertainties for the future.
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demand for low-skilled workers in European cousta@d worsened their labour market
position. In fact, globalisation makes the demasrddw-skilled labour more elastic: workers
can more easily be substituted for each other agrasonal borders if their relative costs
become too high.

The distributional consequences of outsourcingsp@tialisation can be reinforced by
technological change, especially skill-biased tetmgical changé® It raises demand for high-
skilled workers relative to low-skilled manual emypées. Information and communication
technologies tend to be skill biased as the automaind computerisation of production
processes destroy low-skilled jobs, not only in ofaoturing but also in services (De Groot and
Nahuis (2003)). In the coming decades, there seenpde room for further adoption of
information and communication technology in Euroggpecially in service sectors. This can
have important implications for European labourkags and welfare states. Since the increase
in the supply of high-skilled labour is expectedeawel off in the coming decades, a rising
demand for skills will worsen the position of lokilked workers in European labour markets
(Jacobs (2004)).

The labour market effects of trade integration skill-biased technological change depend
on the welfare state (seeg.Davis (1998)). In countries where wages are fliexibhifts in
demand are likely to cause more wage inequalitw&en low and high-skilled labour. In the
United States, which is characterised as a flex#ileur market, wage inequality between high
skilled and low skilled workers has already besimg since the mid-1970s. In countries where
wages are relatively rigid, however, unemploymenoag the low skilled will rise with little
downward pressure on wages. Typical European veeffiates, where wages are relatively
rigid, have therefore experienced rising unemplaynaenong the low skilled. The effect on
wages is smaller as effective minimum wage pradectéind social security benefits prevent
wages from falling at the bottom (see Moore andj&a(R005)).

The distributional and labour market implicatiorigrade integration and skill-biased
technological change have important implicatiorrssfaciety. Rodrik (1997) argues that
globalisation exposes a social fault line betwdwmsé with education, skills and mobility to
flourish in global markets and those without. Thedrs are increasingly anxious about their
standards of living and their precarious placenneegrated world economy. The result is
severe tension between groups. The challenge f@rgments is to make globalisation
compatible with domestic social and political stigpii.e. in ensuring that international
economic integration does not contribute to dornesicial disintegration. This imposes a
serious challenge for the welfare state. It emessiirst of all the importance of the education

1% There is ample debate on the extent to which wage differentials have increased in the past and will increase in the future,
see e.g. Autor et al. (2006). Moreover, it is difficult to disentangle the effects of globalisation and skill-biased technological
change on wage inequality empirically. Feenstra and Hanson (1999) suggest that both outsourcing and skill-biased technical
change have been important for rising wage inequality in the United States. Gorter et al. (2005) conclude on the basis of
various studies that the unfavourable position of low-skilled workers is more likely to be caused by skill biased technological
change than by international specialisation and outsourcing.
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system to encourage skill formation among youngéods and prevention of school dropouts.
In addition, there is a need to keep low skilledgle connected to the labour market.

The three prototype welfare states discussed iprin@ous chapter each deal with this latter
challenge in a different way. First, tRESIDUAL WELFARE STATEintegrates the low skilled
most successfully via a more flexible labour maded lower reservation wages: the
unemployment rate among the low skilled drops by@Bpwints relative to the baseline, which
more than offsets the impact of skill bias. It lsakdowever, to more income inequality between
skills. Besides, it runs the risk of a severe ptwiap, thus causing a sustained underclass in
society that relies on the welfare state. Secdrel)tiIVERSAL WELFARE STATEadopts an
intensive public activation strategy to employ Iskilled people, combined with more
flexibility in job flows to stimulate labour markatljustment: the low-skilled unemployment
rate here falls by 4%2%-point. The falling marketdad for low skilled labour will make the
active government role increasingly important aritiraise the tax burden in the future. This
runs the risk of exacerbating labour market digtog among skilled workers and makes the
UNIVERSAL WELFARE STATEmore vulnerable for globalisation. It thus furthaises the
challenge to stimulate human capital formation asg to facilitate skill bias and trade
integration. Finally, th®IVERSIFIED WELFARE STATEhas most difficulty in integrating the low
skilled due to labour-market rigidities: our simtidas reveal that the low-skilled
unemployment rate falls by 1%%-point relative te Haseline, which is insufficient to
compensate for the impact of skill-biased technicligchange in our baseline. The compressed
and rigid wage structure in this labour markeessponsible for this. Government subsidies for
low skilled labour aim to integrate vulnerable édess in the labour market. This relaxes the
problems, but also raises the tax burden for higiemes and thus distorts the labour market
elsewhere. While theIVERSIFIED WELFARE STATEIS thus susceptible to global shocks, it
encourages investments in firm-specific human ehgittrends would make these firm specific
skills increasingly important in the future.g.because the Netherlands would specialise more
in sectors where this type of investment is imputtglobalisation would fit with this type of
welfare state. Otherwise, trade integration anti-Bldsed technological change impose a
serious threat on the position of low-skilled labander this welfare state.

