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1 Poverty, subsidiarity and the EU

1.1 Introduction

The end of the last decade was marked by rapid economic growth in the European Union
(EU), which resulted in job creation and decreased unemployment. Real GDP growth rate
averaged 2.5 percent per year during the second half of the 1990s. Total employment rose
by 4.6 percent between 1994 and 1999 while, at the same time, unemployment fell from
11.1 to 9.2 percent. This sustained economic activity has, however, had little effect on
poverty. Estimations by Eurostat show that, in 1996, about 17 percent of all European
Union individuals lived in poor households (Eurostat, 2001). In the EU, a total of more than
sixty million individuals were poor, half of whom had been living in poverty for longer
than three years.

Issues of income distribution and poverty have been receiving a great deal of
attention in politics and social science literature. These issues are serious in developing
countries where millions are dying ofhunger and ill health. Although hunger and extremely
poor living conditions are not large scale phenomena in richer western countries such as
Europe and the United States, a great deal of the research on poverty and inequality is being
carried out in these nations. It is quite remarkable that, in the so-called rich countries, there
is still a fringe that lives in poverty. Careful analysis as well as an array of policy measures
is required in order to combat this.

Although the welfare state in most westérn countries was given its present form and
content during the post-war period, its origins are more remote. What originally started as
Christian charity for poverty relief has, through the years, largely been taken over by public
authorities. Now, minimum protection policy is a task that has most often become the
responsibility of public authorities. These authorities are successful - to a greater or lesser
degree - in reducing poverty and inequality by their income maintenance policy, by
promoting education and by favouring access to the labour market, but also by ensuring that
all citizens have access to decent housing and proper health care.

The recent developments in Europe, with the creation of the single market implying
free movement of labour, capital, goods and services - as well as the single currency - raise
questions about the possibilities for the Member States to lead independent economic
policies. [n order to take part in the European Monetary Union (EMU), Member States have
agreed to give up the use of a number of key economic policy instruments they formerly
used as economic stabilisers. This is particularly the case for budgetary and monetary
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policy. In particular, these developments have consequences for the social context of the
Member States.

Lately, questions of social protection have been heavily debated at the national and
European level. However, in spite of the ongoing discussion about a Social Europe - and in
spite of the European Council's recommendations on common criteria concerning sufficient
resources and social assistance in social protection systems (92~441~EEC) and on the
convergence of social protection objectives and policies (92I442~EEC) - the degree of
minimum protection offered in the various Member States of the European Union varies
greatly as a consequence of divergent welfare state design. The 1998 level of social
protection expenditure in percent of GDP, for example, varied from 33 percent in Sweden
to only 16 percent in Ireland (Eurostat, 2001: I 11). Moreover, various studies have also
shown that there is great variation in the extent of poverty in European countries. Using
half the average equivalent expenditure poverty threshold, in the late 1980s, 4.2 percent of
the Danish households were poor compared to 26.5 percent in Portugal (Hagenaars et al.,
1994). Qualitatively similar results for the 1990s have been found by Eurostat using more
recent data and a slightly different poverty line (Eurostat, 1997, 1998, 2000a, 2000b, 2001).
In this respect, one can wonder whether the fact that the Member States have different
redistributive policies is at all a concern within the framework of the economic and
monetary integration. From the point of view of equity, this is important as well. If social
exclusion is of any concern, what are then the instruments which the EU has at its disposal
to prevent such situations. This amounts, on the one hand, to the question of the legal
prerogatives of the EU in matters of minimum protection and, on the other hand, to the
question whether one can make a case, from an economic perspective, for supra-national
intervention in this policy field. More fundamentally, the question of whether or not the
market can do the job of eliminating poverty on its own must also be addressed. Such are
the questions that are developed in this study.

The principle ofsubsidiariry
In order to tackle these questions, the principle of subsidiarity is used as a leading concept.
In economic terms, the subsidiarity principle states that economic activities that can be
efficiently carried out by the market should indeed be undertaken by it. That means that
there is no case for intervention from public authorities unless this would improve
efficiency. The principle can also be applied to questions of centralisation vs.
decentralisation in federal governments. In this case, it implies that decentral authorities
should be given priority over central authorities.

Wondering whether or not there are economic reasons for public authorities to
intervene in the redistribution of income boils down to asking whether or not the
government should assist or supplement the market in order to bring about a more equal
distribution of income or to decrease poverty. This appeals to the concept of horizontal
subsidiarih~ between the market and the State. Whether or not there is a role for social
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partners also relates to the notion of horizontal subsidiarity. The question whether, within
the framework of a compound state such as the EU, a role is given to the higher level of
authority in fixing minimum protection standards, ponders the need for the EU to assist or
supplement the Member States in their combat of poverty. This appeals to the concept of
vertica! subsidiariry between public authorities at different levels. In particular, within the
framework of the EU, its - non-exclusive - competencies are subject to the test of
subsidiarity. Subsidiarity is, therefore, a key concept in this study and is discussed in
greater detail in Chapter 2. There we will show that the principle of subsidiarity can be
given a broader and more positive interpretation leaving more scope for higher placed
authorities to help and stimulate action at a lower level.

1.2 European achievements in the field of minimum protection

A great deal has changed since 1957, when the Benelux countries, France, Germany and
[taly started negotiations concerning the creation of a common market. What started with
the gradual opening of labour and commodity markets was extended, in the 1980s, by
opening the capital market and the market for services. It was further extended to include
more countries. Alongside of the six original Member States, Spain, Portugal, Greece,
Great Britain, Ireland, Denmark, Sweden, Finland and Austria joined in, and more countries
are now applying to join the Union. Since the approval of the Maastricht Treaty, EU
Member States have agreed to the completion of an Economic and Monetary Union. This
implies that there is far-reaching economic and monetary integration among the Member
States requiring strict monetary, budgetary and inflatory constraints. Today, capital, labour,
goods and services are allowed to move freely throughout the Union. However, from the
outset, integration in the field of social protection has been considered as problematic.

When the negotiations for the Treaty of Rome started among the six original
founding Member States, the existing differences among the social protection systems as a
potential source of competition distortion were heavily discussed. In a common market, the
countries with high levels of social protection - and, therefore, high social security
premiums - would be penalised compared to those with low levels of social protection and
correspondingly lower taxes and wage costs. As a consequence, there was a debate on
whether social security systems should be harmonised through an equalisation of social
security contributions across the countries. The French argued in favour of the inclusion of
a social paragraph in the Treaty. They argued that social protection had an impact on labour
costs so that it directly distorted the balance of competitiveness of the Member States. The
German point of view, however, was that labour costs are only one of the determinants of
competitive advantage. When taking into account other determinants of competitiveness -
i.e. technology, infrastructure, productivity and the fiscal climate - the situation in the six
original Member States was more or less balanced. Therefore, according to this argument,
there was no need to include a social paragraph in the Treaty. It was argued that it is better
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to let social protection act as one of the variables determining competitive advantage. This
debate has to be seen alongside of the possible distortive effect of the under-payment of
female labour, which, at the time, was easier to settle than the harmonisation of social
security rates. The question of under-payment of female labour was eventually settled in the
Treaty of Rome, which laid down the principle of equal pay for men and women (Chassard,
2001). For political reasons, the German point of view won and harmonisation of social
protection was not deemed necessary for the implementation of the common market.

While the first six countries which formed the Common Market at the end of the
1950s had social protection systems that were more or less in the Bismarkian tradition, it is
imaginable that the demand for harmonisation would be met eventually. However, after the
tirst extension, when countries with different conceptions of social protection joined, it
became clear that harmonisation would not be attainable. Nonetheless, fears of social
tourism induced the Member States to implement strict regulations concerning the
residence criteria of non-workers, in particular the non-exportability of unemployment
benefits. As far as the diversity of the Member States is concerned - and the fact that social
contributions are but one of the factors affecting labour costs - it must be concluded that
harmonisation by decree was not only politically impossible, it was also undesirable. After
the ratification of the Social Charter in 1989 by all Member States except the United
Kingdom, the Commission initiated the promotion of the convergence of social protection
policies in accordance with common objectives. However, this idea of policy convergence
was believed to be too ambitious and it was feared that the setting of these objectives would
lead to a situation in which the lowest common denominator would be set as the sole
objective.

Employment and minimum income protection
At the EU level, the debate on minimum protection is usually conducted in relation to the
issue of employment and work incentives. One of the issues dealt with in the White Paper
on Growth, Competitiveness and Employment, is the negative effect of social security on
the labour market. Various EU summits have also drawn attention to the possible effect of
social security benefits on employment. The 1992 Green Paper on European Social Policy
stresses the need to restore growth and diminish the impediments to job creation. [n that
paper, the Commission endeavours to encourage debates on social policy. It indicates the
negative consequences of social exclusion and the lack of social policy, but also suggests
that the development of society would be threatened. A dual society could indeed result
from the economic process in which wealth creation would benefit the well qualified,
requiring increasing transfers to the less qualified. This is a situation which, in turn, is
expected to lead to diminishing social cohesion. The White Paper on European Social
Policy urges the combat of social exclusion and poverty by way of labour market insertion
measures. The preferred instrument suggested in the White Paper is the reinforcement of
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wage flexibility. However, the paper hardly mentions the impact of such a proposal on the
distribution of income and poverty.

At the Social Affairs Council of 2 December 1996, a resolution was adopted
concerning the role of social protection in the fight against unemployment. The council
invited the Member States to incorporate objectives of combating unemployment. This was
to be done not only by seeking a balance in methods of financing through a decrease in the
labour costs of low-skilled workers, but also by modifying social security benefits in order
to improve work incentives.

Although the White and Green Papers on Social Policy suggest that greater
collaboration among the Member States for labour related social policy matters would
benefit the economic and social integration process, convergence and~or harmonisation of
social security systems within the EU is hardly contemplated. Moreover, until recently,
official EU publications paid little attention to the role of the welfare state in relation to
economic and social efficiency, or equity.

The 1989 Social Charter is concerned with, among other things, social protection,
education and training, gender discrimination and the combat of social exclusion. The
Charter is a formal declaration that social and economic objectives should be given equal
weight. It includes a declaration on pay stating that "All employed shall be fairly
remunerated. To this end, in accordance with arrangements applying in each country,
workers shall be assured of an equitable wage, i.e. a wage that is sufficient to enable them
to have a decent standard of living". Despite that, the issue of minimum wage has, thus far,
been omitted from the Treaty. The Charter recognises the freedom of movement as the first
fundamental social right. It also declares that each worker, according to the arrangements
applying in each country, should be granted the right to adequate social protection and that,
once retired, they should be granted resources guaranteeing them a decent standard of
living. Aside that, "the Charter lacks any coherent, consistent or comprehensive social
philosophy or policy" (Kleinman 8z Piachaud 1993: 3). This has to do with the fact that the
Social Charter expresses no concern for the social rights of citizens (it deals only with the
social rights of workers), that these declarations are restricted to what is feasible according
to the arrangements applying in each country and that the EU intervention must be in
accordance with the principle of subsidiarity.

For years, the topic of social protection was avoided by the European political
agenda and integration was primarily concerned with employment policy, a process that
culminated in the launching of the European Employment Strategy (EES) in Luxembourg
in 1997. The aim here was to encourage an active labour market policy and an employment
friendly social security policy among the EU Member States. Within the framework of the
EES, Member States are invited to draw national action plans for employment (NAPs). The
framework for these NAPs consists of employment guidelines formulated by the
Commission. These guidelines are based upon four main pillars: employability,
entrepreneurship, adaptability and equal opportunity. Guidelines are formulated on an
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annual basis and must be implemented by the Member States in a way that they judge most
appropriate for them. A process of benchmarking through peer-review and the publication
of `league tables' then takes place. Taken as a whole, this process is referred to as `open
method of co-ordination'. Since the Lisbon summit, the question of social exclusion has
also been put on the European agenda. As in the EES, the method chosen is the open
method of co-ordination.

1.3 Co-ordination, harmonisation and open method of co-ordination

Although the Treaty includes both an employment and a social chapter, and it formulates
aims in the area of employment policy and social protection, it is silent when it comes to
the means for achieving them. Moreover, in accordance with subsidiarity, competencies in
this field are left to the Member States. In the field of social protection, the potential role to
be played by the EU relates to the co-ordination and harmonisation of social protection
systems. Co-ordination is about putting the various social protection systems into

relationship with one another without altering the content of the laws of the Member States.
Harmonisation, on the contrary, does imply an alteration of these laws in order to introduce
common elements into them.

Regulations 1408171 and 574I72 - on the application of social security schemes to
employed persons, to self-employed persons and the members of their families moving
within the Union - are two examples of co-ordination of social security policies at
European level. These regulations are meant for workers who migrate inside the Union. The
aim of these regulations is to suppress social security related barriers to the free movement
of workers, free movement being one of the objectives of the Treaty.

The directive 79I7IEEC on the implementation of the principle of equal treatment
for men and women in social security matters - by extension of article 119 of the Treaty of
Rome concerning wage equality between men and women - is an example of the
harmonisation of social security policy. Some of the Member States were indeed forced to
adapt their legislation in order to comply with the directive. This directive obliges the
Member States to harmonise their social security arrangements concerning sickness and
invalidity payments, old age, unemployment and work-injury benefits. Notice that
guaranteed minimum income arrangements fall beyond the scope of this directive unless
they are designed for the above mentioned aims.

Along with these examples, the action of the EU in social matters was limited to the
formulation of two recommendations in the field of social protection that were adopted
unanimously in 1992: the European Council's recommendation on common criteria
concerning sufficient resources and social assistance in social protection systems
(Recommandation du Conseil 921441IEEC) and the recommendation on the convergence of
social protection objectives and policies (Recommandation du Conseil 92I442IEEC). The
latter is an application of the principle of subsidiarity. It suggests that the Union be limited
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to providing the main orientations of social policy and that organisation and financing - as

well as the decisions on the relative importance of legal and complementary protection - be

left to the Member States. The recommendation on minimum protection aims to implement

a subsistence minimum for all persons in the EU, without disregarding labour incentives.

The recommendation endeavours to compensate for damages caused by a particular risk,

but also to support an active policy of social integration and to provide for sufficient

resources to guarantee human dignity. The recommendation reflects a common concern for

developing adequate minimum protection systems. The idea of a minimum income, as it is

suggested in the recommendation, is also present in the White and Green Papers. It is a
minimum standard, in conformity with the principle of subsidiarity, which is presented as a
way of intensifying social cohesion. However, in the text no reference is made to a

desirable level for such a minimum standard.
Both recommendations are of direct relevance to our topic. Four reasons justify their

existence: the will to remove the social security related impediments to labour mobility; the

fear of social tourism; the feeling that the European Parliament and Commission should
initiate measures to fight poverty and social exclusion and ultimately, the fear that the
single market might lead to social dumping. However, these recommendations have no
obligatory character for the Member States and thereby constitute a soft approach to policy
co-ordination. The recommendations recognise that the Member States alone are

responsible for their social policy and thereby exclude any idea of solidaristic transfers

between Member States. Nevertheless, the recommendations have triggered the discussion

on social protection at the EU level. They are, for example, the basis for the `Social
Protection in Europe' reports, the communication on modernising and improving social

protection in the European Union (European Commission, 1997) and the subsequent

proposition for a concerted strategy towards the modernisation of social protection

(European Commission, 1999). The Commission has also made an attempt to implement

the minimum protection recommendation (European Commission, 1998).
Another sign of advancement is that the attitude of Member States is changing as the

political majority changes. An illustration is provided by the fact that the UK, which had

originally not signed the Social Charter, has now reviewed its position and agreed for it to

be included in the Treaty of Amsterdam. In response to including the fight against

exclusion as one of the EU policy objectives in articles 136 and 137 of the Amsterdam

Treaty, the Lisbon European Council has agreed to take decisive steps to combat poverty.

According to the Council the goal for the Union is "to become the most competitive and

dynamic knowledge-based economy in the world, capable of sustained economic growth

with more and better jobs and greater social cohesion" (European Council, 2000a). The

recent European summit, held in Nice in December 2000, resulted in the Council requesting

the Member States to drafr action plans against poverty and social exclusion, much in the

spirit of the national action plans in the area of employment policy (European Council,

2000c).
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The method chosen - the open method of co-ordination - was first introduced in the
wake of the Luxembourg process concerning employment policy, in which countries
formulate common targets and indicators. Countries inform each other about their policy
practice and identify best practices through the peer-review methodology used in the
framework of the EES. The open method of co-ordination is, therefore, primarily a learning
process. The introduction of this method can best be understood because although threats to
the welfare state are common to most of the Member States, no Member States applauds
intervention from the EU. The open method of co-ordination is not imposed from above
and thus corresponds to the Member States' understanding of subsidiarity. However, as
Vandenbroucke (2001) argues, this method is more than a defensive instrument, it is a
constructive instrument that should help shape Europe's social model through the exchange
of information.

ln this process, national action plans were submitted to the Commission in June
2001. These were reviewed by the Commission later that year in the very first document
assessing the Member States' measures to eliminate poverty and promote social inclusion
(European Commission, 2001). The report states that, although the magnitude of the
challenges varies among countries, "significant improvements need to be made in the
distribution of resources and opportunities in society so as to ensure the social integration
and participation of all people and their ability to access their fundamental rights"
(European Commission, 2001: 3). Key risk factors and core challenges are identified. The
key risk factors are: long-term dependence on low~inadequate income; long-term
unemployment; low quality employment or absence of employment record; low level of
education and illiteracy; vulnerable family situation; disability; poor health; living in an
area of multiple disadvantage; precarious housing conditions and homelessness;
immigration; ethnicity; racism and discrimination; poverty and exclusion. The following
eight core challenges have been identified: developing an inclusive labour market and
promoting employment as a right and opporiunity for all; guaranteeing an adequate income
and resources to live in human dignity; tackling educational disadvantage; strengthening
families and protecting the rights of children; ensuring good accommodation for all;
guaranteeing equal access to and investing in high quality services; improving delivery of
services; regenerating areas of multiple deprivation.

A great deal of effort is put into the monitoring and benchmarking of social
exclusion. The Commission is required "to improve knowledge, develop exchange of
information and best practices, promote innovative approaches and evaluate experience"
(article 13 of the EU Treaty). The interest of the EU for social protection is also apparent
through the European System of Integrated Social Protection Statistics (ESSPROS) and the
creation of European Community Household Panel (ECHP), which is a great asset for the
scientific community.

Moreover, there are signs of autonomous convergence of key indicators over the
years. These include social protection expenditure, taxation regime and active and passive
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labour market expenditure (Greve, 1996 and Alonso et al., 1998), as well as the taxation of
enterprises (Broekman et al., 2001). However, the use of social spending as an indicator of
convergence raises some problems. The level of spending may indeed vary under the effect
of demographic changes andlor economic shocks. Hence, convergence does not necessarily
point towards policy changes. It is, nevertheless, interesting to examine the development of
social spending in Europe. Our own calculations show that the variance in social protection
spending in percentage of GDP between the original twelve Member States was reduced by
nearly fifty percent during the 1980s. This convergence continued during the first half of

the 1990s, but at a slower rate. In a recent paper, Cornelisse and Goudswaard (2001) also
note a strong relative convergence in the sphere of social security spending. Nonetheless,
indicators ofpoverty and inequality are still largely divergent.