Immigration

The economic literature reveals that immigratioll have a distributional impact as well.
When capital is fixed, immigrants decrease theiagsnof the production factors to which they
are substitutes (labour) and increase the earwoiftyge production factors to which they are
complements (capitaff? If migrants have relatively low skills, immigratiovill mainly reduce
the wage of low-skilled workers. In the long tettime impact on the labour market tends to be

1% The net gain to capital owners, defined as the change in capital owners’ income minus the loss to native workers, is
called the immigration surplus. The more wages fall as a result of migration, the larger is the immigration surplus. Thus, the
immigration surplus increases with labour demand elasticity (in absolute terms). This reflects a trade-off: while decreasing
wages lead to a larger immigration surplus, they result in more redistribution from native workers to capital owners.
Roodenburg et al. (2003) give an overview of the impact of immigration on the labour market in the short-run.
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smaller due to adjustment processes. As immigratemmeases the capital to labour ratio, it
increases the return to capital. This will causénflow of capital, which raises wages. In the
longer term, native workers would thus neither gainlose from immigration. Still, the impact
on the wage distribution may persist if the immigrpopulation has a different skill
distribution than natives. In fact, if immigrant®dow skilled, it reinforces the impact of trade
integration and skill-biased technical change anititome distribution, i.e. it further reduces
the income of the low skilled. In the presenceatidur market rigidities, immigration may also
raise unemployment among the low skilled. Severakmw articles summarise the evidence
regarding the impact of immigration on the labowarket (Borjas (1994), Friedberg and Hunt
(1995), Bauer and Zimmermann (1999) and Lorglal. (2004)). These reviews conclude that
immigration tends to exert a negative but smallaotpn wages in both The United States and
the European Union. Moreover, since European labwarkets are less flexible than that in the
United States, immigration may also increase uneympént in Europe. Although the effects on
unemployment appear to be small in the long termwding out effects for natives can be
substantial in the short run (Angrist and KugleiQ2)*°

The other impact of immigration is on the governiauidget. The fiscal impact of
immigration can be assessed by the lifetime netrittion to public finances via generational
accounting. Recent research in the Netherlandsdraentrated on the so-called ‘non-western
immigrants’, which includes immigrants from Turkéorocco, Suriname, and the
Antilles/Aruba. For an average non-Western immigrRoodenburgt al. (2003) show that the
fiscal impact has been negative for the Dutch welfdate. One reason is that immigrants have
relatively low employment rates, low wages, andtreély high claims on welfare state
expenditure programmes. Also in some other cowtimemigrants perform worse than natives
on the labour market, which renders their fiscgdact negativeq.g.Borjas and Hilton (1996),
Hansen and Lofstrom (2003), Riphahn (2004) and \Egeret al. (2004))* However, this
does not apply to all European countries. For m@aimmigrants seem net contributors to the
public sector in Germany and Spain (Bonin (200880 in countries that adopt selective
immigration policies, such as Australia and Canatlajies generally report a positive fiscal
impact of immigration. The key variables determinthe fiscal impact of immigration are the
skill level of immigrants and their labour-marketsition. If immigrants are low skilled and
poorly integrated in the labour market, then tisedl impact of an immigrant is most likely to
be negative. In that case, immigration will threetiee financial sustainability of the welfare
state. If immigrants are high-skilled and easilegrated in the labour market, the fiscal impact
of an immigrant is more likely to be positive. hrat case, immigration will relax the financial
burden and improve the sustainability of the welfstate.

0 For some discussion, see Borjas (1999a; 2003), Longhi et al. (2004) and Ederveen et al. (2004).
M The poor labour market position of immigrants can be explained partly by the less favourable labour market
characteristics of these immigrants, e.g. in terms of education and language skills. Yet, even after correction for these
unfavourable characteristics, the labour market attachment of immigrants is still worse than for comparable groups of low

skilled natives (OECD, 2002).
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STRATEGIC POLICY COMPETITION

How robust are the three prototype welfare statestocks in immigration? THESIDUAL
WELFARE STATE performs best in terms of integration of immigsaim the labour market due to
its flexibility. Moreover, it provides the fewesebefits. The fiscal impact is thus likely to be
positive. Thus th®&ESIDUAL WELFARE STATESeems relatively robust for immigration shocks
and is most consistent with a fairly liberal imna@tion policy. TheUNIVERSAL WELFARE STATE
does worse in terms of integration than RESIDUAL WELFARE STATEas low skilled wages
cannot fall much due to high reservation wagesmamimum wage floors. This welfare state
also provides generous and uniform welfare statngements, which makes it more likely that
the fiscal impact becomes negative if immigransslleo higher unemployment. ThellVERSAL
WELFARE STATEIS therefore less robust for immigration shocksvill probably adopt more
restrictive immigration policies and may considearelimited access of immigrants to welfare
state provisions. Finally, tH®VERSIFIED WELFARE STATEperforms poorly in terms of
integration of newcomers in the labour market. djehe protection of insiders comes at a
cost of high unemployment among outsiders. Thiserakless likely to have a positive fiscal
impact of immigration. Hence, the DIVERSIFIED WELRE STATE seems consistent with

restrictive immigration policy as well.

Strategic policy competition

Globalisation and immigration not only exert a diranpact on the welfare state by affecting
labour market outcomes and the income distributiom also induce a process of competition
between states. It means that governments setiisétutions in such a way that they provide a
favourable environment for mobile factors of pratitut. Policy competition restricts the
freedom of the nation state to design its own welfdate institutions. It is apparent in, for
instance, corporate taxation. Indeed, tax competitias driven down corporate tax rates in
Europe ever since the early 1980s (Devertd. (2002)). There is no country that can escape
this strategic tax game since it would cause chfigat and hurt national welfare. The

guestion is whether the case of corporate taxati®mapplies to welfare state institutions. In
other words: to what extent does policy competitiestrict the freedom of the nation state to
design national welfare state institutions?

A generous welfare state is often believed to thetcompetitiveness of a country as it
tends to raise unit labour costs relative to otleemtries. Indeed, the labour costs associated
with social policy, such as social insurance prengiwr costs related to labour market
regulation, account for around 40% of total wagstein European countries (Chen & Funke
(2003)). To the extent that these indirect wagescae not borne by the workers but by firms,
it can influence firm decisions where to settleluge exports, and increase unemployment. It
thus would make the welfare state more distortipimaeconomic terms.

The welfare state may also impact the quality ahigrant inflows. Low skilled immigrants
may have an incentive to move to more generousaveeitates because they are more likely to
become unemployed and receive benefits. In conshitied immigrants have little incentive to
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move to a generous welfare state because thegssdikely to receive benefits and more likely
to face a high tax burden. In this way, more genergelfare systems would act as a so-called
‘welfare magnet’ for low skilled immigrants (seey.Borjas (1999)).