Competencies of the EU
As it turns out, neither harmonisation nor co-ordination are preferred methods of

developing social policy at the European level. Instead, the Member States have chosen the

non-binding and flexible open method of co-ordination. This does not mean that the EU is

devoid of formal competencies in the field of minimum protection. Various authors have

shown that the EU - together with the Member States - does indeed possess competencies

in the field of minimum protection. Vansteenkiste (1995) and Jaspers et al. (2002) point out

that those competencies are based on articles 42, 94 and 308, as well as on the chapter on

Social Provisions included in the Treaty. Article 42 of the Treaty of Amsterdam gives the

Commission the power to co-ordinate social security systems when this is necessary with

respect to the free movement of workers. On the basis of article 94, initiatives of
harmonisation by the Community are possible, in any policy field, as far as these are

considered to be essential for the establishment and functioning of the Common Market.
Article 308 also provides a basis for harmonisation when measures are taken which are
essential for the attainment of one of the objectives of the Treaty, when no other grounds
for action can be found. We can point to two relevant objectives for our purpose: the
improvement of the living conditions of EU residents, and collaboration in the field of
social security (articles 2 and 136). The Commission also has competence concerning
collaboration in the field of social security by ordering studies and consultations, and by
delivering opinions. Article 308 can be invoked for the realisation of these objectives
(Vansteenkiste 1995: 402). Articles 136 and 137 of the Treaty must also be mentioned.
They include the objectives endorsed by the Union and the Member States that are relevant
for our subject: the improvement of employment; the constant improvement of living and
employment conditions; an adequate level of social protection, social dialogue, the
development of human capital to ensure a lasting high level of employment and the combat

of exclusion.
We can conclude that the Union disposes competencies in matters of co-ordination

and harmonisation of social security systems. These competencies have relevance for the
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field of minimum protection. However, their use requires unanimity and is subject to the
test of subsidiarity as mentioned in article 5 of the Treaty (see Chapter 2).

1.4 Outline

The objective of this study is threefold: 1) to investigate the theoretical basis of the
principle of subsidiarity and its implication for redistribution policy and, in relation to this,
to investigate the economic rational for income redisMbution by the government; 2) to
investigate the economic and social efficiency of redistributive policies; and 3) to simulate
possible options for co-operation or fiscal competition in the social field among EU
Member States.

The tirst research question pertains to developing the theoretical basis of the
principle of subsidiarity. The dual character of subsidiarity will be closely investigated. On
the one hand, the principle of subsidiarity refers to the limitation of the legitimacy of
intervention by a higher authority while, on the other, it has a more positive aspect relating
to the obligation of the higher authority to support and assist lower plane entities. This
duality will be developed in Chapter 2. From an economic perspective, subsidiarity refers to
the respective roles to be played by the market and the public authorities, in particular with
respect to income redistribution. This research question is also concerned with investigating
which level of government is most adequate in order to carry out redistributive policies in
compound states - such as the EU - with an economic and monetary union. In other words,
is there a role for the EU in the field of redisMbutive policies? Answering such questions
requires elucidating the economic arguments for government intervention in the market.
For this, we draw on the welfare and public sector economics literature. It also requires
stating the arguments relating to the distribution of responsibilities in compound states.
These will be drawn from the literature on fiscal federalism. These arguments are discussed
in Chapter 3.

Following these theoretical considerations - and this will be our second concern in
this research - we undertake to investigate empirically the economic and social efficiency
of the redistributive policy of various types of welfare state arrangements. The concept of
social exclusion, as recognised by the European Commission, is multi-dimensional and
encompasses aspects of low income, unemployment, low education, poor health and
housing. The social protection systems, as a whole, give broad protection to cases of social
exclusion. Even though employment policy is considered to be a core anti-exclusion policy,
it remains the "responsibility of the society to ensure equal opportunities for all" (European
Commission, 2000a). Minimum income schemes, as part of the socíal protection scheme,
deal with the most acute lack of resources. Our primary focus will be on minimum income
protection, operationalised in the form of protection against (long-term) income poverty.

Welfare state arrangements differ with respect to some crucial characteristics, such
as their method of financing, the type of replacement income they provide and the
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conditions imposed on the (potential) recipients. The role played by the market - i.e. the
way the incentives to work are imbedded into the system - is an important distinguishing
feature. Although each such system is unique, it has been argued that some display
common traits and can be grouped according to some welfare state typologies or regimes
(Esping-Andersen, 1990, 1999, Titmuss, 1974). It can be expected that these various
models or regimes have different implications for the distribution of income and poverty, so
this will have to be taken into account. The dynamics of poverty will receive special
attention, as it provides insight into the processes of entry into and exit from poverty and
into the extent of persistent poverty. Most importantly, however, it reveals the incentive
structure of the welfare regimes. According to the literature, a distinction is made among
the liberal, corporatist and social-democratic approach to employment and welfare (see
Chapter 4). In terms of subsidiarity, the liberal model emphasises market mechanisms, the
corporatist model emphasises the role of the household and social group and the social
democratic regime relies more heavily on public provision. Panel data for Great Britain,
Germany and the Netherlands, respectively, are used as best available examples of these
approaches. As requested at the Lisbon and Feira Council (European Council, 2000a,
2000b), the Commission has now released a Communication on `Structural indicators'
(European Commission, 2000b) which proposes a set of indicators used for the synthesis
report at the Stockholm Council (March 2001). Among these, six are concerned with social
cohesion: 1) distribution of income; 2) poverty rate before and after transfers; 3) persistence
of poverty; 4) jobless households; 5) regional cohesion; 6) early school-leavers, not in
further education or training. We develop indicators and present evidence with respect to
the first three aspects for the Netherlands, Germany and Great Britain. The research
questions we answer are:
- What is the effectivity of public transfers in reducing poverty and inequality? Can

public transfers be socially and economically efficient? (Chapter 5)
- What is the medium and long-term performance of welfare states in terms of reducing

poverty? How successful are welfare states in triggering exits from poverty? (Chapter 6)
- What is the extent of persistent poverty? How is persistent poverty affected by shocks

on the labour market and family structure? How are these shocks absorbed in the
various welfare state systems? (Chapter 7)

We believe the information provided in the empirical analyses is relevant for evaluating the
economic and social efficiency of various approaches to the welfare state.

Our third concern is to simulate the possible effects of EU involvement in anti-
poverty policy. According to the actual EU debate, what can be expected in terms of co-
ordination of social policies? What are the possible scenarios for the future and how do they
affect poverty and inequality across Europe? If countries do compete in the field of social
protection, will this affect poverty and income distribution? Three scenarios for the
outcome of the competition process among EU Member States are tested with respect to
their effect on poverty and inequality. The first scenario reflects the assumption that fiscal
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competition leads to a race to the bottom among Member States. What are, then, the
implications of a race to the bottom on replacement income and wages for poverty in the
EU Member States, and what are the consequences ofcut-backs in replacement income and
wages for income distribution? The second scenario reflects the assumption that, in the long
run, convergence of social security systems is taking place, either spontaneously or
triggered by the open method of co-ordination. What are then the effects on poverty and
inequality of a mean-convergence of replacement income and wages among EU Member
States? In the last scenario, it is assumed that either the process of co-ordination or the
application of positive subsidiarity induces the Member States to upgrade their minimum
protection system and wages. What are, then, the consequences - in terms of poverty and
inequality - of a genuine social Europe, involving relatively high levels of replacement
income? These scenarios are tested in Chapter 8.

In the final chapter (Chapter 9), the evidence presented is brought together and
implications for the design of the welfare state and Social Europe are stated.



2 The concept of subsidiarity

2.1 Introduction

When questioning the economic desirability of State intervention in the market economy -
or intervention by higher entities in federal-type government systems - the principle of
subsidiarity can be used as a guideline. The principle of subsidiarity is rooted in Catholic
social doctrine, but it also has a footing in economics. In Section 2.2, we focus on the origin
and meaning of this principle. We position it in economics and social docirine and elaborate
on its current usage within the EU context. In Section 2.3, we formalise the two dimensions
of subsidiarity: the horizontal-vertical and the positive-negative. Then, in Section 2.3.3, the
usefulness of the principle of subsidiarity is evaluated. Finally, the implications of
subsidiarity for our research are summarised in Section 2.4.'

2.2 The origin and meaning of subsidiarity

2.2.1 Subsidiarity in economics: on the role ofthe government

Although a thorough discussion of the implications of subsidiarity in economic theory is
postponed until the next chapter, in this section we briefly introduce the implications of
subsidiarity for centralisation vs. decentralisation.

John Locke (1632-1704) was a keen advocate of limited competencies for
governments. According to him, the State should only have powers that cannot be dealt
with at a lower level, such as justice and security. Locke recognised the need for the liberty
of aims and his thinking is characteristic for the transition from the Middle Ages to modern
society. He favoured an individualistic society where the necessity of the State arises from
the incapacity of the entities at lower levels to resolve particular problems. The main task of
the State is to safeguard the interests of its citizens.

In ancient times, the world and humanity were seen as a whole; a cosmos. During
the Middle Ages, the large empires fell apart and nation-states were created. This process,
which could be called decentralisation, induced the states to see each other as opponents.
This might be one origin of the idea of sovereignty. From antiquity until the birth of
modern society in the XVIII`h century, the individual was seen essentially as being part of a
group. Structures such as the family and the guild were the frameworks within which

~ This chapter elaborates on Fouarge (1996).
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individuals lived. They were considered more important than the individuals themselves.
Any decision or action was taken by and for the group and, within these limits, the
individual had certain liberties.

The mercantilist movement that followed - from roughly 1500 to 1750 - saw the
development of the production ofgoods for the market together with the rise of the nation-
state. Since trade was thought to be a zero-sum activity (the gains from trade were thought
to be the losses for other nation), one major aim at the time was to increase the power, as
well as the wealth of the nation-state by means of international trade. This could only be
achieved by increasing production, keeping private consumption low and improving the
balance of trade. Within the economic theory of inercantilism, the State was thought to
have a major role to play in the economy. Its key activities included stimulating production,
fixing salaries and maintaining the level of the balance of trade. Keeping the wages low
was an effective instrument for limiting consumption, improving the balance of trade by
making national goods more attractive and - since it was thought that labour supply was
negatively influenced by wage increases'` - ameliorate work effort and production. Poverty
for the many was the price to pay for the wealth of the nation.

During the XVIII`h century, however, government intervention had a primarily
distorting effect on the economy and some economists argued in favour of a reduction of
government intervention. That century saw the rise of a new school of economic thought:
the physiocrats. For them, wealth originated in agriculture and nature. The physiocrats -
and in particular their intellectual leader Fran~ois Quesnay (1694-1774) - were of the
opinion that the State should refrain from any intervention in the economy. Physiocrats
believed that such a laissez faire policy would bring about equilibrium in a more
spontaneous and natural way than would State regulation. They recognised a solely
allocative role for the State consisting of defence, law and public order, the protection of
(private) property rights and a few basic public works. The physiocrats placed the
individual at the centre of their value system and the effect of this new philosophy was the
individualistic society. It was Adam Smith (1723-1790) who, in the XVIII`h century, most
clearly developed the basic argument concerning the allocation of responsibilities between
the market and the State.

Since Adam Smith, the guiding principle in micro-economic theory is that of the
pursuit of self-interest. He demonstrated how the pursuit of private interest leads to the
public good in an unregulated economy (Smith, 1976). The pursuit of self-interest is a
major human characteristic. Just as David Hume (1711-1776) and Locke thought of
individual interest as a solution to failing morale, in Smith's opinion it would be useless to
try to alter this tendency and would be more fruitful to concentrate on developing
supportive institutional structures that account for this propensity such that the pursuit of
self-interest would ultimately lead to the common good. According to Smith, the market is
the obvious institutional setting to provide for that. An 'invisible hand' ensures that when

- Mercantilists assumed the labour supply curve was backward-bending.
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individuals pursue their own interests, the common good is automatically realised. Agents,
by pursuing their own interests, will lead markets to an equilibrium situation par excellence.
A second argument for small government springs tiom the belief that capital formation is
the engine of economic growth. Hence, according to the argument, government spending
for unproductive labour that requires levying taxes, inhibits economic growth because of its
negative impact on capital formation. It follows that, for economists, the principle of
subsidiarity is simply: what the market can achieve should be left to the market. A higher,
all-enveloping level - such as the government - should carry out activities that cannot be
performed efficiently by the market, or that should not be performed by it because of the
nature of these activities. In other words public authorities are to take action when market
failures arise. Markets fail to achieve an efficient outcome when competition is imperfect,
when information is incomplete, when there are public goods to be produced, when
production induces externalities, or when the markets face uncertainty. Equity
considerations can also call for government intervention. Starting from the usual
assumption in economics that market allocation is efficient, the State is a subsidiary of the
market.

The arguments used by economists to justify government intervention in the market
can also be extended to the issue of role distribution among levels of government in a
federal setting (see for example Tiebout, 1956). In this context, the principle of subsidiarity
means that each level of government should do what it can do best. The principle is
supportive of decentralisation for informational and efficiency reasons. Hence, the
distribution of responsibilities among different layers - i.e. the market, decentral authority,
national States and supra-national entities - is primarily a question of economic and social
efficiency. In this sense, subsidiarity can be applied to the role distribution between the EU
and its Member States.

2.2.2 The principle of subsidiarity in social doctrine

It is often argued that the principle of subsidiarity arose from, and was developed by, the
Catholic Church and Catholic political parties. The principle, however, has more distant
origins. In her account of the foundations of the principle of subsidiarity, the French
political philosopher Chantal Millon-Delsol shows that the idea of subsidiarity originated
with ancient philosophers, was found in medieval Christian philosophy and was also
present in the German view concerning the allocation of responsibilities within society
(Millon-Delsol, 1992: 13).

Aristotle (1474-1533) had already discussed the distribution of responsibilities
between State and society. For him, the State was of major importance for the community.
While he advocated liberty and democracy, he did not think that the role of the State should

be limited. Individuals and small entities - such as the family - could cover basic everyday

needs, but were incapable of total self-sufficiency. Only by grouping these smaller entities
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into villages, the villages into cities and, ultimately, the cities into States could they be
ensured of total autarky and could their well-being be guaranteed. Society was perceived as
an organism, with the individual as the central element, and the family alleviating the
shortcomings of the individual, the corporations the shortcomings of the families, the
villages the shortcomings of the corporations, etc. In his conception, not only did entities of
higher rank make up for the incapacities of the individuals and the entities of lower rank,
they also contributed to their development. Below, this will be qualified as `positive
subsidiarity'.

Although the notion of subsidiarity can be traced back to Aristotle, Thomas Aquinas
(1225-1275) can be considered the founder of the principle of subsidiarity within Catholic
social doctrine. He emphasised the importance of individual liberties and liberty of action.
He stressed, however, that the objectives of collective action should be set at a higher level
because individuals are unable to set these objectives themselves. The State could then
contribute to the development and improvement of one's well-being. Aquinas's principle of
totality implies that society pursues common good - i.e. the greater good of society - above
specific objectives. Moreover, it implies that one seeks to serve the common interest before
his~her own (Millon-Delsol, 1992: 38). The common good should be interpreted, according
to Catholic social thought, from the perspective of those who are excluded (Hirsch Ballin 8z
Steenvoorde, 2000). This concern for fairness, equity and justice is characteristic of
Aquinas's philosophy, but contrasts sharply with the prevailing axiom in economics
concerning the pursuit of the self-interest. While Aquinas saw a role for the State in
establishing the just price (wage), economists such as Adam Smith felt that this role was to
be played by the market. This just wage must be sufficient to offer subsistence necessary
for life and virtue.

The Roman Catholic Church used and developed Aquinas's ideas when formulating
its teachings concerning the `right order' of society and the place of the Church and the
State within it. Through the principle of subsidiarity, Catholic social thought recognised the
role of intermediate associations, which provides us with an interesting link to the
discussion of role distribution between State, market and civil society (Hirsch Ballin 8z
Steenvoorde, 2000).3 At the end of the XIX`h century Chrístian politicians urged the
Catholic Church to state its point of view on this question. This led Pope Leo XIII (1810-
1903) to publish the encyclical Rerum Novarum (Leo XIII, 1891). In Rerum Novanim, the
Roman Catholic Church established its position on the respective roles of the Church and
the State. Two major roles are assigned to the Church (Bekkers et al., 1995: 20-21). The
first one consists of the formulation ofa doctrine with respect to the ordering of human life,
social classes, workers' and employers' obligations and the situation of the labourers in

' At present. the notion of citizenship is quasi absent in the EU. Yet, this is not an unímportant notion. As
Hirsch Ballin R Steemoorde (2000) demonstrate, it took quite some time for Catholic social thought to recognise
the notion of citizenship. However, once it was recoeni,ed the moral dimension of good citizenship - i.e.
solidarity - was formulated. This notion is of great signiticance to the discussion on social exclusion.
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general. Its second role is to take care of those in need. On the one hand, the State must
ensure that the legislation is favourable to the common good, paying special attention to the
position of workers and taking care not to act in a way that would reduce the freedom of
action of individuals. On the other hand, State intervention is justified and necessary when
the common good is threatened. Earlier in the same century, Von Ketteler (1811-1877) -
when discussing the social order in Germany - had also expressed similar ideas concerning
a positive role for the State (Millon-Delsol, 1992: 127-131). He felt that help from a higher
entity was necessary because individuals are not self-sufficient. However, the higher entity
should take care not to thwart individual liberties.

While previous thinkers gave content to the idea of subsidiarity, the principle was
actually first defined by Pope Pius XI (1854-1939) in the encyclical QuadragesimoAnno:

... just as it is wrong to withdraw from the individual and to commit to the
community at large what private enterprise and endeavour can accomplish, so
it is likewise unjust and a gravely harmful disturbance of right order to turn
over to a greater society of higher rank functions and services which can be
performed by lesser bodies on a lower plane"
Pius XI (1931).

Pius XI expressed the idea that society's institutions need to be reformed - with each entity
being given a proper place - and that State intervention needs to be reconsidered (Coote,
1989). The definition given to the principle of subsidiarity in this encyclical suggests that
small entities are responsible for their mutual relations while entities of higher rank should
only intervene in matters that go beyond the reach of the smaller entities. This relates to use
of subsidiarity in economics, in the sense that it stresses the importance of self-interest. In
the area of social protection, the State should only supplement the market when private
insurance mechanisms do not work.

In the 1930s, the Church promoted capitalism along the corporatist track, aiming at
increasing social cohesion and diminishing the risks of social unrest. It is in this tradition
that Quadragesimo Anno must be placed. At the time, private property was seen as the
single most important manner of preventing poverty and insuring security of subsistence. In
this era of primacy of the individual and the family, the State was not obliged to provide
assistance, but it had to support the assistance stemming from the market as well as from
the voluntary sector. Employment policy fit into that perspective.

The 1960s witnessed the development of the welfare state. Private property was no
longer recognised as the only instrument to safeguard against economic and material
dependency. A strong and interventionist State was thought necessary in order to correct for
injustice and inequality. The present Pope, John-Paul II, also favours an interventionist
State for the protection of the weakest (working conditions, minimum support) and for job
creation when it can enhance common good. He, furthermore, argues in favour of
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solidarities across social groups and between countries as a way of improving common
good.'

2.2.3 Catholic and protestant view on subsidiarity

Subsidiarity seems to be justifiable from the point of view of individualism. Individualism
stresses the importance of the liberty to do what one wants, leaving little space for
intervention from public authorities. However, the principle goes further than that. If one
considers society to be an organic system - a network of social and economic interactions
and relationships - the principle can be justifted by the fact that people bear the
responsibility for each other's welfare (Spicker, 1991: 4). In economics, this is understood
as altruism and it implies that individual welfare is positively influenced not only by one's
own social and economic situation, but also by that of others, either because one derives
utility from charity or because one is concerned with the distribution of welfare as such. In
this respect, it is interesting to elaborate further on the link between the principle of
subsidiarity and the principle of solidarity, where solidarity is defined simply as the mutual
support between individuals and between communities.

In general terms, it can be said that the degree of proximity (closeness) of the social
relationship determines the degree of solidarity. The closer the social relationship, the
higher the degree of solidarity. The closest relationship is the family relationship. The
further removed one is from that relationship, the lower the degree of solidarity. Since
social networks of lower rank are given priority in Catholic thinking, then social networks
of higher rank should be subsidiary to those of lower rank. Then, according to this
principle, decision-making, including economic decisions, should take place at the lowest
level possible. It can take place at a higher level for only two reasons: if the lower level is
not able to bring about the desired result, or if action at lower levels induces negative
effects that are not desirable and that need to be internalised. Action at a higher level can
only be residual so that this reading of subsídiarity is clearly favourable to competition
among lower plane entities.