The impact of the welfare state on internationai of capital and labour may force
governments to cut back their welfare state ifdessbecome more mobile across borders.
Indeed, cutting taxes and benefits would then rdisenflow of productive mobile production
factors, thereby raising the welfare of incumbeaotkers. At the same time, it would keep out
immigrants that impose a negative fiscal impacthengovernment budget. In light of a
growing mobility of factors, some authors predigignificant fall in tax revenue and reduced
scope for regulations of labour markets in therifisees.g. Tanzi (2003)). The mobility of
production factors is thus believed to induce @ tacthe bottom which hurts vulnerable low
skilled people and which benefits mobile high skllworkers and international firm&.

Despite fears for a cut back of welfare stateggint lof policy competition, there are also
opposing forces. In particular, globalisation matteswelfare state more important in social
and political terms. Indeed, the welfare statepawvent disintegration in society and is a
critical factor for the public support for econonmtegration in the first place. In that sense,
globalisation may even call for a bigger welfartet rather than a smaller one. Rodrik (1998)
emphasises this after exploring the correlatiomvbeh openness and government size. He
argues that more open economies can teach us sngnatiout the impact of globalisation on
the welfare state since openness reflects the degriategration in the world economy. If
globalisation would undermine the welfare state weelld expect that more open economies
nowadays have smaller governments and lower sexpanditures. Rodrik, in contrast, finds a
robust positive correlation between an economyfmsyure to international trade and the size of
government spending. He explains this by the rbpeernment in dealing with external risks
imposed on a more open economy. The governmenndaate such risks by taking up a
larger share of the economy’s resources. It thtssacan insurance device against external
shocks. This underlines the productive functiothefwelfare state in a globalising world.

We have also explored the correlation between gggmnand the size of government within
the European Union. It is illustrated in the ledinel of Figure 8.1, which shows the correlation
between total government spending in terms of GD#& éross-section of 15 European
countries in 2003 and an indicator for opennessismed by trade as a share of GBThe
left panel in Figure 8.1 suggests no significanteation between openness and the size of
government. The right panel of Figure 8.1 shows tifra correlation between openness and the
social expenditure share is not statistically digant either.

121t is sometimes claimed that policy competition provides a rationale for international cooperation. Indeed, social dumping

involves an externality since individual governments do not take into account the implications of their policies on the welfare
of neighbouring countries. To solve this coordination problem, harmonisation may yield a better outcome for all countries.
The subsidiarity principle in Europe suggests that international spillovers can thus justify harmonisation of policies.

3 Data refer to the old 15 European Union countries, excluding Luxembourg. We add Switzerland as the 15th country. As
the sample is small, the results are not robust for the inclusion or exclusion of some countries. Rodrik (1998) reports more
roubst findings by using a larger data set.
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Figure 8.1 Correlation between openness and the siz e of the welfare state ®
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a Openness is measured by exports plus imports divided by GDP in 2003. The left panel correlates this openness indicator
with the share of total public expenditures in GDP in 2003. The right panel correlates openness with social expenditures in
GDP. We use data for the old EU15 member states, excluding Luxembourg, plus Switzerland.

Source: Eurostat: epp.eurostat.cec.eu.int and Worldbank: econ.worldbank.org

Hence, there seems little indication of a negativeelation between openness and the size of
the welfare state. It appears that openness tmatienal competition does not induce
governments to cut back their welfare state. Gisbtibn may therefore well be compatible
with a large welfare state in European countrighe©empirical observations are consistent
with this. For instance, De Grauwe and Polan (2@d3pirically explore the impact of social
expenditures in OECD countries on indicators fanpetitiveness. They find no significant
effect, suggesting that social expenditures cahlveeteconciled with a good competitive
position of countries. It suggests that socialges not only involve a cost for mobile factors,
but also a benefit. Furthermore, there is littididgation of social dumping in Europe. For
instance, social security spending as a perce@®P in European countries has actually
risen since the early 1980s (De Moeifijal. (2003))M