According to Coote (1989), Catholic social teaching, in its quest to bring about
structural changes in society, has stressed the importance ofboth subsidiarity and solidarity.
Both these principles are referred to and defined in the encyclica] Quadragesimo Anno
(Pius XI, 1931). Solidarity means that individuals can count on mutual support or support
from organisations and institutions on a higher plane, when needs occur. Subsidiarity, then,
tells us how the responsibilities among these levels of organisation should be distributed.
From this emerges the view that solidarities are hierarchically ordered; that there is a
widening circle of responsibility such that the degree of responsibility for the well-being of
others decreases as one moves from the inside towards the outside of the circle (cf. Figure

' Within social doctrine, solidarity (see others as another self) and altruism are seen as virtues. More of it.
therefore, leads to higher welfare.
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2.1). This presentation, as opposed to the individualistic model, has a strong moral
foundation. However, solidarity and its consequence for the distribution of responsibilities
does not tell the whole story. Other principles - human rights, freedom, justice and welfare
- must qualify the concept ofsubsidiarity.

Figure 2.1: Concentric circles of solidarity

Decreasing
degree of
sulidarity

In the Netherlands, in the XIXth century, religious-based political parties developed
social theories that contrasted sharply with the prevailing liberal ideas. The Roman
Catholics based their theories on the principle of subsidiarity while the Protestants
developed the idea of sovereignty within one's own circle (soawereiniteit in eigen kring).

The Roman Catholics see society as a system in which the relationship among
people is complementary and essential. They conceive a social theory based on the idea of
subsidiarity, according to which responsibilities have to be carried out by the individuals
and the family. Only when these fail to guarantee the needs of the individuals can, and
indeed must, intermediary structures and, ultimately, the State come into action. The
encyclical Rerum Novarum heavily influenced these ideas.

The Protestants, on the other hand, see society as being composed of various distinct
circles: i.e. the family, the morality, science, education, the State, etc. Each of these circles
fulfilled an essential role within the whole. As opposed to what is shown in Figure 2.1,
these distinct circles are not supposed to be concentric, but adjacent with some possible
overlap. This view of society led Abraham Kuyper to the formulation of the principle of
sovereignty within one's own circle. Here, each of the circles is assumed to be sovereign
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(Kuyper, 1880: 11). This sovereignty of the various circles seemed desirable in order to
maintain the equilibrium in the relationships among the various circles. The role of the
State in this respect is to ensure liberty of action for those within the sovereign circles
(Kuyper, 1880: 13).

2.2.4 The meaning ofsubsidiarity in the EU

At the European level, the principle of subsidiarity assumes a significant place. In his 1974
report on the possibility of a European Union, Spinelli referred to the principle of
subsidiarity, although it was not explicitly named. He stated that the Community could act
when the tasks under consideration can be undertaken more efficiently by it than by the
Member States acting separately. The first explicit mention of the principle of subsidiarity
was made in the European Act of 1986 (article 130r, ad 4), where it is applied to the
environment policy of the Community in order to restrain the EU from intervening.

A broader interpretation was supplied by the former Dutch Prime Minister Ruud
Lubbers, who advocated relying on subsidiarity for distribution of competence between
Member States and the EU. It must, however, be remembered that the principle not only
refers to distribution of competence between national and supra-national level, but also -
within nations - to the distribution of competence between the private sector and the State
(see Chapter 3).

In the report of the Committee of Institutional Affairs on the principle of subsidiarity
(Giscard d'Estaing, 1990), it is argued that it operates at two levels: choosing the right level
of competence and choosing the right executive level.5 In the report, two criteria concerning
the right level of competencies are set forth: an efficiency criterion that favours
centralisation and a criterion limiting the legitimacy of supra-national intervention
favouring decentralisation.

In legal literature, the fact that the principle of subsidiarity could be used for
questions concerning the distribution of competence between the EU and the Member
States is disputed (see, for example, Geelhoed, 1991, Lenaerts 8t van Ypersele, 1994,
Vansteenkiste, 1995, Jaspers et al., 2002). In short, the argument can be stated as follows:
given that the respective competencies of the EU and the Member States have already been
settled in the various EU treaties, the principle of subsidiarity only comes into action for
matters in which the EU and the Member States have shared competencies. In such matters,
the principle of subsidiarity can be applied to determine the most adequate executive level
for carrying out a given policy. As such, subsidiarity does not seem to be an adequate
instrument for the vertical distribution of competencies within the EU.

The principle of subsidiarity was officialized in the Treaty of Maastricht (article 3b,
now article 5). This article first states that the Union can intervene only in spheres in which
it is competent (principle of enumerated powers):

See Lenaerts 8c van Ypersele ( I994) on this distinction.
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"The Community shall act within the limits of the powers conferred upon it
by this Treaty and ofthe objectives assigned to it therein."
Treaty of Amtersdam, article 5, first part.

The content of the principle of subsidiarity is that, in areas where the Community and the
Member States have shared competenciesb, the Community can only intervene when the
Member States fail to or when action, because of its scope or consequences, can better be
undertaken at Community level:

"In areas which do not fall within its exclusive competence, the Community
shall take action, in accordance with the principle of subsidiarity, only if and
in so far as the objectives of the proposed action cannot be sufficiently
achieved by the Member States and can therefore by reason of the scale or
effects of the proposed action, be better achieved by the Community. Any
action by the Community, shall not go beyond what is necessary to achieve
the objectives of this Treaty."
Treaty of Amsterdam, article 5, second and third part.

The formulation of the principle carries the idea that the EU must abstain from action in
areas where it does not have any competence. However, it does state that, under some
provisions, decision can take place at a level higher than the national one. These provisions
are: a) EU action must be more effective than action at the level of the Member State; b)
there is some additional value to action at the EU level compared to the national level (Van
den Bergh, 1994). In the present situation, however, the Member States use the principle of
subsidiarity in order to limit the possibilities of intervention by the Community in social
policy matters. Although the principle of subsidiarity is meant as an efficiency test with
regard to economies of scale, external effects, information and the working of the internal
market in general - and is aimed at determining the most efficient level of responsibility
(EU or Member States) - in European practice it is used as a political criterion. The
Member States appeal to the principle to restrain transfers of their authority to the EU. On
the one hand, the principle of subsidiarity provides room for action at European level, if this
leads to a more efficient outcome than would be the case if the Member States acted
independently. On the other hand, however, because of the way it is presently used, it
restricts the room for action: action at Union level is subsidiary to action at the level of the
Member States.

At the European level, action is only possible in the fields exclusively attributed to
the EU or in cases where a policy involves cross-border effects. The reason for this is that
the EU, unlike the entities that it is composed of, is not a`State' with autonomous power.

6 In other words, in areas where neither the Community or the Member States have exclusive competence.
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The Community, although it recognises common values and principles, only exists because
of the decision of different nations to create and maintain a union and to attribute it with a
limited number of competencies. However, as a result of the dynamics of integration, the
Community has extended its domain of influence. The Commission has recognised the
principle of subsidiarity and thereby it acknowledges that decisions should be taken at the
appropriate level. Acceptance of this principle implies that the Community has only a
limited number of competencies. It further suggests that the role of the Community in social
policy must be restricted. There are, however, economic arguments in favour of social and
anti-poverty policy that are based either on normative views on social justice or on genuine
efficiency arguments (see Chapter 3).

2.3 The dimensions and implications of subsidiarity

2.3.1 The positive dimension of theprinciple ofsubsidiariry

Subsidiarity - as was developed by the Protestants - leaves little space for the intervention
of higher authorities, since society is made of various entities who are endowed with quasi-
total sovereignty. From the Roman Catholic tradition we can find a positive interpretation
of this principle, especially from the works of Thomas Aquinas and Leo XIII, but also Von
Ketteler. Here, the principle has a strong moral content and can be taken to mean that
authorities of higher rank have the obligation to support and assist entities of lower rank.

In this view, it is not the idea of replacing action at a low level by action at a higher
level that is important, it is the idea of giving help and protection. As Jacques Delors points
out, in an attempt to apply the Catholic principle to the relations between the Member
States and the EU:

"La subsidiarité, ce n'est pas seulement une limite à 1'intervention d'une
autorité supérieure vis-à-vis d'une personne ou d'une autorité qui est en
mesure d'agir elle-mëme, c'est aussi une obligation, pour cette autorité d'agir
vis-à-vis de cette personne ou de cette collectivité pour lui offrir les moyens
de s'accomplir."
Jacques Delors, quoted in Eijsbouts (1991: 488).

Authorities of higher rank have the duty to support lower entities when these express the
need for assistance and, in particular, when human dignity and human rights are not secured
(Millon-Delsol, 1990, 1992, Spicker, 1991, Ranjault, 1992). As the Marquis de
Montesquieu wrote, "The State owes all its citizens a secure subsistence, food, suitable
clothes and a standard of living which does not damage their health" (L'Esprit des Lois
XXIII, 1748). This help must be provided until lower plane entities are able to act on their
own (van Kersbergen, 1995).
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This does not mean that the basic individual liberties are disregarded, but that higher

authorities help to protect and uphold these liberties. When the principle of subsidiarity is

interpreted negatively - suggesting a limitation of the intervention of an authority of higher

rank - it implies a notion of sovereignty and is therefore devoid of its philosophical and
sociological content.'

It is human dignity which constitutes the foundations of the principle of subsidiarity.

Coote (1989) refers to this `principle of human dignity'. In fact, according to Catholic

doctrine, each person is a complete entity and has a direct relationship with God. The idea

of human dignity is related to equality and liberty and in Catholic thinking it occupies a

central position for God created mankind, whose destiny is to be with Him. It is, therefore,
the individual - and not humanity as a whole - who is of highest value. Because society is
inferior to the individual, its role can only be to ensure the human dignity of the persons
comprising it.

However, individuals are multi-faceted. If they are to develop properly they cannot

do without any of their natural capacities. They must not be hungry, cold, feel shame, etc.

Moreover, they must have freedom of thought and action. In order to develop their natural
talent, political society, in its process of decision making, must take all these elements into
consideration. That is the justification of anti-poverty policies. Society must see to it that

the more vulnerable individuals are adequately protected, and must undertake positive

action to ensure the full development of its members' capacities. This goes further than

merely guaranteeing individual liberties as defended by libertarians such as Friedrich

Hayek and Robert Nozick. The interpretation implies that society must refrain from any
action in the spheres where individuals can take action, as suggested by the negative

meaning of subsidiarity. This illustrates the opportunity of choosing minimum protection

when applying the principle of subsidiarity to a particular policy field.
It must be stressed that the terms `negative' and `positive' which are used to qualify

the principle of subsidiarity in this section - and the rest of this study - are borrowed from

Millon-Delsol (1990). One can question whether choosing these terms is opportune, since

they have a strong normative connotation. For ease of exposition, however, we will

continue using these adjectives, defining them as devoid of any normative undertone.

2.3.2 Vertical and horizontal subsidiarity

Economics is concerned with both vertical and horizontal subsidiarity. Vertical subsidiarity

is related to role distribution between governments in a hierarchical setting. Vertical

subsidiarity can be considered as a principle of efficiency, assigning policy tasks to the

lowest level as long as there is no reason to assign them to a higher level. Among

economists, Hayek and Friedman were probably the most enthusiast supporters of

- The notion of sovereignty refers to the situation in which a State is not submitted to any control by any other
States or organisations.
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individual action and the curtailment of government interference in economic activity.
According to the Oates' decentralisation theorem (Oates, 1972: 35), public goods or
services will be more efficiently provided for by decentral public authorities when
consumption is confined to a given geographical area and when the production costs do not
differ among jurisdiction levels. Federalism is the expression of this type of subsidiarity.
The principle of subsidiarity, as referred to in the EU treaty, can be understood in this
(vertical) federalist logic. It is developed as a regulatory tool for the role distribution of
executive powers among the Member States (which have priority) and the EU (that carries
the burden of the proof).

Horizontal subsidiarity, on the other hand, refers to the role distribution between
economic agents at a comparable level (Figure 2.2). It corresponds to the idea of
subsidiarity as it was explained within the social doctrine of the Church. According to the
doctrine, State intervention is only admissible when private initiative falls short of duly
fulfilling its role (Pius XI). This line of reasoning holds within each level of public
authority (local public authorities, regions, Member States, Europe). One can apply this
reasoning within the field of economics to determine the assignment of policy tasks
between the market and the State. In other words, this raises the questions of market and
government failures, and the complementarity between the State and the market. The
concepts of horizontal and vertical subsidiarity are illustrated in Figure 2.2, and are further
developed in Chapter 4. In this study, we will focus on the aspect of horizontal (self-help I
market I State nexus) and vertical subsidiarity (Member States ~ EU nexus).

Figure 2.2: Concepts of subsidiarity
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2.3.3 Criticism of subsidiarity as an orderingprinciple

Critics of the principle of subsidiarity - and its application in the field ofEuropean policy -
claim that it provides no juridical or political foundation. Geelhoed (1991) shows that, in
practice, it is not the principle of subsidiarity that plays a decisive role in determining
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adequate competence at the European level, but rather the political claims of the negotiating
partners. He also claims that, in the two most important federal states - the United States of
America and Germany - the principle has not played a significant role. In the United States,
federal legislation is valid as long as it is `necessary and proper', i.e. when it is essential
and when it has a reasonable relationship with a federal competence. The distribution of
competencies in the United States shows no trace of subsidiarity. Germany has a system of
co-operative federalism. Here, distinction is made among exclusive competencies of the
`Bund', concurring competencies between Bund and L~nder and the competencies of the
L~nder which are confined within a framework set by the Bund (`Rahmgesetz'
competence). The principle of subsidiarity only plays a role in the case of concurring
competencies, as is the case in the EU, as stated in article 72 of the German Constitution.

Van Gerven (1992) criticises the fact that the principle of subsidiarity has no
significance on its own. Two other European principles are much more significant: the
principle of proportionality states that any authority should exercise its competence with
reserve, and the co-operation principle states that the EU and Member States should co-
operate while exercising their respective competencies. According to him, the principle of
subsidiarity is inferior to these two principles.

Despite these criticisms, it remains interesting to scrutinise the implications of
subsidiarity in the area of minimum protection.

2.3.4 Implications of 1he principle of subsidiarity

Subsidiarity is not related to any political regime, be it liberal, communist or even
democratic. It does, however, sharply contradict despotism and fascism, as these two
political regimes imply the existence of a strong, centralised power with little freedom of
initiative for the lower levels of society. Subsidiarity is typically a federalist principle. We
define federalism as a governmental system consisting of various central and decentralised
levels of decision-making. Federalism seems to be the social organisation that most
guarantees the autonomy and liberty of the lower levels, without excluding intervention
from a higher authority when it is needed.

The application of subsidiarity is far from straightforward. When applied to the
market-State nexus, subsidiarity relates to the decentralisation of government activities and
the centralisation of market activities. In the European context, one can point to a dilemma
in the way the principle of subsidiarity is used by the Member States. On the one hand,
most Member States want to keep the organisation of their social protection at the national
level and only confer minor executive powers to the lower entities (the municipalities).
There are two reasons for this. First of all, because of the existence of economies of scales

and, secondly, because regional inequalities among municipalities can be avoided. On the
other hand, at the European level, the Member States rely on subsidiarity to protect
themselves from Union intervention, particularly in the field of social policy which they
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consider to be sovereign. If the Member States applied the same logic they use within their
borders to the European situation, they would actually favour EU intervention, rather than
oppose it as they do now.

A second dilemma is that the principle of subsidiarity implies that the higher
authority should assist and help the lower authorities. However, this means that the lower
entity is made dependent on the help of the higher entity and thereby loses its freedom of
action. The problem is actually that the level of authority that is best suited to implement
given policies does not always have the necessary financial means to do so. However, the
principle does not imply that the higher authority must replace the lower authority when,
for instance, it cannot finance its policy, but it suggests that the higher authority give the
tinancial means to the lower one, leaving the choice of the aims to the better suited
authority. This, however, raises the problem of control of the use of the financial help and
of the determination of criteria for intervention.

As globalisation and international commerce increases, we see a rise in regionalism.
This implies that the traditional role of the centrally organised state is changing. Thus, the
shift of attention is taking place at two levels: internationalisation and regionalisation
(Hirsch Ballin 8z Steenvoorde, 2000). This development has induced the State - and the
welfare state - to reconsider its role. The new role of the modem State is an active one: to
help create the conditions for an optimal functioning of markets, rather than try to take over
market activities. Social doctrine contributes to the understanding of subsidiarity in terms of
the positive~negative dimension of the principle. Public authority is to supplement private
initiative when it is inadequate and - with respect to the moral content of the principle -
help the market fulfil its goals, when needed. Labour market participation, for example, has
been shown to be an effective way to pull people out of poverty. Yet, in some cases, the
labour market is not able to incorporate everyone or provide an adequate income level (the
elderly, disabled workers, those with obsolete skills, etc.). In these cases some other form of
public intervention - as more active one - is required.

The principle of subsidiarity is often invoked to reflect political realities. It is
"sometimes used as smokescreen to prevent serious analysis of the relative advantages and
disadvantages of federal versus national control of policy functions" (O'Shea, 1996: 283).
This is particularly clear in the European context. A major concern for the future is whether
economic and monetary integration can be attained without some degree of fiscal
integration. In this study, we are interested - from an economic point of view - not only in
the distribution of responsibilities between European Union and Member States, but also
within Member States, among public authority, decentralised authorities and the market.

Efficiency criteria are decisive when considering the role distribution between
market and State or between regions and federation. Competition has various advantages.
Yet, in some instances - in the presence of externalities, when information is imperfect,
when competition fails (see Chapter 3) - competition does not lead to an efficient outcome.
In these cases, intervention by a more highly placed authority is preferable and minimum
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protection arrangements are demonstrably productive. The positive interpretation of the
principle of subsidiarity introduces social efficiency criterion: should the Member States
not successfully guarantee minimum protection - harming human rights and human dignity
- then an appeal could be made on positive subsidiarity. This would justify intervention on
behalf of the EU using, for instance, directives or harmonisation, or less stringently, sofr-
laws and the stimulation of co-operation among Member States. This answers the question
of whether the Union should undertake any action in the field of minimum protection. This
would mean that the Union could assist the Member States in their battle against poverty
when the States cannot fight it successfully on their own. There is, conceivably, a role for
the EU in area of minimum protection and poverty prevention, based on this positive
interpretation of subsidiarity.

2.4 Conclusion

One basic precept for communication is that words carry the same meaning, no matter who
uses them. It is now clear that this does not hold for the principle of subsidiarity. The dual
character of this principle - with its positive and negative meanings - does not mean that
one has to choose one over the other. These are two sides of the same coin. Our aim here is
to show that the meaning of subsidiarity is broader than has thus far been seen in European
debates or in economics.

In summary, one can state that the view of Catholic social thinking on the role of the
state is characterised by its ideas on human dignity, common good, solidarity and
subsidiarity. The interpretation of the principle of subsidiarity provides material for a long-
lasting debate. It means two things: that the State should refrain from doing what
individuals and the market can do better and that it should not refrain from doing what it
can do better. In debates at the European level the principle has generally been defined in
negative terms, which leads us to the conclusion that there is not a strong basis for a
European social policy. However, a positive interpretation is also possible. Then, the
European Union could assist nations in the development of a successful social and
economic policy to combat poverty, through income support, education programs and
active labour market policy. At the very least, it could see to it that non-co-operative
situations in the field of social protection do not arise during the process of economic
integration.

In social science and economic literature, the principle of subsidiarity can be seen -
either explicitly or implicitly - in terms of centralisation or decentralisation. The different
core values in economics (individual freedom) and social teaching (common good) provide
conflicting views on the role of such institutions as the welfare state. In particular, Catholic
social teaching, emphasises social justice that calls upon pro-active institutions to help
citizens take an active part in the economic community. This view is not supported in
liberal economics. Nevertheless, in Chapter 3 we will show that the welfare state can be
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seen as a productive (rather than a counter-productive) factor in the economy. In essence,
applying the principle of subsidiarity involves an efficiency test. However, this chapter
shows that there is another, underexposed `positive' meaning that rests on the principle of
human dignity. As poverty is a breach of human rights which affects human dignity in
undesired ways, it is essential to take steps to prevent it. Therefore, public authorities have
the duty to do everything they can to combat poverty.