Also evidence on welfare magnets does not prouigdag support for spillovers, although
some studies suggest an impact of welfare staté@mmigrant quality. For instance, Borjas
(1999b) finds that US states with more generouganebprovisions attract more immigrants.
For Europe, Boert al. (2002) find that welfare benefits in the Européhrion countries
distort the skill composition of migrants. In pattiar, they conclude that the more generous
countries (like Denmark and the Netherlands) aetelfare magnets for low-skilled
immigrants. Yet, other studies find no evidencetff@r welfare magnet hypothesis (Zavodny
(1997); Pederseet al. (2004); Kaushal (2005)). They suggest that locatiecisions of new
immigrants are primarily governed by the preserfqaevious immigrants, i.e. it depends on
network effects. The independent effect of the arelfstate on immigration thus tends to be
weak. Moreover, countries with more generous welfdates generally pursue more restrictive
immigration policies. The combination of a generawetfare state and strict immigration policy
may thus serve more as a barrier than as a magmetrigrants.

141t suggests also that there is little value added from policy harmonisation. The European Union does play a role in welfare
state design through the open coordination method, i.e. benchmarking, information exchange about best practices and peer
pressure. This aims to motivate national governments to improve the functioning of their labour markets.
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Summing up, empirical evidence provides little grdto fear for social dumping in light of
globalisation. Yet, strategic policy competitionwla intensify if the people of Europe would
become more mobile. In that case, governments ntag intensively compete to attract high-
skilled workers so that policy competition migtigtrer a race to the bottom and a possible
erosion of income redistribution and public inswaschemes (Sinn (2003)). As long as labour
remains as immobile internationally as it is to@tagthe European Union, however, domestic
workers will largely bear the incidence of welfatate provisions in the form of lower incomes.
The Dutch nation state can therefore still desigiown welfare state, without being severely

restricted by policy competition with other couat}™
Conclusions

This chapter explores the interaction between matigonal trends and welfare state design. It
emphasises that trade integration, skill-biasedrieal change and immigration inflows may
bring aggregate welfare gains, but also hurt thsitiom of low skilled workers in European
labour markets. This induces a challenge for natiarelfare states to integrate low skilled
workers in the future. Our three welfare statesiohthis in different ways. ThHRESIDUAL
WELFARE STATESeems best prepared to integrate the low skiltexk st allows for the most
flexible wages. This helps integrating the low Igkilin the labour market. THBVERSIFIED
WELFARE STATEIS susceptible to international shocks as it fiessta rigid wage structure and is
less geared to the integration of newcomers. UNI@ERSAL WELFARE STATEtakes an
intermediate position but is vulnerable to immigratof low skilled workers as it may hurt the
financial sustainability of the welfare state.

We also analyse the room for manoeuvre of natiomesigning a welfare state in the
presence of policy competition. In principle, cotijien between states for mobile factors of
production imposes restrictions on national welfgtege design if labour would be highly
mobile. Indeed, it might induce governments toeatr However, there is little reason to worry
as long as labour remains as immobile across boaseit is today. Moreover, the productive
role of the welfare state and its insurance fumctender the welfare state an important
condition for internationalisation in the first pa Empirical indicators provide no indication of
a serious impact of policy competition on the wedfatate up to now.

15 This does not rule out that countries could converge to similar institutional structures, driven by experimental information
about best practices in the European Union.
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Conclusions

This study adopts a welfare economic analysis @friktitutions of the welfare state. It
complements this by a quantitative economic assessai policy reforms in the Netherlands,
using an applied general equilibrium model. Thegtidentifies promising reform options,
illustrates and quantifies trade-offs, and assesseprehensive reforms for the future.

Economic analysis of the welfare state

The welfare state fulfils a number of function®im society. We have grouped them under the
heading of the three R’s of the welfare state. flis€ R stands foredistributionbetween

people who differ in their abilities. Interpersomadlistribution is desirable to the extent that
society assigns a positive value to equality. thgteibuting income, however, society meets a
fundamental trade-off between equity and efficiethg explore this trade-off for in various
appearances. In particular, we look at the tax-itesyestem, benefits in kind, wage
compressing institutions and complementary instntsbke subsidies to labour complements
and activation policies.

The second R refers tsk. The welfare state protects individuals againsbla market
risks by providing social insurance. Thereby, ietsea fundamental trade-off with moral
hazard. We elaborate on the optimal insurance aoinénd discuss complementary instruments,
such as activation policies and employment pratacthlso the efficiency of the insurance
administration is discussed to combat moral hazard.