3 Subsidiarity in economics

3.1 Introduction

The principle of subsidiarity was included in the Maastricht Treaty as a political instrument
for the European economic integration process. However, the principle is vague and needs
to be operationalised. In the previous chapter, we shed some light on the origin of
subsidiarity and juridical interpretation of the principle within the EU. In this chapter, we
will show how subsidiarity can be made operational for economic analysis. We will also
transpose the findings from the previous chapter concerning positive subsidiarity into the
economic principle of subsidiarity.

In economics, first of all, when discussing the allocation of responsibilities on the
market-State nexus, it is generally concluded that what can be performed efficiently by the
market should be lefr to the market. Subsidiarity then means that, for economic activities
that cannot be performed efficiently by the market - or that should not be performed by it
because of the nature of these activities - some form of State intervention can be
considered. Because our application field is minimum protection, we will address the
question of why it is governments - and not the market - which offer minimum protection
and redistribution of income. This questions the existence of a welfare state in a market
economy. We show that social protection spending can be a productive factor and not just a
financial burden.x Thus, we see that social, economic and employment policies are highly
interrelated. Secondly, applications of the principle of subsidiarity can be found in the
economic literature on fiscal federalism, which discusses the distribution of competencies
in compound States. In this context, the principle of subsidiarity implies that each level of
government should do what it can do best. The lessons of fiscal federalism can be applied
to the EU context, in particular in the field of social protection and income redistribution.

In welfare economics, justifications for government intervention take the free market
situation as the point of departure. According to the first theorem of welfare economics, if
markets are competitive, information is perfect and there is a full set of markets, then, if a
competitive equilibrium exists it is Pareto efficient.9 The presumption here is that in the
optimal situation, government intervention is not necessary on efficiency grounds. In
standard neo-classical economics, the State is subsidiary to the market. In other words,

" Parts of this section are from Berghman et aL (1998) and Berghman 8c Fouarge (1999).
9 Atkinson á Stiglitz (1980: 343) formulate the theorem as such: "If households and firms act perfectly
competitively, taking prices as parametric, there is a full set of markets, and there is perfect information, then a
competitive equílibrium, if it exists, is Pareto-efficient."
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subsidiarity implies that the burden of the proof lies with the defenders of centralisation. As

we will see in the following, the underlying assumptions in the above statement are not
always met so that corrective mechanisms by the State have to be considered. This is
particularly true when it comes to the distribution of resources and the analysis of well-
being. Eventually, the optimal role distribution among the various layers - i.e. the market,
decentral authority, national States and supra-national entities - is indeed primarily a
question of economic efficiency. However, concern for equity or social efficiency also
matters. The interrelation between efficiency and equity will determine the framework of
this chapter (see Figure 3.1). We will undertake to show that social protection - as opposed
to the impediment of economic efficiency through disincentive effects - can also be viewed
as a productive factor. Due to the constraints of time and space, we will not discuss the
details of the theoretical arguments here and will only present the core of the arguments,
supporting them, where possible, with empirical evidence. For a thorough analysis of the
arguments supporting the welfare state, we refer the reader to Atkinson and Stiglitz (1980),
Barr (1987, 1989, 1992) and Stiglitz (1988). Social protection as a productive factor can be
interpreted as promoting growth or, more broadly, as promoting quality of life.
Productivity, in the sense of promoting growth implies that growth in income per capita is

the key policy aim. This option rejects the quality of life approach as being ill defined and
impractical (MacGillivray et al., 1996: 16). Viewing productivity as promoting quality of
life emphasises the shortcomings of crude economic indicators such as GDP growth rate. It
also concentrates on evaluating the contribution of social policy on an alternative set of
indicators of quality of life (such as human development). In the following sections, we will
present evidence that social protection is a productive factor in `quality of life' terms and
will show that there is no clear evidence to suggest that social protection is counter-
productive in `promotion of growth' terms.

The theoretical arguments for the existence of a benefit system can be articulated
according to the three classical economic functions of government intervention: allocation,
stabilisation and redistribution (Musgrave, 1959). Although the most important role of the
welfare state is to redistribute resources, it also has an allocative and stabilisation function.
We will discuss the arguments along two lines. The first is the equity line and the second
relates to economic efficiency (see Figure 3.1). Concern for equity is the primary reason for
the redistributive function of the social protection system (Section 3.2). However,
efficiency considerations can also be relevant. The redistributive, allocative and
stabilisation function of social protection is justified for efficiency reasons (Section 3.3).
This implies that, irrespective of one's own view on equity, there is an efficiency argument

favouring the welfare state.
The fact that it is a productive factor can, to a large extent, be attributed to existence

of market failures and informational problems. This means that social efficiency and the
promotion of well-being do not by definitíon engender loss of economic efficiency.
However, the pursuit of economic efficiency will generally harm the distribution of well-
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being. This synergy between efficiency and equity will be the subject of Sections 3.2 and
3.3.

3l

Figure 3.1: Social protection as a productive factor
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Finally, we turn from the economic implications of subsidiarity to the allocation of
responsibilities between central and sub-central entities in a federal setting. We evaluate the
economic arguments for centralisation or decentralisation of redistribution and minimum
protection policy in Europe. Relying on the insights of theories on fiscal federalism, we will
show why some degree of EU involvement or co-ordination of minimum protection
policies might be required (Sections 3.4 and 3.5).

3.2 Equity arguments for redistribution

3.2.1 Social justice

Although the market produces wealth well, it distributes it poorly. The distribution of
income and wealth resulting from the market process might not correspond to the prevailing
concept of equity in society. According to the second theorem of welfare economics,
redistribution could be achieved in a non-distortionary way through lump-sum taxes and
transfers such that efficiency is not diminished. Lump-sum taxes and transfers are,
however, difficult to devise in real world economics, so a trade-off is believed to exist
between efficiency and equity (Okun, 1975). In practice, the State might wish to
redistribute income, wealth and other human resources so that it is in accordance with
society's concern for equity. This is indeed a major role of the welfare state.

One of the problems with standard micro-economic theory is that it leaves no room
for the notion of minimum necessary standard. For Adam Smith, one's subsistence would
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depend on his wages, which he referred to as the natural price of labour. This natural wage
should be enough for the labourer to support himself and his family. For those unable to
generate enough income to secure a decent living for themselves, he believed that the innate
moral sentiment of others would induce spontaneous private charity (Smith, 1974). This is
referred to as altruism.

In the standard model (Figure 3.2) with supply curve S and demand curve D, the
equilibrium situation on the labour market is depicted by point E. Let us suppose that there
is some minimum subsistence level below which a person does not reach a standard of
living that is considered acceptable within the community (a poverty line). This minimum
subsistence level depicted by the dotted W,,,,,,-line. At the new equilibrium situation E', up
to OB persons want a job, but only OC will get one, leaving CB unemployed. These people
could offer their labour along the supply curve towards the equilibrium point E, but the
wage they would get W would be lower than the minimum subsistence level. Hence, they
are living in poverty. This simple presentation illustrates one of the shortcomings of the
standard model in coping with poverty. Although market outcomes are efficient, Pareto
efficiency is not a distributional principle. As such, market mechanisms potentially lead to
unequal outcomes and even poverty. Nineteenth century liberals thought of poverty as a
short-term problem. They believed that spontaneous processes, through the labour market,
would provide one with the opportunity to improve one's own situation. However, poverty
appears to be more persistent than it was thought to be. Minimum wage regulations and the
welfare state are instruments that make it possible to correct such inequitable market
outcomes. The welfare state, however, is often seen as a financial burden leading, possibly,
to inefficiency.

Figure 3.2: Labour market equilibrium and poverty
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Nonetheless, the question whether the State has any role at all to play in the field of
income distribution and poverty relief is a highly normative one on the edge ofpolitical and
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economic theory. While Pareto efficiency is a rather broadly accepted allocative criterion in
economics, there is no broadly accepted distributional rule. One's considerations
concerning social justice will, to a large extent, determine how one values inequality and
redistribution. Within the standard utilitarian framework, the ultimate aim is the
maximisation of the sum total utility. Because individuals are generally assumed to have
different marginal utility, the distribution of utilities is not an issue.~~ However, there is one
exception where equality enters the welfarist framework: concern for equality can be
understood from the point of view of cardinalist welfare criteria. If everyone has the same
utility function that is increasing in income and concave then, with a given total income,
welfare would be maximised if everyone receives the same income. However, this is a
special case. Utilitarians do not reject all forms of State redistribution altogether, but they
are aware of its limitations due to the distortive effect of taxation which is linked to the
problem of incentives. Hence, there is a trade-off between economic efficiency and equity.

Libertarians are much more categorical. They see public welfare provision as
paternalistic and eroding personal freedom. Therefore, Robert Nozick advocated a minimal
State:

...a minimal state, limited to the narrow functions of protection against
force, theft, fraud, enforcement of contracts, and so on, is justified; that any
more extensive state will violate persons' rights not to be forced to do certain
things, and is unjustified."
Nozick (1974: ix).

His view of justice is based on the moral value of rights and entitlements. Any social
outcome, including income distribution, is just as long as it is arrived at through a fair
exercise of rights and entitlements. It follows that the sole possible role for the State is to
see to the proper use of these rights and entitlements. There is, according to his view, no
role for the State to play in the redistributive policy field. Any form of welfare state is
unacceptable because it is a violation of individual liberties. The relief of destitution
through private charities is, to him, the only legitimate way to redistribute income.

Friedrich Hayek and Milton Friedman are more moderate, although, they also have a
minimalist view of the welfare state. For them, taxation might be legitimate for the limited
provision of some public goods and for the relief of poverty up to a(low) level of
subsistence. Although Hayek and Friedman see an `institutional' welfare state as a coercive
agency resulting in inefficiencies, they see a`residual' welfare state as appropriate to
relieve destitution and provide certain public goods.

Hayek expected all people to build up money reserves for themselves in order to
cover their needs during adverse economic times. He believed private insurance markets
would develop in the face of these prospective market opportunities. The State would only

'o Some doubt that the distribution of utilities should be ofany concem (Sen, 1992).
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have to ensure the development of those insurance companies. Welfare provision by the
public authorities is inefficient because it is flawed. It provides for a standard level of
welfare to everyone, irrespective of needs and preferences. Moreover, a large social welfare
organisation at the national level is an impediment to the creation of other private welfare
organisations - also those that, potentially, could offer a higher level of welfare. He also
argued that the combination of increasing social security contributions and inflation would
eventually lead to more poverty. This, Hayek argued, is because politicians promise
adequate levels of social provisions which necessitate, among other things, higher social
security contributions.

John Rawls's liberal view on social justice allows us to visualise the welfare state as
an ex-ante insurance mechanism. Rawls believes that when individuals are placed behind a
veil of ignorance - when they know nothing about their socio-economic background and
future capabilities - they will agree on a social contract satisfying a set of principles. The
first principle - liberty principle - holds that "each person is to have an equal right to the
most extensive total system of equal basic liberties compatible with a similar system of
liberty for all" (Rawls, 1971: 302). The second principle holds that "social and economic
inequalities are to be arranged so that they are both: a) to the greatest benefit of the least
advantaged, consistent with the just savings principle, and b) attached to offices and
positions open to all under conditions of fair equality of opportunity" (Rawls, 1971: 302).tt
Finally, Rawls mles out possible conflicts between the two principles by giving priority to
the first one. To put it shortly, the principles hold that primary goods (which include
economic goods but also opportunities, skills, liberty and self-respect) are to be distributed
equally, unless another distribution is to the greatest benefit of the most disadvantaged.
Redistributive policies that improve the position of the least well-off, therefore, constitute
an improvement. In other words, the need for social insurance can be understood from the
insurance motive. People are willing to redistribute resources towards the needy since there
is a chance that they will find themselves in a similar situation at some time in the future.
This well-understood self-interest can, therefore, account for the existence of social
insurance schemes. Also, altruistic feelings and the public good feature of the income
distribution are some of the other reasons for redistribution.

3.2.2 Altruisnr and attitudes towards redistribution

Within the utilitarian framework, concem for other people's well-being can result ín
altruistic behaviour when utility functions are interdependent. When such value judgements
enter the utility function, social cohesion and redistribution increase not only the total
welfare, but also the individual welfare level. Suppose that both the rich's (y~) and the

" The first part is referred to as the 'difference principle~. The "just savings principlè' introduces an
intergenerational aspect. The savings - money, but also productive capital accumulation - that a society makes
should be appropriate for the next generations' least-advantaged.
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poor's income (yp) enter the rich's utility function, as in U,.f(y„y~,), and that utility
increases with income and is concave. In that case, there is an income externality of the
poor's income on the utility level of the rich and redistribution from the rich to the poor will

,
be rational as long as dU,~dy~, ~ IdU,.'dY,l .

There is indeed evidence that altruistic behaviour is part of human nature (Hoffman,
1981) and that it can play an important role in explaining economic behaviour ( Frank,
1987, Becker, 1981, Titmuss, 1971, Arrow, 1972). The above implies that voluntary
redistribution without intervention of the State is a possibility. However, a number of
problems arise from private redistribution, through, for example voluntary club formation.
First, redistribution by voluntary clubs would, most probably, not be on a sufficiently large
scale. Secondly, some risks are simply not insurable on the market, i.e. unemployment
because of moral hazard, adverse selection and the interdependence of risks (see below).
Thirdly, unless there is club formation with effective control on the club members and
enforceability of the social contract, the private solution will be marred by the free-rider
problem. Finally, lack of co-ordination among private entities might result in undesirable
competition among the clubs (see Section 3.5). Hence, as is the case with other public
goods, the market is not expected to produce the Pareto-optimal amount of redistribution. It
is the welfare state that is better equipped to cope with these difficulties. Note, however,
that the welfare state is more than simply the expression of some altruistic concern. The
welfare state is a requirement of social justice.

Human dignity is an accepted value. In as far as the market economy does not secure
human dignity, it will have to be preserved by other means (such as the welfare state). The
income distribution obtained through the workings of the market might not be the one that
maximises the social welfare function. ln other words, the social preference for equity
might be different than the one produced by the market. Research by the Dutch Social and
Cultural Planning Office shows that in 1997, 64 percent of the Dutch population found
income differences too large. 68 Percent find that income differences should be (much)
smaller (SCP, 1998: 12). In the early 1990s, these percentages were 50 and 56, respectively.
In another study, it appears that, in 1995, a small majority of the Dutch population
(strongly) agrees that public authorities should promote income equality (52 percent) and
increase taxation on higher incomes (52 percent; SCP, 1996: 488). Similarly, using the
International Social Survey Program data, Svallfors (1997) shows that 60 percent or more
of the population in Norway, Germany and Austria sees it as the responsibility of the
government to reduce income differences between the rich and the poor (see Table 3.1).
The US (38 percent) and Australia ( 43 percent) can be found at the other extreme. As far as
work opportunities are concerned, the popular support for the State is strongest in European
countries. While a large majority of the population in Norway, New Zealand and Germany
supports the idea of providing of a guaranteed basic income, people in the US and Sweden

~Z This interdependence of utility can alsojustify the use of a relative poverty threshold.
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are not at al I so enthusiastic. See also Gelissen (2001) for a recent study of public opinion
and the welfare state.

Table 3.1: Attitudes towards redistribution in eight nations. Percentages agreeing with
certain propositions (1992)

It is the responsibility of The government should The government should
the government to reduce provide a job for provide everyone with a
the differences between everyone who wants one guaranteed basic income

people with high incomes
and those with low

incomes
Sweden 53.7 74. I 45.5
Norway 60.0 78.3 78.4
Germany 65.5 66.3 58.1
Austria 69.5 72.1 51.2
Australia 42.6 39.4 50.9
New Zealand 53.1 49.1 60.5
Canada 47.9 40.1 48.6
USA 38.3 47.1 34.2
Sonrce: Svallfors (1997 288).

One should keep in mind that the above results refer to `stated preferences': people
expressing their preference for some situation or some type of public policy. When actually
confronted with the costs of their choice, they might change their preference, attempt to
free-ride or migrate. Although the method of stated preferences is gaining in popularity in
economics, the revealed preferences methodology remains the most common one for
analysing individual behaviour. The numbers might, for example, overestimate the true
preference for redistribution, providing results that are less pretentious than suggested
above.

3.2.3 Poverty reduction through social transfers

One of the major effects of social protection is to reallocate resources (income) among
individuals. In doing so it affects the level of poverty and inequality. Fully comparative
data for all the EU Member States are now becoming available through various waves of
the European Community Household Panel (ECHP) of Eurostat. The first estimates on
inequality and poverty - using the first wave of data from the ECHP - have already been
published (Eurostat, 1997, Eurostat, 2000a, 2001, Callan 8c Nolan, 1997). For practical
reasons, we report here somewhat different data for a number of OECD countries included
in the Luxembourg Income Study. Table 3.2 indicates that the incidence of poverty is
sharply reduced by the existing schemes of social security. Even the Greek system, with its
low level of social protection spending, works better than the US-system. In this respect,
one must be aware that this effect is not the only result of the formal minimum protection
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schemes but includes the aggregate effect of the entire social protection transfer system.
That means that, nearly half of social transfers are directed towards households that do not
actually need them to reach the minimum level. However, at the same time, the receipt of
social protection transfers by all sections of the population upholds public support for the
schemes and, in doing so, guarantees that the built-in minimum income safeguards retain
their legitimacy.

Table 3.2: Percentage of poor persons after social security transfers and poverty rate
reduction due to social security transfersa

Poverty rate after social
security (o~o)

Australia (1989)
BelBium (1992)
Canada(1991)
Denmark (1992)
Finland(1991)
France (1984)
Germany (1983)
Greece (1988)
Ireland (1987)
Netherlands (1991)
Norway (1991)
Portugal (1989)
Spain(1988)
Sweden (1992)

Poverty rate reduction (o~o)

AUST 16.1 40.4
B 5.5 84.1
C 13.2 55.3
DK 5.5 85.0
FIN 6.4 72.2
F 11.9 69.0
G 8.0 69.5
GR 17.9 47.8b
IRL 21.2 62.86
NL 7.7 74.5
N 5.3 79.3
P 24.5 -
S 15.7 51.06
SW 6.0 86.2

United Kingdom (1986) UK 13.0 65.1
United States (1991) USA 22.6 28.2

a: Poverty line equals SOo~o of inean equivalent income with equivalence scale 1, 0.5, 0.3.
b: computation at household level based on the equivalence scale 1, 0.7, 0.5 (Deleeck et al., 1992).
Sources: Cantillon et al. (l996): Deleeck et aL (1992).

Using the poverty statistics from Table 3.2, we show - in Figure 3.3 and Figure 3.4
- that there is a negative linear relationship between the poverty rate on the one hand and
the GDP per capita and level of social security expenditure (as a percentage of GDP) on the
other. There is a high negative correlation (-.88) between these two aggregate
measurements and the poverty rate.
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Figure 3.3: Povert~~ rate and GDP per capita; scatter and univariate regression
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Figure 3.4: Poverty rate and social security expenditure; scatter and univariate
regression
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Figure 3.5: Poverty rate reduction and social security expenditure; scatter and
univariate regression
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As in Gottschalk and Smeeding (1997), we also find a strong negative correlation
between public welfare expenditure and disposable income, implying that only countries
spending a substantial part of their budget on social security manage to reduce poverty
substantially (Figure 3.5). However, none of these nations have managed to eliminate
poverty completely.

It is important to note that these figures are merely an illustration. Including other
countries in the figures might result in a different picture. Moreover, the relations illustrated
here give no indication of the direction of the causality among the variables.

It would be short-sighted to limit social protection to minimum protection. The aim
is, in fact, to prevent people from sliding down to - or below - minimum level. It is not a
coincidence that panel analyses have shown that it is above-minimum protection that
prevents the majority of the elderly, the disabled and the short-term unemployed from
sliding into poverty and even further into a situation of multi-dimensional deprivation and
social exclusion. As will be shown in Chapters 5 through 7, the rather stable rate of poverty
generally found in trend studies conceals remarkable processes ofmobility.