The third R stands faeallocationof income over the life cycle. This is especially
important in the context of life-long-learning, tbembination of work and care for children,
and saving for early retirement. Public interventi@n be welfare improving because of
hyperbolic discounting, capital market imperfecti@r pre-existing distortions induced by
other public policies. The key question is how gle@ernment can best facilitate efficient
smoothing, thereby taking account of the implicagidor the labour market.

Quantifying reforms in the Netherlands
For a selection of welfare state institutions ia Metherlands, we provide a quantitative
assessment of reforms. Figures 9.1 — 9.3 summsoise of our findings.

Figure 9.1 presents various policies that redueathount of redistribution and insurance,
e.g. by cutting social benefits or tax creditspamticular, we present a reduction in welfare
benefits, unemployment benefits, disability besetihe tax credit for non-participating partners
in couples, and two forms of child support. It$litates the key trade-offs between equity and
efficiency and between insurance and incentives.fijure takes the results from chapters 3
and 4, thereby normalising the size of shocks taillien euro. The savings for the government
budget are used to cut income tax rates by 0.1%tpeigure 9.1 shows that benefit reductions
typically raise the incentives for labour supplydpwing for lower marginal tax rates (left
panel of Figure 9.1). This is particularly effeeti¥f marginal tax rates are reduced for
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secondary partners, who are relatively elastib@irtlabour supply, or for income groups that
are densely populated. If benefits are targetébdeanemployed or partially disabled, lower
benefit levels also reduce the unemployment ratalme of a fall in the replacement rate (right
panel of Figure 9.1). Benefits that are not relatethe labour market position of households

exert very small effects on unemployment.

Figure 9.1 Simulated effects of lower social benefi  ts or credits on labour supply and unemployment
Labour supply Unemployment
0.2 - 0.1 q
0 S
0.1 A -0.1 A
-0.2 A
0 0.3 -
WB uB DB PC cB cc WB UuB DB PC CB cc

& All simulations are normalised at a budgetary effect of ¥4 billion euro. The revenues are used to cut income tax rates. The
simulations are: WB: reduction in welfare benefits (Table 3.5); UB: reduction in unemployment benefits (Table 4.3); DB:
reduction in disability benefits (Table 4.3); PC: reduction in the tax credit for non-participating partners (Table 3.13); CB:
reduction in general child benefits (opposite from Table 3.15); CC: reduction in the targeted child credit (opposite from Table
3.15). Effects on labour supply are in relative changes; effects on unemployment in absolute changes.