While comparative information on the effect of social protection on the income
distribution may be scarce at cross-section level, it is even more so at longitudinal level.13
Evidence from a few of the better documented countries, however, points to the plausibility

~' See, for example, Muffels et al. (1999a), Heady et al. (1997, 2000) and Goodin et aL (1999) for intemational
comparative research into the effect of social security transfers on long term poverty and poverty transitions in
Germany, the Netherlands, the UK and the US.
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of growing income inequality and a growing dualisation of income distribution and social
protection. The evidence also shows that changes in the labour market and in social security
status - as well as in human capital and demographic factors, respectively - explain many
of the transitions in and out of poverty (Duncan et al., 1993, Muffels et al., 1999a). Also,
because equity is such an important factor in accumulating human capital - it is one of the
determinants of economic competitiveness - the equity element of social protection systems
cannot simply be disregarded.

Equity is certainly productive in terms of quality of life, but it might also be so when
productivity is defined in terms of growth. Advanced empirical research on the equity -
productivity relationship would be enlightening. As a matter of fact, according to Okun
(1975), economic growth is expected to trickle down to the poor. Okun's hypothesis is that,
in the process of economic growth, inequality will initially increase and then decrease as
the poor also profit from the fruits of said growth. From this perspective, growth can be
seen as a possible solution to the poverty issue. However, there is evidence that long
periods of sustained growth have exacerbated income inequalities and failed to reduce
poverty (Arjona et al., 2001, de Beer, 2001). Furthermore, economic development and
increased individualisation undermine the local structure of traditional solidarities in a
community (Chassard 8t Quintin, 1993). Increased labour market mobility in a modern
economy increases the need for employment-related protection. However, economic
development also makes it easier generate the funds necessary to finance such a system.
Contrary to expectation, economic growth does not automatically trickle down to the poor.
Instead, economic development both strengthens the need for social insurance and
facilitates its financing.

3.2.4 The size ofsocialprotection schemes

Social protection systems affect the level of welfare and its distribution. Moreover,
although it is not the ultimate aim of social protection to improve economic growth or
performance, social protection plays an unmistakably positive role in the economy. Without
intending to indicate that there might be an optimal size for the public sector, we can
illustrate the effect of public spending (about half of which consists of social security
spending) on economic and social performance. Tanzi and Schuknecht (1997) evaluated
this performance with respect to a number of welfare indicators for nations grouped
according to their level of public spending relative to GDP. Their results are reproduced in
Table 3.3. The authors conclude that "small governments generally show better indicators
than big governments" (Tanzi 8z Schuknecht, 1997: 168). While this might be the case for
variables such as the unemployment rate and public debt, the differences are negligible for
the other variables of economic performance. Moreover, a large public sector tends to
perform better in such areas as `secondary school enrolment' and inequality. Although such
data are useful in supplying an overall descriptive picture, their relevance for evaluating the
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counter- productive effect of public intervention is limited. At any rate, however, these data
clearly do not show that a larger public sector leads to poorer economic performance.

Table 3.3: Size of government and welfare performance, 1990
Size of public expenditure in percent ofGDP

Indicator More than SOo~o~ Between 40 and SOo~o Between 30 and 400~0`
Total public expenditure 55.1 44.9 34.6
Economic indicators:

Real GDP growth (1986- 2.0 2.6 2.5
1994)

Standard deviation ofGDP 1.6 2.1 1.9
growth

Gross fixed capital 20.5 21.3 20.7
formationd

Inflation rate 3.9 3.7 3.7
Unemployment rate 8.5 11.9 6.6
Public debt~ 79.0 59.9 53.3

Social indicators:
Life expectancy (years) 77 77 77
Infant mortality ! 1,000 6.7 7. I 6.4

births
Secondary school enrolment 92.8 [99.1 ]e 89.0
Income share ofpoorest 24.1 2 I.6 20.8

40oro
a: Includes Belgium, Italy, the Netherlands, Norway and Sweden.
b: Includes Austria, Canada, France, Germany, Ueland, New Zealand and Spain.
c: Includes Australia, Japan, Switzerland, the United Kingdom and the United States ofAmerica.
d: Percentage of GDP.
e: It seems to us [Tanzi 8c Schuknecht] that this percentage should be around the 900~0.
Source: reproducedfrom Tanzi 8c Schuknechl (1997: 167~.

Until the early 1900s, public spending remained low. In the period that followed,
new ideas concerning the role of the State seemed to justify a higher level of public
involvement and spending. In Europe, after the Second World War, the role of the State in
the economy was extended from the mere production of public goods to include a
redistributive function through the welfare state. This had an inflating effect on public
spending. The economic crisis in the 1970s increased the pressure on the government's
budget and the State involvement in economic activity. In particular, the sustainability of
the welfare state was questioned. Now, social protection spending represents a large
percentage of the GDP. Through their social welfare programs, governments mobilise,
allocate and redistribute resources. In practice, the redistributive function through social
security represents a substantial part of the governments' budgets in European countries. In
fact, in 1998, in the EU, social expenditure amounted to 27.7 percent of GDP (see Table
3.4), which is an increase of 2.5 percentage points compared to 1990.
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Table 3.4: Social protection expenditures of EU countries as a percentage of GDP
1990 1996 1998

Belgium 26.4 28.8 27.5
Denmark 28.7 31.4 30.0
Germany 25.4 30A 29.3
Greece 23.2 23. I 24.5
Spain 20.5 22.5 2l .6
France 27.6 3 I.0 30.5
[reland 18.7 18.5 16.1
[taly 24.3 25.2 25.2
Luxembourg 22.6 25.2 24.1
Netherlands 32.4 30.1 28.5
Austria 26.7 29.6 28.4
Portugal 15.8 22.0 23.4
Finland 25.1 31.6 27.2
Sweden 33.1 34.5 33.3
UK 22.9 28.0 26.8
EU l5 25.4 28.6 27.7

Source: Amerirrr (2000).

The welfare state is regularly under attack because of these large levels of
expenditure. It is claimed to be counter-productive with disincentive and distortive effects
on the market. In particular, it is felt that the EU is at a comparative disadvantage with
respect to the US, which has a lower level of spending. A recent publication by the Dutch
ministry of social affairs - using material on Belgium, Germany, Denmark, Great-Britain,
Japan, the Netherlands, Sweden and the United States - has pointed out that total social
expenditure as a percentage of GDP, does not differ greatly among these nations (Ministry
of Social Affairs, 1996: 158). The exceptions are Sweden and the United States, with a
higher and lower levels of expenditure, respectively. The publication shows the variations
in the level of public expenditure are, to a certain extent, compensated by variations of
private expenditure. The figures in Table 3.4 are gross figures based on expenditures by the
social protection institutions. Correcting them for taxes and social contributions that are
levied on benefits leads to slightly different figures of net public expenditure. Moreover,
when expenditure on social risks by private insurance schemes are taken into account, the
picture again changes, resulting in a sharp decrease in the difference between the Member
States of the EU and the US (see Table 3.5). The overall actual trend, however, is towards
less interventionism from the State and increased attention for decentralisation and market
mechanisms.



Subsidiar-itt~ in economics 43

Table 3.5: Gross and net public and private expenditure for social protection as
percentage of GDP, 1997

Gross public Net current Private social Net total social
social public social expenditure expenditure

e~enditure" expenditure
Belgium 30.4 26.3 2.2 28.5
Denmark 35.9 26.7 0.8 27.5
Germany 29.2 27.2 1.6 28.8
Ireland 19.6 17.1 I.3 18.4
Italy 29.4 24.1 1.2 25.3
Netherlands 27.1 20.3 3.7 24.0
Austria 28.5 23.4 1.2 24.6
Finland 33.3 24.8 0.8 25.6
Sweden 35.7 28.5 2.1 30.6
UK 23.8 21.6 3.0 24.6
Japan 15.1 14.8 0.9 15.7
US 15.8 16.4 7.0 23.4

a: due to differences in definitions, the OECD percentages in this table differ from the Eurostat data presented in
Table 3.4.
Soarce.~ Adema (2001).

3.3 Efficiency arguments in favour of social protection

Under conditions of pure and perfect competition - and in the absence of market failures -
market forces are expected to generate a Pareto efficient outcome.~~ This is because:
- The multiplicity of suppliers on the market makes it possible for the consumers to shop

around and choose the price-quality combination that best corresponds to their tastes.
This advantage of shopping around disappears as soon as there is only one (central)
supplier;

- Needs and preferences are better perceived at a level close to the consumers than at a
higher level. It would, therefore, be more efficient to let the market take care of the
production so that it better fits the preferences of the consumers;

- Innovation usually increases when competition increases. This innovation process
increases efficiency and benefits the economy;

- It is often argued that efficiency gains of the market might eventually result in lower
administration costs than would be the case if the public authority were in charge, so it
is often argued. This statement, however, is to be treated with caution. Even if it were
true, it does not mean that the cost for the consumer would be lower because private
producers are also profit makers.

The principle of subsidiarity, when seen in this context, can be intetpreted as saying
that all activities should be left to the market unless it is inefficient to do so. In other words,
in economic terms, subsidiarity states that the government should content itself with

Pareto efficiency refers to a situation in which it is not possible to make someone better off without making
,umec~ne else worse off.
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correcting market failures or informational problems. Efficiency arguments for the welfare
state relate largely to the existence of such market failures and informational problems
causing inefficient allocation of resources. The possible sources of allocative inefficiency
are summarised in Table 3.6. The implications in the field of social protection will be
developed shortly. However, apart from this, we also show that there is an efficiency
argument to be made for the stabilisation and redistributive function of social protection. In
other words, it might well be the case that an insufficient level of social protection is
inefticient.

Table 3.6: Reasons why market provision is not always efficient
[nforznational problems

Tastes
Imperfect consumer information
Adverse selection
Moral hazard
Unpredictable probabilities of social risk
Interdependent probabilities of social risk
Probabilities of social risk close to imit~

Marke~t failures
. Public goods
. Merit goods
- Imperfect competition
- Increasing returns to scale
. Extemal effects
- Income externalities
- Non-clearing markets

Instances can be found where the market is inefficient and the first theorem of
welfare economics does not hold. Then, corrective action by the State - in the form of
regulation, taxation or subsidisation, or public production - is to be considered. These
instances have to do with market failures and imperfect information (see Table 3.6). Market
failures refer to imperfect competition (increasing returns to scale and natural monopoly),
externalities, the production of public goods and merit wants (goods and services the
government believes are consumed in too little or too large quantities), the non-existence of
a full set of markets (for all dates in future and all risks), failure to attain full equilibrium
(under-utilisation of resources). Informational problems include imperfect consumer
information, adverse selection, moral hazard and the fact that the probabilities of social
risks might be unpredictable, interdependent or close to unity. Imperfect information will
possibly result in the absence of some insurance markets. As Barr (1992) argues, the
correction of market failures can justify the existence of a residual welfare state.
Informational problems, on the other hand call for a welfare state that is more than residual.
The key here is that the government engages in a selection of activities that the market is
unable to provide efficiently. In other areas, conform to the principle of subsidiarity,
governments abstain from intervention.

3.3.1 Informationalproblems and the insurance market

One of the underlying assumptions of pure and perfect competition in economics is that
information is priceless and perfect. However, information is not priceless: there might be
some inefficiency due to the diversity of suppliers on the market. Moreover, information is
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not always perfect: the market cannot always deal adequately with problems of moral
hazard or adverse selection. ~ 5 The State is then called upon to take care of the production of
these goods and services. The problem of moral hazard, however, may even persist in the
case of public provision. Alternatively, it can also introduce some minimum quality or
safety constraints to be respected by private producers in order to convey the adverse
selection effect. It can also oblige the individual to buy a given quantity of a good or
service to circumvent the adverse selection problem.~~

Would the `invisible hand' lead to the establishment of social insurance markets'?
Intuitively, it is clear that self-interested individuals would be in favour of the introduction
of a social security safety net. Because individuals do not have perfect information about
their future - they might become ill, disabled or lose their jobs - and do not perfectly know
the probability of occurrence of these hazards, they want to ensure an income in case such
events occur. This results from the common assumption that individuals are risk averse.
Without having to appeal to any moral consideration, we can explain why self-interested
individuals would be supportive of a minimum income protection scheme when put behind
the Rawls' veil of ignorance. However, there is no straightforward way to organise such a
scheme on the market. Some might not be willing to pay a price for income protection that
they think is too high compared to their perceived probability of needing it. Before the veil
of ignorance is lifted, all are ready to participate but, once it is raised, people gain insight
into their capabilities and earning potential. This could lead to an adverse selection process
that would eventually lead to the disappearance of the market for income protection. Also,
some people (the free-riders) might not contribute at all to the system - expecting others to
pay - and thus profit from services they did not pay for. Eventually, if the probability of
calling upon the minimum protection scheme can be intluenced by the potential recipient of
the benefit - a situation referred to as moral hazard - the market solution would not be
sustainable either. In these instances of informational problems, the market is not efficient
in producing minimum protection.

Some risks are therefore thought to be uninsurable by the market. This may be
because the various risks cannot be pooled, because they involve an adverse selection
process or because of moral hazard. In the case of unemployment insurance, for example,
informational problems on employability, incentives and search intensity prevent the
existence of an unemployment insurance market. Moral hazard occurs when the
unemployed are able to influence their chances of getting a job without the insurer knowing
about it. However, there is also a second problem. Since unemployment can, potentially,
affect many people at once - as during an economic recession - private insurers are not
willing to assume that risk. This is because the possibilities for risk pooling are rather

" Moral hazard occurs when one of the parties in a transaction can take actions that affect the value of the
transaction by the other party and that thís other party does not have those instruments at its disposal to monitor or
enforce the transaction perfecdy. Adverse selection occurs when one of the contracting parties to a transaction has
relevant information that is not known by the other party.
~fi See Kreps (1990) for a more extensive and precise discussion of these informational problems.
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limited due to the positive correlation of the risk insured between insurance policies.
Unemployment risk is, therefore, ofren presented as uninsurable on the market. In health
insurance, adverse selection can also occur when insurers cannot discriminate between
good and bad risks. These problems reduce the possibility for the development of a viable
private insurance market and call for State intervention or regulation. For instance, making
insurance compulsory can solve the adverse selection problem."

The aim of social protection is to replace lost income (due to illness, old age, etc.),
to supplement income (family benefits) or to prevent income losses ( i.e. by providing
information and establishing safety rules). We will confine ourselves primarily to the first
of these three aims. The following model shows how the private market for social
insurance, in the form of minimum protection, is not sustainable. As an illustration, we use
the simplitíed insurance model presented by Atkinson ( 1989: 112-116). The model
considers a worker with the probability p of becoming unemployed and losing his wage
income as well as the probability (1 p) of remaining in work and earning his wage w. In
both states, he would get income from capital k. Say 8 is the premium paid and b is the
social minimum benefit received when unemployed. If employed, the worker would receive
an income of (1-~titi~k with a probability ( 1 p) and, when unemployed, an income of bfk
with a probability ofp.

In the no-insurance situation, the worker would get x-Fk if in work and k if
unemployed (point N in Figure 3.6). Supposing there are no administrative costs and that
the insurance is actuarially fair, then in the case of full insurance: (1 p)Sta~ - pb.'R The
worker is then allowed to move along the line N-F, with slope equal to ~~(1-p), according
to his preference. Assuming the worker is maximising his utility and that utility of income
is the same in both situations, the worker maximises (1 ~) U[w(1-b~fk] f p U[bfk]. [n case
of risk aversion, the chosen point would be F, the point giving total insurance.19 Full
insurance would be chosen by all risk-averse persons, whatever their degree of risk
aversion.

~' Note again that public insurance still bears the risk associated with moral hazard.
'" A lottery is said to be actuarially fair when the expectation of net gain is zero.
~~ when individuals are risk averse, their utility function is strictly concave. A fundamental theorem of risk
theory states that if the utility function of an individual is strictly increasing and concave, then the risk premium
associated to any lottery is positi~e. The indi~ idual prefers insuring the risk than not insuring it.
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Figure 3.6: Utility and unemployment insurance
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Say the administrative cost per insurance policy equals a, then the amount pa has to
be deducted from the benefit paid. This shifts the dashed line in Figure 3.6 downward,
bringing the full insurance point in F'. Whether or not the point of full insurance is the one
that will actually be chosen depends on the degree of risk aversion - i.e. the curvature of the
indifference curve - and the level of the administrative costs relative to the incurred income
loss. The person depicted in the figure is better off with full insurance, but if its indifference
curves were flatter (if he was less risk averse) or the administrative costs were higher, he
might prefer the no-insurance situation. We see that, in this situation, people take either full
insurance or they take no insurance at all.

If administrative costs of State insurance are higher than those of private insurance,
as it is sometimes argued, then we can expect more people to choose full insurance.
Therefore, the distortion resulting from the administrative costs will be lower in a private
minimum protection scheme. However, because of the economies of scale possible with
state insurance, this form of insurance might have an advantage over a multiplicity of
private insurers. Atkinson also argues that, if compulsory state insurance has lower costs (as
they might indeed have, see Gouyette 8r. Pestieau, 1999), it is possible that everybody
would be better offand social welfare would therefore rise.

Compulsory state insurance, however, offers less diversity of choice because it does
not allow people to opt out. Also, the argument in terms of diversity assumes that perfect
competition makes it possible to have a multitude of private insurers from which the

customer can choose. What if perfect competition is not sustainable on the insurance

market? In order to understand this, consider the situation in which people differ only in

their risk of becoming unemployed and that this risk is not readily observable to insurers.
One group has a probability p` of losing employment w~hile for the other group, this
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probability equals p, with p}~p . Both groups have the same degree of risk aversion. In
Figure 3.7, the indifference curves for both groups are depicted such that in each point the
slope of the indifference curve of the high-risk group is higher than the slope of the
indifference curve of the low-risk group. The line A-D shows all contracts that would break
even if both high and low risks purchase the minimum protection insurance. The slope of
this line depends on the probabilities p' and p- and on the proportion of both groups in the
population. The line AC ' is the locus of contracts that would break even if only the high
risks purchase insurance and AC - is the equivalent locus if only the low risks purchase
insurance. In such a situation, a problem of adverse selection appears.

Figure 3.7: Private insurance and sorting equilibrium

Income
while workine

Income
when unemployed

Assuming the insurers do not know, ex-ante, the risk of their prospective clients, it is
impossible to attain a competitive equilibrium, i.e. a set of insurance contracts such that no
other contract exists which, if offered, would make a profit. Supposing an insurer offers a
contract as soon as it can make a profit - and that it can do so without influencing the
behaviour of other insurers - then a solution could be somewhere on the locus A-D, where
both low and high risks purchase the same contract, say B. At that point, however, any
contract in the shaded area would attract people from the low-risk group. Insurers than have
the possibility to make a profit. This type of pooling equilibrium can, therefore, never be
stable.

Alternatively, we can ]ook for a separating equilibrium, with contracts along AC `
offered to the high-risk group and contracts along AC " offered to the low-risk group. Here,
the constraint is that, for this latter group, the contract lies on the segment A-E, so that the
high-risk group will not be attracted. In this case, a contract such as B, would be profitable
because it would attract people from the low-risk group.
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This example shows that neither a competitive nor a separating equilibrium is
attainable. Therefore, it is rather unlikely that the market outcome will be Pareto efticient.
Indeed, one condition to Pareto efficiency is full information. This condition is hardly ever
satisfied in practice. From the above discussion, it appears that the case for a private
minimum protection insurance market is not as straightforward as it might seem. If private
insurers could develop instruments for screening their clients and distinguish the good tiom
the bad risk groups they would concentrate on the former group, leaving the latter to its
own fate. Given this selectivity towards the good risks, Titmuss (1974) rejects the
"Residual Welfare Model" and argues in favour of the "Institutional Welfare Model" (see
also Chapter 4).

lt is such information problems that - alongside of equity (see above) and
stabilisation (see below) considerations - lead the State to make social insurance
compulsory. In the case of old-age or unemployment, where the risks are, respectively,
certain and positively correlated, the State assumes the provision of insurance itself.
However, public provision of social support may not result in an increase in total (public
and private) support. Public support may crowd-out private support because individuals
may then reduce the level of their savings and their support to family and friends.

3.3.2 Market failures and socialprotection

Increasingreturns to scnle and e.rternalities
First ofall, markets may fail when competition fails. This occurs if production costs decline
when the scale of production increases, as is the case with, for example, the distribution of
gas, water and electricity.'o The profit-maximising producer will charge a price that is
higher than the Pareto efficient price level and produce correspondingly less. In this case, it
would be more efficient to have one single supplier, a so-called natural monopoly. When
competition fails, correction mechanisms or production by the State may be required. The
existence of economies of scale in the production of public goods and in administrative
activities may justify production on a larger scale. Mitchell (1998) shows that a 1 percent
increase in welfare program participation leads to a less than proportional increase in the
costs to the magnitude of 0.6 to 0.9 percent. Moreover, Gouyette and Pestieau (1999)
provide evidence suggesting that publicly managed insurance systems are less costly than
privately managed systems. They do point to productive inefficiencies in welfare provision
programs (one could do better with less) - although it has been argued that they
overestimate the magnitude of these inefficiencies (Ravallion, 2001) - but recognise that
privatisation is not a solution.

Market production is also inefficient whenever there are positive or negative
externalities. Externalities occur whenever someone's utility or production relationships
include factors that are influenced by another party. Production at a higher level or

Z" This is referred to situations of increasing returns to scale.
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imposition of a transfer scheme - in case of environmental issues from the polluter to the
polluted - by a seníor authority makes it possible to internalise these externalities.`~ A
specific case involving income externalities was discussed in Section 3.2.

Merit goods: education and training
One of the failures of the market is its inability to produce public goods, or to produce them
in optimal quantity." There is no incentive here for the private producer to produce these
goods since, once these are manufactured, he cannot exclude anybody from consuming
them. Therefore, the State must be responsible for the production of these goods. Similarly,
it might be more efficient to let the State handle the production of goods for which
individual preferences are thought to be distorted (merit goods). Two main arguments can
be pointed out. First, if allocated an income supplement, individuals are not likely to
purchase the most appropriate level of education, health care, etc. The existence of these
merit goods is based on the assumption that individual preferences for these goods are
distorted or that income is too low to purchase them. Moreover, since these goods and
services directly influence general welfare, the government might wish to have close
control of the price, quantity and quality of these goods.

This argument is most applicable in the area of education. Modern economies do, of
course, profit from a well-educated, well-trained and healthy workforce. Human capital
accumulation is the key to a sustained economic growth, since it stimulates productivity
and investments. Specifically, investment in human capital - to improve the quality and the
skills of the labour force - can be used to upgrade the productivity of workers whom
productivity level is too low compared to the level of the minimum wage. Much research
has been devoted to showing the positive effect of human capital on economic
performance.'̀ 3 Education and training contribute to developing talent into human capital
that it can be used in the production process. Education increases the quality of the labour
force, thereby enhancing marginal productivity. This effect can be amplified through on-
the-job training. By the same token, education contributes to the development of the
infrastructure, which has an undeniable effect on the investment climate, especially
investment in the high technology~high qualification sector. It must be stressed that
investment in education only has positive effects in the medium and long-term. This is best
illustrated by the UK situation. Here employers have urged the government to support
primary schools in order to avoid the extension of illiteracy. In the longer term, this might
have important consequences for the maintenance of labour skills. Education and training

'-~ Coase and Meade have suggested a market solution to the problem of extemalities, respectively through
negotiation between the parties and merging of the activities of the parties. When none of these solutions is
applicable possible solutions are: regulation, imposition of a Pigovian tax~subsidy, or production at a higher level
(see Barr, 1989: 62).
-- Public goods, such as national defence, are characterised by non-excludability and non-rivalry: nobody can be
excluded from consuming the public good and the consumption by one more individual has no effect on the level
of consumption by others.
23 Barro and Sala-i-Martin (1995) provide a review of the literature.
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of the long-term unemployed is also productive in that it maintains human capital stock
which can be used in the production process when necessary (economic upturns).

In a recent article, Chiu uses an overlapping-generations model to show that a more
equal distribution of income implies higher human capital accumulation and economic
performance (Chiu, 1998). He argues that in a market economy, one's material resources
have an impact on the possibility to develop and use one's talent. Assuming that receiving
education is a necessary condition for fully developing one's talent and that education is
costly - and assuming declining marginal utility - the wealthy will find it cheaper to
educate their offspring and purchase more education. This possibility would be denied to
children from poorer families. Assuming that talented individuals create more human
capital, total human capital increases when wealth is redistributed from rich to poor. Rich
families will see the opportunity cost of sending their less talented children to college
increase and will stop sending them while the poor, who are made richer, find buying
education justifiable for their more talented offspring (more talented than the riches'
offspring who drop out). To the extent that human capital is a determinant to growth,
greater income equality will then contribute to better economic performance. His
conclusion does not sustain the idea that redistributive taxation will improve economic
performance because it does not take into account the disincentive effects. The conclusion
holds if the disincentive effect of making taxation more progressive is low or if there is a
one-off - previously unannounced - increase in progressive taxation.

3.3.3 Socialprotection enhancing allocative efficiency

While it is often recognised that the benefit system has a disincentive effect on work effort,
it may also induce risk-taking. Sinn's theoretical model indeed shows that the welfare state
fulfils a risk reducing function (Sinn, 1995, 1996). When protected by the benefit system,
people engage in risky and profitable economic activities which they would probably not
undertake otherwise. Using panel data for the US and Western Europe, Bird (2001) indeed
shows that measures of risk are positively correlated to the GDP share of social spending.
However, further investigation is needed to determine how much the dominant culture of a
nation (for example, US vs. European countries) affects the behaviour of individuals.

One could also argue that income support for the unemployed, ill, those on maternity
leave, etc. has a positive effect on transitions within the labour market and, therefore, on its
flexibility. Because of the existence of social security there can be more flexibility in
employment contracts and job search can be more efficient. Because unemployment
insurance secures an income when out of work, the unemployed are able to search for
another job that is in line with their skills (Atkinson á Mogensen, 1993).

On the basis of the job search theory, one would expect that higher unemployment
benefits would increase the duration of unemployment. Yet, a review of the research done
by Jehoel-Gijsbers et al. (1995) in the Netherlands shows no conclusive evidence for this
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theoretical expectation. Moreover, a recent study of UK unemployed suggests that those
who took longer to find jobs tend to be rewarded with more stable employment (Báheim 8z
Taylor, 2000). Two corollaries are that human capital is used more efficiently and that
mismatch is less likely. An active labour market policy obviously has a role to play here.
Because the unemployed receive benefits when out of work, they are able to interact in
economic and social life and invest in training. In the long run, it helps them maintain their
employability and facilitates their reintegration into the labour force. Here again, an active
labour market policy might help attain these goals. For the long-term unemployed, in
particular, an active labour market might increase the chances of re-employment.

As strange as it may seem, unemployment benefits can also be expected to have a
beneticial effect on the mobility and flexibility of the labour force. This is in spite of the
fact that the welfare state is often under attack because of the suggested distortive effect of
labour market regulations and social programmes, which are said to reduce labour market
flexibility. In fact, there is little or no evidence that social programmes have a negative
effect on labour market flexibility. The contributors in Blank (1994) show that:
- The relaxation of lay-off regulations in Belgium, France and Germany has not lead to an

adjustment of the number of hours worked in response to macro-economic shocks;
- Despite its stricter labour market regulations, Japan achieved a higher rate of economic

growth in the 1980s than the US;
- While it is expected that the State, through its housing market policy, would impede

labour market mobility and flexibility - it tends to tie workers to one location - there is
little evidence for such effects;

- In Spain, mandated fringe benefits taxes have had little impact on the labour market;
- In the US and the UK, there is little difference between the public and the private sector

in labour market response to economic changes.
One comes to the conclusion, when analysing labour market incentives, that labour

market elasticities are quite small as are the effects of taxes and transfers on the labour
supply (Atkinson 8z Mogensen, 1993). Although there is evidence that specific welfare
transfer payments (retirement, sickness, parental leave) affect the number of hours worked,
taxes and transfers generally have a smaller effect on male than on female participation
(Atkinson 8z Mogensen, 1993).~'

In Europe, provisions such as matemity leave, parental leave and palliative care
represent opportunities offered by the social protection system on to which more flexibility
on the labour market can be grafted. Such facilities respond to family needs while, at the
same time, guaranteeing a high level of job security. This European approach is quite
different from that in the US.

'~ See also Moffit (1992) for an extensive review of the incentive effects of the welfare system in the US.
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Social Capital
Investments in social capital formation are also a way of enhancing economic performance.
Solidaristic or "dense" social relationships, according to Coleman (1986), are attractive not
only from a pure sociological point of view, but also from an economic one. One is more
likely to engage in economic exchange with people one trusts. Dense social relationships
enhance social trust and reciprocity and, therefore, increase the chance that people will
engage in economic exchange. Putnam et aL (1993) also show that social integration is a
key element ofeconomic development. They present evidence that social integration can go
hand in hand with economic success: membership of choral societies as well as co-
operatives and football clubs are good predictors of a strong and effective local democracy
and economy. Moreover, to the extent that the welfare state contributes to social inclusion,
it contributes to the supply of labour and, in the longer term, to an improvement of its
quality (Pedroso, 1997). The absence of the social welfare system would, however, mean
loss of allocative efficiency. This is clearest in the case of health and safety. Occupational
accidents and illness impose a cost on the economy in terms of productivity loss. The
welfare state plays a preventive function in setting health and safety regulations that help
prevent accidents and their associated productivity loss. When accidents or illnesses do
occur, health care contributes to a prompt restoration ofgood health and limits productivity
loss.

More generally, there is an opportunity cost of not having (or having an insufficient
level of) social protection. For example, in the absence of socialised health care, health
insurance would have to be provided privately. This can turn out to be very costly and still
leave many unprotected, as is clearly the case in the US. Similarly, the opportunity cost of
inadequate redistributive policies is not only inequity but also higher crime and social
unrest, leading to higher private security and insurance costs. What the argumentation
above shows is that there is but a thin line between social and employment policy.

3.3.4 Efficiency argument with regard to stabilisation

Anti-cvclical effect
Perhaps the most recognised effect of the benefit system is that it smoothes business cycles
by diminishing the volatility of demand. This anti-cyclical effect comes into play because
expenditure tend to rise when there is a downturn in the business cycle and fall when there
is an upturn. Social protection then helps limit the dead-weight loss resultíng from volatility
in the economy. Evidence for the US and Canada shows that federal tax and transfer flows
cushion 31 and 17 percent, respectively, of regional income shocks (Bayoumi 8z Masson,
1995). The long-term redistribution effects are estimated at 22 and 39 percent, respectively.
The estimates for the EU Member States are similar to the US. Sala-i-Martin and Sachs
(1991) estimate that tax and transfer adjustments eliminate up to 40 percent of income
declines. These estimates show that it is possible to cushíon adverse economic shocks by
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borrowing and budget deficit. However, the fiscal constraints of the EMU greatly limit the
possibilities to do so.

The argument presented above must be seen in the context of Keynsian economic
policy: by guaranteeing income during unemployment, illness, etc., the benefit system
stimulates demand and restores economic growth. The significance of social assistance also
has to be valued in this context. It is the protection of last resort. Residents who have no
rights to replacement income - or have lost these rights - can still benefit from social
assistance if they satisfy the conditions of ineans test. Social assistance then clearly plays an
economic role in terms of sustaining aggregate demand. An active policy of reinsertion -
along with social assistance - can play a major role in training long-term recipients and
putting them into the labour market.

Nonetheless, the social protection system has often been under attack because it is
believed to impede growth. However, a review of a number of studies by Atkinson (1996,
1999) shows that there is no conclusive evidence for this. More recently, Arjona et al.
(2001) have provided evidence with respect to increased market inequality in almost all
countries in the OECD. They note that total household income inequality has also
increased, but this trend was less general. A close examination of the data does not lead to
the conclusion that a wider income inequality is good for growth. The authors show that, on
the balance, social expenditure seems to be bad for growth. However, it does depend on the
type of expenditure considered. In the margin, spending on active policies seems to have a
positive effect on growth.

The social protection system can also be viewed as a form of institutional saving.
Through compulsory old-age and unemployment insurance, for example, workers operate
an intergenerational or intertemporal income transfer. They trade off consumption today for
consumption when retired or unemployed, and therefore also limit the volatility of
aggregate demand.

Socialpeace
An adequate level of social provisions also contributes to social peace. Because social
conflicts disrupt employment, destroy infrastructure and deter investment, their prevention
- through the benefit system - is beneficial for investments and productivity. Social
cohesion is expected to have a positive effect on the creation of prosperity (Begg 8c
Berghman, 2001). Kennedy et aL (1998) provide some evidence for the relationship among
inequality, social capital and social peace. The authors, using data for 39 US states, come to
the conclusion that income inequality correlates strongly with violent firearm criminality
and social capital indicators such as per capita group membership and lack of social trust.
Social capital variables also correlate strongly with violent firearm criminality. The authors
also suggest that the effect of inequality on criminality is partly mediated by social capital.
Extending this argument, it can be noted that social transfers enhance social cohesion and,
therefore, reduce the risk of production disruption due to social conflicts. There is an
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opportunity cost to the absence of social assistance, in terms of increased social unrest and
criminality. Because social unrest and criminality are costly for the economy - they divert
resources from their productive ends, destroy infrastructure or reduce investment -
minimum income protection can be seen as a productive factor. In this sense, social
transfers contribute positively to the social climate. When the social climate is good,
enterprises can go about their business without concern for possible disruptions.

Recent trends towards individualisation have substantially increased the risk of
family instability and single parenthood. These demographic processes are not without
consequence for the general well-being of, in particular, children. This is especially true
because the primary sphere of redistribution and welfare is the household. Social assistance
is one way of preserving well-being. It mends the problems of a social protection system
that is not fully equipped to deal with the changing reality ofsociety.

In conclusion, we can say that there is an efficiency argument to be made for
redistribution. Economic efficiency and equity do not necessarily conflict with one another.
They can easily go hand in hand.

3.4 The economic role of central and decentral authorities

3.4.1 Subsidiariry anditscalfederalism

At present, the EU Member States are being pressured due to two developments. First of
all, Member States are yielding power to the European Community as a result of the
European integration process. Secondly, within the Member States, there is a process of
decentralisation such that functions of the central public authorities are being transferred to
local governments or the market.25 In both these processes, there is the problem of choosing
a frame of reference - i.e. Europe, the Member States, the decentral collectivities, the
market - for the economic function generally performed by the State.

Theories of fiscal federalism provide some insight into whether, in a federal setting,
the central authority - or rather the decentral entities - can perform the allocative,
stabilisation and redistributive functions. The principle of subsidiarity assumes a significant

role in economic theories of fiscal federalism. In this context, it means that what can be
achieved efficiently by sub-central entities should not be done by higher levels of
government. Subsidiarity prioritises policy or system competition among decentral entities.

Although the EU is not a federation senso stricto (there is no central EU government, for

example) it can be thought of in terms of a federal construction in which sub-central entities

- the Member States - relate to a central authority - Europe and its institutions. Therefore,

the implications from fiscal federalism literature do apply to the EU framework. In this

section, we evaluate the relevance of the findings for the European context, especially in

`' Note, however, that minimum protection schemes are organised at the national level in the large majority of

EU countries (van Oorschot 8r Smolenaars, 1993).
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the field of redistribution and minimum protection. We argue that the choice of the
preferred frame of reference should not solely be guided by efficiency considerations.
Concern for social equity should also be taken into account.

3.4.2 Fiscalpolicy and the stabilisation of economic shocks

The stabilisation function relates to the internal and external economic equilibrium. It
implies control of monetary policy, prices (inflation), growth, the balance of payments, etc.
Although the economic conditions may differ among sub-central areas, there is little
support in fiscal federalism literature to allow macro-economic stabilisation policies to vary
among these regions. Because of the obvious side-effects of such policies, the use of
stabilisation instruments requires centralisation. If, for example, the decentral authorities
were to have the power to create their own money there would be an incentive for
expansionary monetary policy what would induce inflation. If decentral authorities were
able to run budget deficits in order to absorb adverse economic shocks, there would be spill
over effects into other areas, especially when the propensity to import is large. This is
particularly true when economies are open - as within the European Economic and
Monetary Union (EMU) - so that the expenditure multiplier would be rather small (see
Oates, 1972: 5). As Gourinchas (1997) argues, federal fiscal policy acts as an automatic
stabiliser in the presence of asymmetric shocks. Lee (1998) argues that while, on the one
hand, local redistribution responds best to the local demand. On the other hand, a
centralised system of redistribution is superior when economic shocks are asymmetric. This
is all the more true when local jurisdictions have fewer possibilities of correcting
imbalances by borrowing or running budget deficits. Similarly, Sinn (1993) argues that, on
the one hand, interregional social transfers are a means ofpromoting social peace in Europe
and thus contributing to the full exploitation of the economies of scale in a large EU
market. On the other hand, he points out that such transfers work as an insurance
mechanism because today's wealthy regions might need the poor regions' support when the
roles are reversed.

By agreeing to take part in the EMU, the Member States (or at least a number of
them) have constrained themselves in the use of their monetary, budgetary and fiscal
instruments. These nations have forfeited their main instruments for restoring
competitiveness: i.e. the exchange rate and possibility to run budget deficits. In the longer
run, it is expected that the efficiency gains of the single market will be favourable to
employment and economic activity.26 This, in turn, should benefit social security.
Nevertheless, it is uncertain whether or not these benefits will be equally distributed among
groups of individuals and among countries within the EU (Begg 8z Nectoux, 1995). Since
there are no redistribution mechanisms at the European level (with the exception of the

'~ Efficiency gains from international trade and efficient allocation are expected. In 1998, the Cecchini report
expected an additional yearly GDP increase of 4 to 6 percent in the EU.



Subsrdiarrh~ in economics 57

Structural Fund and the Social Fund which have only limited budgets), the future of social

security and social integration are at stake.
From an economic point of view, the advantages of the EMU are not equal among

Member States. Convergence of interest rates, inflation and wages leads to an increase of

real labour costs. This has a negative effect on productivity in the economically weak

regions, thereby increasing unemployment in the short-run. For the moment, it might be too

much to require compensation mechanisms among nations through solidarity mechanisms.

However, with the potential of increased labour market mobility and new social risks,

social policy at the European level will need to move forward in the direction of open co-

ordination, as did employment policy. Integrating social and employment policy further at

the European level is a guarantee for a strong Europe.
When the EMU is fully brought into operation, its members will only be able to

respond to economic shocks through a limited set of instruments: i.e. in and out migration

of production factors, increased labour market flexibility or variations in the cost of

production factors. However, implementing any of these measures is not without problems.

The use of migration as a stabilisation instrument is debatable and politically sensitive.
Moreover, migration flows are difficult to steer. Given that in open economies, such as in

the EU, countries are price takers, it is impossible for them to significantly alter the return

rate of - highly mobile - capital through changes in capital taxation. Restoring

competitiveness by increasing wage flexibility also has its problems. Because wages are

sticky, adjustments will be slow and probably insufficient to correct a temporary
disequilibrium. Labour costs can, however, also be made flexible through changes in taxes

and social security premiums. This will, however, inevitably lead to a sobering of public

provisions and open the possibility for social dumping (see below). Because price and wage

rates comparisons will become easier within the EMU, labour mobility is likely to increase

in reaction to wage differentials. The wage, however, is not the sole aspect of labour costs.

Fringe benefits also play a part and can be at stake when competition increases. Although

labour market flexibilisation potentially improves allocative efficiency - and therefore

function as a stabilisation instrument - flexibilisation also increases work insecurity.'`'

However, using labour market flexibilisation as a stabilisation instrument has its limits too.

This is particularly the case when the labour market is tight.'R In the following, we

concentrate on the distributive and allocative effects of wages and taxes, as wel] as the

effect of migration.