Figure 9.2 shows the implications of a varietyax tredits and subsidies in the Netherlands.
Most of these credits and subsidies aim to redueeatx burden for low incomes; some focus
on reducing tax distortions for female workers @mtgime jobs. Again, the figures are taken
from chapters 3 and 4, where simulations are nasstako % billion euro. The revenue is
raised by an increase in income tax rates by 0.&¥pThe right panel of Figure 9.2 shows
that tax credits targeted at low incomes are affedb reduce the unemployment rate among
the low skilled. By raising marginal tax rates fagher incomes, however, the left panel reveals
that they reduce labour supply. Hence, there iiadetoff between policies that aim to cut low
skilled unemployment and policies that foster latmupply. The effects of these targeted
credits on overall employment are therefore sn@tly vouchers for the long-term
unemployed tend to escape this trade-off since aheyot conditional on income, but well
targeted on the unemployed. Hence, the deadweightdf this instrument is relatively small.
The scope for using vouchers is limited though. [Efiepanel of Figure 9.2 reveals that
childcare subsidies are most effective in encom@bour supply as they mitigate tax
distortions at the margin of employment by secopd@arners. Again, the scope for using this
instrument is limited since the overall size of tdldcare sector is less than 0.5% of GDP in
the Netherlands.
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Figure 9.2 Simulated effects of higher credits and subsidies on labour supply and low skilled
unemployment #
Labour supply Low-skilled unemployment
0.12 0.1
0 ‘ ‘ ‘ ‘ ‘ ‘
0.08 \_1 ]
0.1
0.04 0.2 4
[ -0.3
0 : ‘ —— ‘ ‘
, -
-0.04 - -0.5 -
WCl1 WwC2 ETR ALM1 ALM2 CC cs wC1  wcz ETR ALM1  ALM2 cc cs
& All simulations are normalised at a budgetary cost of % billion euro. It is financed by higher income tax rates. The
simulations are: WC1: general earned income tax credit (Table 3.7); WC2: targeted earned income tax credit (Table 3.7);
ETR: employer tax relief (Table 3.19); ALML1: relief jobs for the low skilled in the public sector (Table 4.5); ALM2: vouchers
for the long-term unemployed (Table 4.5); CC: combination credit for working couples with children (Table 3.15). CS:
childcare subsidies that reduce the parental price (Table 3.17). Effects on labour supply are in relative changes; effects on
low-skilled unemployment in absolute changes.
Figure 9.3 shows the impact of shifts in the suiedf the tax-benefit system. It includes
various proposals for a flat tax, a basic incomel, tavo alternative shifts from income taxes
towards value added taxes. Here, we take the sefsath chapter 3. For the basic income
proposal, we present only 10% of the simulationhapter 3 to put the size of this reform in the
perspective of other proposals. Figure 9.3 shoaspblicies that raise inequality, as measured
by our aggregate inequality index, come along waittincrease in labour supply. This holds for
one version of the flat tax and for one versiothef shift from income taxes towards value
added taxes.
Figure 9.3 Simulated effects of budgetary neutral s hifts in the tax system on labour supply and inequa Iitya
Labour supply Inequality index
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% The inequality index reflects the Theil coefficient of the entire income distribution, based on individual incomes. The
simulations are: Flatl: replacement of the current income tax structure by a flat tax of 37,5% (Table 3.9); Flat2: replacement
of the current income tax structure by a flat tax of 42% and an increase in the general tax credit by 1 100 euro (Table 3.9);
Flat3: replacement of the current income tax structure by a flat tax of 43,5% and an increase in the general tax credit by 1
400 euro (Table 3.9); NIT: introduction of a negative income tax or basic income (we present one tenth of the simulation in
Table 3.11); VAT1: shift of 2.5 billion euro from income taxes towards value added taxes; VAT2: shift of 2.5 billion euro from
income taxes towards value added taxes whereby the general tax credit is increased as well. Effects on labour supply and
the Theil coefficient are in relative changes.
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If inequality does not change by the reforms, wsepbe no increase in labour supply. In fact, a
flat tax that leaves overall inequality unaffectedually reduces labour supply since it raises
the marginal tax on part time jobs that are ocalipieelastic female workers. A basic income
reduces aggregate inequality but is most distaatipin terms of labour supply. The
simulations thus clearly reveal the trade-off betwan equitable income distribution and
labour supply incentives.

We have also simulated a number of reforms in lainoarket regulations in the
Netherlands, such as minimum wages, employmenggtion, the extension of collective wage
agreements and sanctions. As the size of thesengis difficult to compare, we only
summarise the qualitative impact of these polidis.find that lower minimum wages and less
wage compression induced by trade unions wouldcethe unemployment rate among the
low skilled. They bring along more inequality, tlytu Sanctions are effective in encouraging
outflows from social insurances and help to distisly benefit cheaters from genuine
claimants. Relaxed employment protection is foundantribute to higher employment and
causes a small reduction in unemployment. It caathélse cost of less insurance and
commitment though.

We are unable to quantify the impact of specifitqyareforms related to life long learning
and early retirement. Hence, we stick to our gaglie analysis on these policies. Regarding
life long learning, we conclude that most argumédots more active role of government are
not convincing. Yet, some subsidies or tax cregiéy be justified to mitigate the distortionary
impact of taxes and social insurance on learnirgsdms. Encouraging elderly participation
would require a range of reforms, including a fartreduction in subsidies for wealth
accumulation, and more flexibility in the labournket for elderly. In future research, we aim

to develop tools to quantify the implications oé¢le policies.

The future of the Dutch welfare state

Since the institutions of the welfare state arselprelated, we present comprehensive
prototype reform packages for the future of thedbuwtrelfare state. By simulating reform
packages along the lines of these prototypes, axg® quantitative insight in their overall
labour-market implications. It gives a feeling tbe margins of government intervention to
steer future labour market developments. The pyptotwvelfare states are called ®ESIDUAL
WELFARE STATE, theUNIVERSAL WELFARESTATEand theDIVERSIFIED WELFARE STATE The

simulation results of the reform packages are sutisethin Figure 9.4.
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Figure 9.4 Simulated effects of comprehensive refor ~ m directions on labour market performance and socia |
cohesion indicators 2
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% The inequality index reflects the Theil coefficient of working singles. Effects on labour supply and the Theil coefficient are
in relative changes. Effects on replacement rate and unemployment rate are in absolute changes. See Tables 7.1 - 7.6 for
details.

TheRESIDUAL WELFARE STATEIS characterised by a more flexible labour madget more
emphasis on private responsibility. Solidarity witiinerable groups is maintained via targeted
income support measures. Reforms include loweakbenefits, a lower minimum wage, the
introduction of a 27% flat tax, and a relaxatioreafployment protection. Figure 9.4 suggest
that these reforms raise labour supply in the kengy by 3%. Unemployment falls by 2%2%-
point so that aggregate employment expands by 68:%he same time inequality increases,
which is reflected by a higher Theil coefficientamlower replacement rate. It moves Dutch
labour market performance closer to the Anglo-Sacamtries, although the difference in
inequality and hours worked remain substantial. RESIDUAL WELFARE STATE is
relatively robust for shocks in globalisation aitd best in an individualised, heterogeneous
society.

The UNIVERSAL WELFARE STATEIS characterised by a combination of more flexipitin the
labour market and generous public provisions. Taidanoral hazard and high rates of
inactivity, it is combined with activation and pitdexpenditures that are complementary to
labour. Reforms contain a further individualisatafrthe tax system, higher public childcare
support, tight eligibility criteria, monitoring arghnctioning in social insurance, an abolishment
of privileges for elderly, and intensified activatistrategies. Figure 9.4 reveals that the
UNIVERSAL WELFARE STATEraises labour supply by 1%2% in the long term, egfigcue to
higher female participation. The unemployment fatis by 1%.%. Aggregate employment
expands by 3%. This moves Dutch performance ckosivat of the Scandinavian countries,
although hours worked remains lower. This welfdagesfits with a relatively homogeneous
society with a well-educated labour force and dlggority to emancipation of women. It is
vulnerable, however, for shocks in low-skilled ingmgtion and skill-biased technical change
and comes at a cost of privacy and commitment.

TheDIVERSIFIED WELFARE STATEemphasises commitment, long-term relations and
decentralised solidarity in small collective grouphis substitutes for state responsibilities in
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social insurance and redistribution. Reforms ineligss tax progression, selective reductions in
social insurance provisions and a government m#bsidise low-skilled employment. Figure
9.4 shows that thelVERSIFIED WELFARE STATEraises labour supply by 2% and reduces the
unemployment rate by ¥2%. Aggregate employment edgbag 22%. Limited mobility and

tight employment protection prevent the adjustneér@mployment to global shocks and
hamper the integration of immigrants in the labmarket. Hence, thelVERSIFIED WELFARE

STATE is relatively vulnerable for globalisation. Thenleéits from commitment and a possible
efficient decentralised administration of socialrances are not quantified, however.

Summing up

We find that several reforms in Dutch welfare stattitutions may help raising the quantity
and quality of labour supply. This is an importpaticy objective in light of future trends. Yet,
there is no gain without pain. Indeed, society sgednake choices between better labour
market performance and the social costs of achigtviat. The three comprehensive reform
directions make different choices regarding thefaronas. Which of these reform directions is
most feasible or desirable for the Netherlands deépen social preferences and the dominant

future developments in society.
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