3.5 Redistribution and allocation in theories of fiscal federalism

Factor mobility in response to wage or fiscal differentials, plays an important role in models

of fiscal federalism dealing with the desirability and sustainability of decentral

'' A recent survey of flexible labour in a number of EU countries can be found in Dekker (2002).
`g See Fouarge á Kerkhofs (Z000) for evidence for the Netherlands.
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redistribution policy. In discussing the interplay between allocation and redistribution in a
federal setting - and referring to the above allocative efficiency argument for social
protection (see Table 3.6) - we will pay attention to the differences in preferences for
redistribution and income externalities among decentralised levels of government. Factor
mobility, with its impact on social tourism and social dumping remains, however, one of
the major issues in the literature of fiscal federalism.

3.S.I Factorallocation in an economic union

From a macro-economic point of view, the Hecksher-0hlin model predicts that economic
integration will conduct to an alignment of unit production costs, at least in the exposed
sector. Either free trade or free migration will lead to the international equalisation of factor
costs and an efficient allocation of production factors. Similarly, Tiebout (1956) associates
government activity in a multi-level government to market mechanisms. A diversity of
local governments - with their own sets of public services - enables individuals to choose
the location that best suits their tastes and preferences. If citizens (and investors) are
dissatisfied with the provision of local public goods, they will `vote-with-their-feet' and
migrate to another sub-central entity. This process will lead to an efficient allocation of
factors, just as the invisible hand leads to an efficient allocation of resources on the market.
However, the Tiebout model must be qualified since it rests on a number of unrealistic
hypotheses. There is, for example, no full competition among decentral communities, a
limited number of communities, no free access to the creation of new communities and the
decisions concerning the production of public goods involves more than pure profit - it is
also the result of a political process. The aforementioned allocative efficiency gain due to
mobility of labour and capital does not always hold. As Boadway and Wildasin (1984)
show, this inter-local mobility - induced by tax differentials or variations in the level of
public goods - might not be desirable from a collective point of view. Inefficient labour
migration will result when total local expenditure is on pure public goods, financed by
residence-based taxes, or on private-type public goods, financed by source-based taxes. By
the same token, mobility of capital is expected to result in tax competition among local
jurisdictions. Ultimately, it will lead to zero taxes on capital, which implies either a
reduction of public expenditure or an increase in the taxation of other production factors,
neither of which is an optimal outcome.

Adverse selection also accounts for the inefficiency of sub-central redistribution.
Basically, allowing for policy competition in fields where governments first stepped in to
correct market failures is just as likely to result in those same failures (Sinn, 1997).
Redistribution and insurance are two sides of the same coin. Policy competition in the area
of redistribution is equivalent to the insured choosing their insurance company ex-post
(Sinn, 1993). The market breaks down because the rich or skilled choose the night-
watchmen State while the poor or unskilled choose universal coverage. In the presence of
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mobile production factors, mobility is likely to result in a sorting effect making
redistribution policy impossible. Wildasin (1997), however, argues that an integrated labour
market with free mobility works as an insurance against income risk, so mobility ensures
equalisation of factor income and makes redistribution redundant.

3.5.2 Factor mobility

Factor mobility plays an important role in the models of fiscal federalism. Fiscally induced
labour mobility is shown to decrease welfare because fiscal differentials trigger mobility
that does not follow from factor price differentials. Moreover, factor mobility is conducive
to a reduction of the tax base (due to out migration) and an increase in the tax burden for
the immobile production factor.

Mobile labour
Models show that, when factors of production are assumed to be immobile - or that
mobility is very costly and sub-central areas have different tastes - decentralisation of the
redistributive function is most efficient (Pauly, 1973).`9 Autonomous governments can
determine their redistributive policy according to what they consider to be an acceptable
distribution ofwelfare.

However, the situation changes when production factors are assumed to be mobile.
From a macro-economic point of view, economic integration leads - in the exposed sector -
to the alignment of unitary costs of production among nations. From a micro-economic
point of view, the integration process leads to an increased mobility of production factors.
Indeed, production factors will be responsive to fiscal differentials. Labourers will locate
themselves in the sub-central area where their utility (or net income) is maximised and
capital will locate itself where its returns are maximised. In general, labour and firms will
migrate to the areas where they maximise their fiscal residuum (the net fiscal benefit).
Jurisdictions will try to keep their mobile factors of production and attract industry by
downward competition on taxation (social dumping). This will lead to a deficient tax base
and an inequitable tax burden.

Suppose, for example, that the world consisted of several regions and that there were
two groups of workers, the skilled and the unskilled, in each region. In the absence of
mobility, each region could carry out its own redistributive policy and operate transfers
from the skilled to the unskilled up to their level of choice (the level that maximises
welfare). If the mobility of the skilled workers were introduced, such an outcome would no
longer be possible. The skilled, who were richer and had to pay for the cash transfers to the
unskilled - who are poorer - would now have the possibility to migrate and locate
themselves in the region where their after-tax income is maximised. We could expect them
to migrate to regions where taxes are lower. Unskilled labourers could also maximise their

Z~ Migration costs include the monetary, as well as the social and psychological, cost ofmigration.
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afrer-tax income by moving to regions where redistribution is higher than in their region of
origin (social tourism). In a small-country setting, it can be concluded that the redistributive
tax has no effect on the net income of the skilled workers, but that it results in inefficiency
costs supported by unskilled workers.

Musgrave (1959) and Oates (1972) argue that the central government should have
the final say in matters of redistributive policy. If not, there might be incentives for the poor
to migrate to regions with more redistribution and for the rich to migrate to regions with
less redistribution and lower taxation. It is interesting to note, in this respect, that the
English Poor Laws were originally designed with a no-mobility clause, implying the benefit
could only be paid to the residents within their own parishes. This was done in order to
avoid undesirable migration flows. Buchanan (1950) also points to the fact that, even if the
various jurisdictions were to follow the same redistribution policy, there would still be
incentives for the poor and the rich to migrate to countries with a greater proportion of rich
because the fiscal resíduum in these countries is higher. For an identical level of public
expenditure, taxes can be lower in the region with the highest income per capita than in the
region with the lowest income per capita. This calls for compensating mechanisms. Unless
fiscal policy is distributionally neutral (lump-sum) - which is generally not the case - there
is a potential for migration flows which undermines national redistribution policies. High
fiscal pressure would result in the segregation of rich and poor.

Mobile capital
As capital is generally more mobile than labour, it will tend to be even more responsive to
fiscal differentials among regions and render the redistributive policy through capital
taxation even less sustainable. The mobility of production factors across sub-central entities
hampers the redistributive policies of national authorities.;~ Gabszewicz and van Ypersele
(1996) and Lejour (1995) have shown that competition in the capital market leads to under-
provision of social protection compared to the optimal level under autarky (see also Cremer
et al., 1995, Oates, 2001). It therefore follows that there will be an incentive to diminish
taxation for the most mobile production factors in order to keep them within one's own
economic system. This is even more salient for countries with high debt levels, since they
rely heavily on taxation to finance this debt. Within an integrated economy, an equilibrium
can only be achieved if the optimal levels of fiscal pressure and redistribution are decided
upon, or co-ordinated, by a higher authority that takes into account the costs and benefits in
the sub-central areas. Redistribution then calls for central intervention - or a co-operative
solution - in order to internalise these externalities. Cremer and Pestieau (1996)
demonstrate the possibility of a co-operative solution within a federal setting.

`~ Not only the actual mobility ofproduction factors has this effect, but the mere fear for mobility has the same
consequence. Because they fear mobility, the authorities will be reluctant to establish a redistribution scheme that
is more generous than that of their neiehbours.
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3.5.3 Relevance of the mobility argumentfor Europe

Although a number of American studies support the hypothesis that there is an effect of
welfare differentials on geographic mobility - and that this potentially depresses the level
of assistance benefits - they are not in agreement on the size and significance of the
effect.3 ~ The results are inconclusive concerning the expected depressing effect of welfare
migration on social security benefits. Wildasin (1989) suggests that there are potentially
large welfare losses due to fiscal competition. Nord (1998) demonstrates that in the US
mobility of the working-age poor turns out to be at least as high as that of the non-poor, but
that it also reinforces existing spatial concentration of poverty. Regions wíth large
proportions of low wage jobs attract the poor.

But is this assumed mobility of production factors realistic in the European context?
Here, we need to distinguish among labour mobility, mobility of idle labour force and
mobility ofcapital.

Capital is the most mobile of all production factors. Industrial activity can relatively
easily be relocated to regions where productivity is higher and production costs lower. In
the open economy of the European Union, we can expect that fiscal competition among the
Member States will have an impact on the localisation of capital.

Although cross-country mobility of labour induced by tax differentials does take
place in Europe it occurs at such a low rate that it does not seem to threaten the
redistributive policy of the Member States. Aside from information problems, the fiscal
gain obtained from moving to a region with lower taxation does not always make up for the
costs of moving. Cultural and linguistic differences, as well as the psychological toll
associated with migration, may impede labour mobility. In the long run, however, when the
monetary and economic union are a step further, information on wage and taxation rates
will be cheaper and easier to obtain. This might stimulate migration streams.

The mobility of the idle labour force (the welfare recipients) is seen as a threat to the
redistribution policy of the Member States. However, the mobility of this group is generally
quite low. While workers are granted the right of residence when moving to another
Member State, they are generally denied residence when unemployed.3` In general, the
right of residence will be denied to workers applying for social assistance. From the point
of view of labour mobility, there do not seem to be any practical problems in carrying
heterogeneous minimum protection policies within the Member States of the EU.

At first glance, the Pauly model of decentralised redistribution seems to best fit the
European situation. However, according to Wellisch and Wildasin's review, immigration
among EU countries appears to be quantitatively significant (Wellisch 8z Wildasin, 1996).
They see five reasons for continued high rates of migration in Europe:
- The demographic pressures due to rapid population growth in neighbouring regions;

" See Brown 8c Oates (1987: 320-323) and Moffit (1992: 31-36) for a review.
'Z Except for a limited period of three months in order to look for employment.
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The favourable migration policy of some EU countries;
The large income differentials between EU countries and neighbouring nations;

The important risks of political and economic instability in Eastern Europe and North

Africa;
The enlargement of the EU or the extension of the right to move freely to citizens of

non-EU countries.

EU enlargement
Given the lower average skill-levels of the labourers in the Central and Eastern European

candidate countries - and their expected receptivity to wage differentials - mobility is

expected to increase.3~ These new low-skilled migrants will compete with low-skilled

nationals which will depress wages at the lower end and exacerbate inequalities. There is

evidence that migrants are indeed over-represented in blue collar jobs compared to white

collar jobs (OECD, 2001: 173, 176). Furthermore, Lejour et al. (2001) using a general

equilibrium model for the world economy show that, although the economic effects of the

EU enlargement are positive they are dominated, in some cases, by negative migration
effects of workers with average skills level. This leads - especially in Germany - to a

decrease of the low wage~high wage income differential and to a reduction of the GDP per

capita. This negative migration effect also increases - and extends to other countries -
when it is assumed that the migrants are exclusively low-skilled.

Competitive markets generate considerable inequalities. Because the EU aims at

stepping up growth, integrating markets and increasing efficiency, it also needs adequate
redistributive policies. After all, one of the aims of the EU is to combat exclusion.

3.5.4 Redistribution: a localpublic good?

The decentral supply of social security has an obvious advantage when tastes differ among

the various regions. Local authorities are better informed - have easier and cheaper access

to information - about the preferences of their residents with respect to the degree of

redistribution they desire. When the income distribution enters the individual's utility

function, it could be seen as a public good (see also Section 3.2). The efficiency of

decentralised redistribution actually depends on whether one sees it as a local public good

(Pauly, 1973) or not (Thurow, 1971). When the own locality's income distribution matters

and there is no mobility, as in the Pauly (1973) model, a decentral system of redistribution
is most efficient and maximises the locality's social welfare function (see also Wildasin,
1997). If these regional specificities were ignored and redistribution policy were centrally

allocated, this would cause welfare losses. It would be inefficient, because in some regions,
redistribution would be too low and in other regions too high. If, on the contrary, the overall

'' The applicant countries are Bulgaria, Cyprus, the Czech Republic, Estonia, Hungary. Latvia, Lithuania, Malta,
Poland, Romania, the Slovak Republic, Slovenia and Turkey.
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distribution of income has priority, redistribution is a pure public good and a centralised
redistribution system is optimal (Brown 8z Oates, 1987, Buchanan, 1950, Thurow, 1971).
The well-being of the poor is of general concern and there are externalities associated with
a decentralised system of redistribution which lead to lower than optimal welfare payments.

In summary, the larger the factor mobility the weaker the case for decentralised
redistribution. However, the larger the differences in tastes the more efficient a
decentralised system. It seems, however, that the dominant pattern in European countries is
to organise minimum protection schemes at the national level (van Oorschot 8c Smolenaars,
1993). When preferences for redistribution differ among jurisdictions, neither a decentral
nor a centralised system of redistribution is optimal when there is mobility. In such a world
- that closely resembles the EU reality - optimality requires local redistribution
mechanisms and federal subsidy or grant mechanisms to correct for externalities.

Models of fiscal federalism - which consider the maximisation of a single social
welfare function - are too remote from the EU reality to draw useful conclusions
concerning redistribution policies in Europe. Such models assume that the EU social model
has already been shaped. In reality, Europe is in the process of doing so and a great deal of
political effort is still needed. However, the use of a single welfare function is not essential
in determining a role for the EU. As has been demonstrated, when Member States
maximise their own welfare function, mobility of production factors results in sub-optimal
levels of redistribution. In an economic and monetary union, selective mobility is likely to
impede Member States in their optimal redistributive policy. Some correcting mechanisms
at the EU level are, therefore, required.

3.6 Conclusion and discussion

Critics claim that while the welfare state enhances equality and reduces poverty, it has a
negative effect on the level of public deficit, productivity, labour market participation, work
incentives, economic growth and competitiveness and the rate of savings and investments.
However, hardly any conclusive evidence has been produced yet (Atkinson, 1995, 1996,
1999). What is often forgotten is that, if one wants to measure the cost of the welfare state
in terms of efficiency losses, one needs an alternative model to which these costs can be
compared. If the alternative is the pure laissez faire, one should not forget that the market
embodies several failures. Moreover, a financial burden will always be the counterpart of
the provision of the goods and services presently provided by the social protection system.
Whether one chooses State or market provision, one must still pay for it. In the end, the
latter might not be cheaper - both in financial and efficiency terms - and it carries the risk
of social exclusion for those unable to pay.

It can be argued that social protection is far from an economic burden. It is a
productive factor contributing to political stability and economic dynamics. Social
protection systems can potentially support life-long learning and keep the work force
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employed longer. On changing and dynamic labour markets - such as transitional labour
markets with increased flexibility of the labour market, part-time work, non-linear careers
(Schmid, 1998) - it contributes to the acceptance of new social and economic risks. With
the rise of the knowledge-based society, some people will face new risks and uncertainties
and may lack adequate skills to enter or re-enter the labour market. Social protection is then
needed to compensate for these risks. However, it is becoming clear that it is in need of
modernisation in order to be able to cope with newly emerging social and economic
patterns - ageing, changing nature of work, changing in the gender balance in working life
and co-ordination of national social security schemes for people moving within the EU
(European Commission, 1997, 1999). Another issue relates to the changing size of
economic units. According to the principle of subsidiarity, there is a large role to be played
for intra-household transfers and mutual help within the household. With the advancement
of individualisation, the decrease in the number of persons per household and the rising
numbers of single parents, this type of welfare provision is under growing pressure. The
recourse to public or private insurance mechanisms is due to increase.

The fact that markets present some failures does not imply that government
intervention will, by definition, lead to an improvement. The government does not always
have all the necessary information at its disposal. It is also possible that pressure groups or
interest groups affect the policy outcome. Furthermore, an extensive bureaucracy can be
source of inefficiency. It is possible, as we have shown that public intervention can correct
market imperfections, in particular in the field of social protection. In other words, we use
these insights as an organisational framework. A full understanding of the matter requires
an analysis of how the State, as an institution, works, which is beyond the scope of this
research.

It should be noted that the potentially positive effects of social protection mentioned
above depend on the details of the systems. The financing, the incentive structure within the
system, as well as the efficiency of policy delivery will affect economic performance.
Social protection has multiple functions. The regime type or the way social protection is
designed to attain these objectives will determine the balance of the effects in terms of
economic and social performance (see Chapter 4). From the point of view of subsidiarity,
the labour market and the family are the primary institutions for maintaining one's standard
of living. In the liberal tradition, the welfare state can only be subsidiary to these
institutions. The family, because of intra-family transfers and mutual help, plays an
important role as a risk-sharing institution. Parents care for their children and - at later age
- vice versa. Partners, through income pooling, also insure each other from income
fluctuations. However, socio-demographic changes - increased individualisation and its
effect on loosening family structure, and the rising number of singles and single parent
families - hinder this insurance function. The ageing of the population can also be
mentioned here. The elderly have an effect on the public budget due to their increasing
numbers relative to the active population. Moreover, there is an increased need for adequate
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income protection schemes because the elderly tend to be more risk averse than average.
Increased labour flexibility certainly contributes to allocative efficiency, but it also
increases the income risk and weakens the labour market position of the lower skilled.
Well-designed compensation mechanisms are required to help individuals absorb these
shocks. A shift from a passive compensation policy in unemployment insurance to an active
policy increases the productive effect of minimum protection schemes. From the point of
view of positive subsidiarity - and in the wake of the knowledge-based society - an
upgrading of human capital and employability, especially among the vulnerable workers
with obsolete skills, would also increase this effect.

Nation-states are not an island; they interact through numerous institutions. Fifteen
European countries take part in the EU and a smaller number have, furthermore,
accomplished the EMU. The EU construction has consequences for the social protection
system of the Member States. When capital is highly mobile and households are ready to
cross boarders, Member States are constrained in their ability to deliver adequate levels of
minimum protection. The two main risks arising under the pressure of mobility are: social
dumping through fiscal competition and social tourism. Fiscal competition in the EU has a
disciplinary effect which is welcomed by those who fear Leviathan. However, the welfare
state is a productive activity of governments. Moreover, fiscal competition among Member
States leads to an opportunity cost. It would be more lucrative to invest in improving
Europe's competitive position with the rest of the world and to increase Europe's share of
the world market. There is growing understanding that the EU is more than a mere market.
Economic progress is certainly required to position the EU in the world economy and make
it competitive. It is also certainly required to make the financing of social protection
feasible, but a social market economy is certainly an option. As the EU Member States
become increasingly integrated, income disparities among them become less ethically
acceptable. It seems rather unlikely that in the short run social tourism will occur within the
EU. However, when the free mobility of citizens is fully operationalised, the risk of social
tourism becomes more realistic. Moreover, the enlargement of the EU is likely to lead to
increased mobility, especially from low-skilled workers. The expectation is that this will
exacerbate inequalities and obstruct the Member States' redistributive policies.

The need for a fine-tuning in the social field at the European level follows from the
need to prevent distortive competition on the one hand, and to preserve the social character
of the European model on the other. The EMU constrains the monetary, budgetary and
fiscal policy of the Member States. Thus, the Member States have lost important
instruments for adjusting their competitive positions. Social protection contributions and
labour costs will presumably play a more prominent role in determining the competitive
position of the member countries. They will pressure, on the one hand, the mere existence
of the social protection system and, on the other hand, the social partners - with respect to
labour costs. By the same token, social protection has the virtue of alleviating shocks that
affect various parts of the Union. However, we lack such instruments at the EU level.
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Using subsidiarity, a practical solution to avoid the downward spiral of fiscal
competition is for the Member States to agree upon European minimum levels of social
protection such as that a decent level of subsistence is guaranteed. Such a mechanism
would make it possible to absorb macro-economic shocks as well as the externalities of the
redistribution mechanisms resulting from European market integration. Even in the absence
of labour mobility among regions, some degree of convergence might be desirable. Indeed,
in that case, factors cannot reallocate themselves so that they maximise their welfare and
share in the economic gains of the EMU. Within the framework of total economic
integration - constrained budget policy for the Member States and no independent
monetary policy - extensive disparities in welfare among European regions will be
unsustainable.

Co-ordination of taxes and benefits through collective agreements is required. It is
feasible and is also superior to planned harmonisation (Cremer 8i Pestieau, 1996). It can
also prevent Europe from relinquishing its social achievements when put under pressure. In
that respect, the open-method of co-ordination is a step in the right direction. From the
point ofview of positive subsidiarity, the EU has a facilitating role to play.



4 Operationalisation of subsidiarity
and empirical research questions

4.1 Subsidiarity: the guiding principle

Originally, redistribution from the rich to the poor and the prevention of poverty were not
institutionalised. It generally occurred at the local level through the Church, local
authorities and private initiatives. Intra-family transfers in this respect were also of primary
importance. As time went on, part of the redistributive task was assumed by the State. As
we discussed in the previous chapter, role distribution between the State and lower plane
entities - such as the market - is directed by a whole set of factors favouring either public
or private governance. In this, subsidiarity is the governing principle: if actions can be
undertaken by lower level entities, they should do so. In the field of minimum protection, it
implies that the primary responsibility lies with those entities closest to the individuals in
need. In first instance, therefore, self-help through the market or the family is to be
preferred. Only if that fails is there a role for public authorities. As such, subsidiarity
involves an efficiency test: the lowest level ofauthority is best suited for action, if that level
fails the next level takes over suited. However, subsidiarity has a more positive
interpretation which emphasises the facilitating role of higher entities.

Member States of the EU are now engaging in a process of economic and monetary
integration. In doing this, they have accepted some limitations of their powers and have,
thereby, lost some key policy instruments for correcting adverse shocks. This is most
apparent in the field of monetary and budgetary policy. As a consequence, it is feared that
the pressure on social security budgets will be increased, impeding Member States in their
battle against social exclusion and income poverty. The future role of the EU with respect
to minimum protection is then brought into question.

Judging from the literature on fiscal federalism, there are reasons to believe that
increasing economic integration will exert a downward pressure on social security budgets
(Lejour, 1995). Therefore, if, for equity reasons, the level of minimum protection is of
concern, co-ordination of the Member States' policies is to be considered in order to avoid
rolling back the welfare state. However, the possibility for top-down policy co-ordination
or harrnonisation in Europe is small and the prerogatives of the EU are few and subject to
the test of subsidiarity.

In the present chapter, we distil relevant research questions from the theoretical
insights developed in the previous chapters and discuss them in the light of the economic
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and social efficiency of poverty alleviation and income redistribution. First, let us examine
the potential role of the European Union in the field of minimum protection. We have
formulated research questions relative to various hypothesised positions adopted by the EU
in the field of minimum protection (Section 4.2). From the point of view of negative
subsidiarity, it is first assumed that the EU makes no use of its prerogatives in the field of
social security to harmonise or co-ordinate the social security systems of the Member
States. It is also assumed that Member States oppose any EU involvement in this policy
field. This situation leaves the door open for fiscal competition and its possible implications
in terms of a race to the bottom. Suppose, however, that the EU does make use of its
prerogatives in the field of minimum protection. In accordance with positive subsidiarity,
the EU would then stimulate convergence of minimum protection systems or help facilitate
co-ordination among Member States.

From the previous chapter, we conclude that public intervention in social security is
closely related to social and economic efficiency. In other words, public authorities are best
placed to foster societal equity objectives, but social protection also has a function as
macro-economic stabilisator, as a creator of the requirements for a fertile economic
environment - in terms of human capital formation, social peace, preventive health care,
etc. - and as the facilitator of labour market flexibility. We ask whether or not market
mechanisms are in state to promote welfare. How much better than the market are the
various welfare states in combating poverty and inequality (Section 4.3)? This discussion
will be placed within the framework of welfare state regimes which, in themselves, are a
way to operationalise subsidiarity.

4.2 Europe and minimum protection

4.2.1 The way ahead

European Union Member States share common concems. These include maintaining high
rates of economic growth, stimulating competitiveness, reforming social protection
schemes (especially in the face of future pension liabilities) and fighting social exclusion.
In Chapter 1, we showed that the EU has competencies in the field of social protection and
the combat of social exclusion. In particular, the Treaty included the following objectives:
the improvement of the standard of living and quality of life of those living in the European
Community; economic and social cohesion; solidarity among Member States; the
promotion of employment; the improvement of living and employment conditions; a proper
level of social protection; social dialogue; the development of human capital to ensure a
lasting high level of employment; the combat against exclusion (articles 2 and 136 of the
Treaty). The EU competencies to realise the above objectives must, however, first be put to
the test of subsidiarity. In the present situation, as we stated earlier, the principle of
subsidiarity is used by the Member States to oppose EU intervention. If the Member States
continue along this line and leave no role for the EU in the field of social protection, a
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social Europe will not develop and social and economic efficiency indicators will differ
among members, according to the type of social policy in the specific country (see Table
3.2 above). However, the principle of subsidiarity can also be understood differently
(Chapter 2). There are economic arguments why intervention at a higher plane in the tield
ofsocial protection is sometimes justified (Chapter 3). In particular, the EU could take on a
more pro-active role and stimulate and encourage policy developments.

In the absence of co-ordination mechanisms, policy competition can be efficient and
stimulating for economic activity, because it can induce authorities to conduct an efficient
policy in their quest for competitive advantage. However, in some respects, policy
competition can be quite inefficient. Fiscal competition potentially induces negative effects
on the welfare state and on the income distribution. Moreover, there is also the problem
that, in the presence of international mobility, the lack of co-operation among Member
States might also lead to the dismantling of the welfare state. Social dumping may result in
a process of convergence towards ever-lower levels of social protection. Theories of fiscal
federalism have taught us that the need for centralisation of social policy strongly depends
on the assumptions concerning the international mobility of production factors. As far as
labour is concerned, several processes are at work. Increasing migration increases labour
supply, which has a depressing effect on wages and, ultimately, on the level of welfare
benefits. Welfare migration has in itself a more direct negative effect on the level of welfare
benefits. In the short term, the fear for large labour mobility within the EU is unwarranted.
However, in the longer term - and as a consequence of the EU enlargement - it is to be
expected that migration will increase. Nonetheless, estimates remain at a relatively low
leveL a migration-potential of 3 to 4 million persons is expected (de Mooij, 2000).
Empirical research shows this has only minor effect on the wages of nationals. However,
the consequences of migration for income distribution are expected to be larger. The
pressure at the lower end of the labour market, either in the case of- low-schooled - labour
or welfare migration, will be large and affect the distribution of income and poverty. This is
clearly an undesirable outcome if the Union is to promote economic and social cohesion.

There are also other problems facing the future of EMU. These relate to the
existence of asymmetric shocks or - in the same vein - asymmetric responses to symmetric
shocks, as well as the persistence of disparities across the EU Members States. Adjustment
mechanisms might be needed to accompany the increased integration at the EU level, so
that the Euro does not come under increasing pressure. However, the EMU limits the
possibility for corrective policy. Monetary, budgetary and fiscal policies within the Member
States are constrained because of their EMU membership. Thus, the Member States have
lost important instruments for adjusting their competitive positions. In the absence of
European instruments for dealing with macro-economic stability and social exclusion - and
given the low degree of labour mobility (potentially an instrument to correct for
disequilibrium) -social protection contributions, labour market flexibility and labour costs
will play a more prominent role as corrective mechanisms and in determining the
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competitive position of the Member States. This will put the social protection systems and
social partners under pressure with respect to labour costs. In addition, social exclusion, by
undermining the value systems and social cohesion, can hamper the competitive ability of
the EU.

Assuming that the co-operation - through the open method of co-ordination -
among EU countries, leads them to agree on a number of targets in the field of poverty, we
can compute the cost of reaching the targets. How are the costs affected by setting the
targets at, for example: a fifty percent reduction of the poverty rate; a poverty rate not
exceeding some pre-defined value; or even a complete reduction of poverty? The first
research question relates to such computation. What are the costs involved achieving a
commonly agreed upon poverty reduction target? (Research question 1). This will be
further discussed in Chapter 8.

4.2.2 Research questions: alternative scenarios for Europe

Theoretical analysis concerning the possible involvement of the EU in redistributive policy
has showed that there are arguments to be made for EU intervention. Although these are not
that clear cut, various hypotheses can be formulated in the field of social exclusion. Social
exclusion has a broad meaning and encompasses aspects of unemployment, housing, health
and life situation, as well as the lack of durables or income and the inability to take part in
community life (Vlemincks 8z Berghman, 2001). This - necessarily limited - study will
focus on the income aspect ofsocial exclusion, i.e. income poverty and income inequality.

We distinguish three scenarios in the area of poverty, which we deal with in Chapter
8. The first one reflects the assumption that a race to the bottom is taking place among
Member States. The second scenario assumes that, in the long run, convergence of social
security systems will occur. In the last scenario, it is assumed that Member States are on a
path towards voluntary high-level co-ordination. In Figure 4.1 - representing the vertical
and horizontal dimensions of subsidiarity - the scenarios are grouped with the Member
States because they influence these policy options. In the case of harmonisation and
imposed co-ordination, the EU would have the initiative; hence, these policy options are
depicted at the EU pole. However, as we discussed above, these are not very realistic
options in the short term. The option of horizontal subsidiarity, where social partners at the
EU level have initiative for action falls beyond the scope of this study.
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Figure 4.1: Vertical and horizontal subsidiarity and policy options in Europe
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The first scenario - the doom scenario - is that Member States engage in a race to the

bottom using some of the last instruments at their disposal to improve their

competitiveness: taxes and social transfers. In other words, Member States might reduce

wage costs, tax levels and social security premiums in order to make labour cheaper. Thus,

they would become interesting both for foreign workers and foreign investors, and their

products would be more attractive for the international market. In the end, this process of

social dumping would lead to a situation in which all countries set their wages, taxes and

social premiums to the lowest common denominator. This process would stop when

spending has reached the level of the lowest spender in the community. Only then, are there

no more incentives for mobility of production factors.34 This doom scenario has clear

implications for poverty and income distribution for the working-age population both

within and among Member States. If tax and premium revenue are lower, only lower social

transfers can be financed. If there is direct competition on wages, diminished wages will

obviously also affect poverty. In our analyses, we examine only the first order effects of

this scenario. Instrumentation takes place with respect to replacement income
(unemployment benefits, unemployment assistance and social assistance) within the

working-age population, on the one hand, and household wage income, on the other.

The second research question to be dealt with relates to the above scenario. What are

the implications for poverty of the working-age population of a race to the bottom on

"[n fact there is no reason why this process would end at that stage since lowering spending even further would
improve the competitive positíon of the nation. Therefore, this process could well continue until spending on
social protection is reduced to zero.
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replacement income? What are the consequences ofcutbacks in replacement income for the
income distribution within and among EU Member States? With respect to wages, we ask:
what are the implications of a race to the bottom - leading to a direct reduction of wage
income - for poverty of the working-age population of the EU Member States? What are
the consequences of wage cuts for income distribution within and among EU Member
States? (Research question 2).

Using data for European countries, we simulate a situation in which replacement
income in percent of inedian wage is equal to the lowest common denominator throughout
Europe. For the simulations on wages, we assume that they are adjusted downwards to the
lowest common denominator. We then proceed to the first order simulation, determining
the effect - in terms ofpoverty increase and increase in inequality - of such an alignment of
replacement incomes. We expect this scenario will show an exacerbation of poverty and
inequality in Europe. This scenario corresponds to a situation of negative subsidiarity at the
EU level.

Mean convergence
It would be less radical and be probably more realistic to assume that competition leads
Member States to set minimum replacement incomes that are, relative to gross wages, equal
to the EU average. This convergence scenario implies cutbacks in the countries with
relatively generous replacement incomes, but increases in social security spending in the
countries with below average replacement incomes. The corresponding changes are
simulated on wages. The third research question applies to this scenario. What are the
effects ofa mean-convergence of replacement income in EU Member States on poverty and
inequality among the working-age population? And with respect to wages: what are the
effects on poverty and inequality among the working-age population of a mean-
convergence of wage income within EU Member States? (Research question 3).

This scenario will be instrumented by first computing the average ratio of
replacement income to median gross wage throughout Europe. We simulate a net income
reduction proportional to the difference between the national ratio and the overall EU ratio
in countries where replacement income is more generous than average - and vice versa for
countries with below average replacement incomes. Poverty and inequality indices will be
measured according to this new, fictitious, income distribution. Similar procedures are
applied to wages, where they adjust downward if they are higher than average, or upward if
they are lower.

High-level convergence
Ultimately, one can imagine that the relatively high level of welfare in Europe - in
comparison with other trade partners - is perceived as a real asset to be preserved. Taking
the open co-ordination scenario seriously, one could suppose that under the leadership of a
group of countries with well-developed welfare state arrangements Member States (or at
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least some of them) agree to set a common minimum level that is equal, in terms of

purchasing power, across nations but higher than in the two scenarios described above. This

scenario could be referred to as the CaliJornraeffect scenario. This refers to the effect the

stringent environmental legislation in the state of California has had in terms of upgrading

of legislation in other US states. From this, one can assume that, in the process of economic
integration productivity in European countries will converge up to high levels, which will

affect the terms of employment (which we will measure solely through wages). With regard

to this hypothesised California effect, the fourth research question is: what are the

consequences - in terms of poverty and inequality - of a genuine social Europe involving

relatively high levels of replacement income'? As far as wages are concerned, what are the
consequences - in terms of poverty and inequality - of a high level converge of
productivity, involving relatively high wages? (Research guestion 4).

This scenario assumes convergence towards high levels of replacement rate. In
practical tenns, this involves simulating an increase in replacement income in all countries

but the one with the highest replacement rate. The procedure is similar to that in the other

scenarios. First, the level of replacement income relative to gross wages is determined.
Assuming the country - or the group of countries - with the highest ratio exercises positive
externalities in terms of upgrading replacement incomes in the other countries, we simulate

such an increase. We expect this scenario will have an income-equalising effect both within

and among Member States. It should be noted that this scenario could be placed within the

framework of positive subsidiarity. We assume that initiatives are being taken - with the

support of the EU - to integrate the systems.

4.3 Welfare states and poverty

Negative subsidiarity implies an efficiency test: the lowest level of authority is best suited

for action. Only if that level fails should the next level of authority come into action. At the

EU level - as current practice shows - this implies that all initiatives are left to the Member

States. Within Member States, the same logic holds: what can be done by the market should

be done by the market. However, one of the major spheres of government intervention is

welfare. Specifically, the welfare state fulfils an important role in the prevention of poverty

and inequality. In economic theory, inequality and poverty aversion may result from equity

considerations through an altruistic feeling that it is unfair to suffer from poverty in a world

of affluence. Concern for poverty can also result from efficiency considerations whenever

information is imperfect or market provision fails. In that case, it relates to the belief that

poverty impedes the efficient functioning of the market and society, and that it involves the

diversion of resources to harmful social consequences. In this section, we discuss the role

Member States' public authorities play in the field of income protection and we investigate

the role they allocate to the market. We then derive research questions relating to the

economic and social effectivity of public transfers in reducing poverty and inequality.
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Answering these questions requires comparative research across nations so that the
relative effectivity of these transfers can be quantified and compared. Welfare state
arrangements do not stand alone and can be fitted into the stylised models discussed below.
Although these models are a simplification of reality - for they do not account for the full
diversity of the institutional set-up, policy design and functioning of the welfare states -
they are a useful tool in discussing international comparisons. Because the countries under
study are illustrative of specific types of welfare arrangements we are able to draw general
conclusions from the cases under scrutiny. However, more importantly, the distinction
among welfare state regimes refers to the allocation of welfare production at the level of the
household, the market and the State (Esping-Andersen, 1999: 73). That is why we chose to
operationalise the principle of subsidiarity by using welfare state typologies.

Most typologies of welfare arrangements, as they are found in the literature, are
based on an analysis of the role distribution among the State, the market and the household
or family. in general, a distinction can be made between welfare state arrangement models
where public authorities play a major role in the provision of welfare while the role of the
market is minor, and that in which the market is omnipresent while the role of the State is
kept to a minimum. Between these two extremes, there are a host of variants. Without
reviewing the very rich literature on welfare state typologies, we will briefly discuss three
widely-used typologies that are particularly interesting from the point of view of role
distribution among the State, the market and the household.~s These are the traditional
distinctions among the Beveridgian and Bismarkian models, the typology suggested by
Titmuss (1974), and the welfare regime classification by Esping-Andersen (1990, 1996,
1999). ln particular, Esping-Andersen's concept of de-commodification - see below -
provides an adequate way to operationalise the degree of State and market involvement
(Esping-Andersen, 1990). We will discuss what the implications of the models are in terms
of income redistribution and poverty.

4.3.1 Welfare state design and expected effects on poverty

Probably the most basic distinction to be made in terms of welfare state models is that
between the Bismarkian and the Beveridgian models. The Bismarkian approach, developed
at the end of the 1880's, typically represents the corporatist approach to welfare state
arrangements. It guarantees social and economic status through selective labour-income
related benefits. These Bismarkian social security schemes are based on social insurance
principles (Roebroek, 1993: 36). The Beveridgian approach, initiated at the time of the
Second World War, can be defined as universal. Its aim is to provide a minimum
guaranteed income for all residents. In principle, these benefits are not related to past
income. In consolidating welfare state arrangements in Europe throughout the XX`n
century, countries have started to mix elements from both models so that neither of these

See Gelissen (2001) for a review of the literature.
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two models now exist in their pure forms. Welfare states arrangements have become mixed
as the increasing knowledge concerning the effectivity of policy orientation drives countries
to adopt one another's policy instruments. Thus, we see that the Beveridge-Bismark
dichotomy has lost its relevance. Nevertheless, welfare states still appear to come in types.
Across nations, a number ofcommon traits and institutional designs can be distinguished.

Titmuss (1974) makes a theoretical distinction among three models of social policy
to reduce inequality. In the first model, the residual welfare model of social policy, it is
assumed that the needs of the individual are most properly met by the private market and
the family. Authorities operating at a higher level should only come into action when these
channels fail. This model is in line with the negative definition of subsidiarity. The second
model, the industrial achievement petformance model of social policy, allows social
welfare tools to play a role. The model "holds that social needs should be met on the basis
of inerit, work performance and productivity" (Titmuss, 1974: 31). This model shows much
similarity with the Bismarkian~corporatist approach to social welfare, in that it implies a
selective benefit system in which benefits are highly income-related: one has to deserve
income support, through paid work, in order to get it. This model is primarily based on the
Protestant principle of subsidiarity (see Chapter 2). In the last model, the institutional
redistributive model of social policy, social welfare is seen as an integrated institution in
society. The State is seen as a provider of universal services. This model closely resembles
the idea ofpositive subsidiarity.

Esping-Andersen (1990) also distinguishes three different models of welfare state
regimes: the liberal, the corporatist and the social-democratic. These regimes are
characterised by the degree ofde-commodification of the welfare states as well as the social
stratification and solidarity. This index of de-commodification incorporates information on
the generosity of the benefits, the qualifying conditions and the individual share in the
funding of the benefit, i.e. the degree to which beneficiaries have contributed financially to
the type of benefit they receive. The more generous the benefits are and the less
beneficiaries have had to contribute to their own benefit, the larger the de-commodification
index will be. This indicates a high degree of socialism in the welfare system. Before
discussing the implications of these regimes for income redistribution and poverty, let us
first provide a brief definition. In the liberal welfare regime, individuals - the most
decentral level - are assigned the responsibility for their own welfare, leaving the State to
be nothing other than a night-watchman. In this sense, the liberal welfare regime parallels
Titmuss' residual welfare model of social policy. The conservative-corporatist welfare
regime aims at preserving traditional - i.e. family - values. The principle of subsidiarity has
played a major role in this regime type. [ndividuals organised into social units - the family
or corporation - are responsible for their own welfare. The granting of social rights is
generally not contested, but these are linked to class and status. This corporatist welfare
regime is essentially identical to Titmuss' industrial achievement-performance model. Of
the three regimes, the social democratic welfare regime is the one that best promotes the
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principle of universality and the de-commodification of social rights. Within this regime, as
in Titmuss' institutional redistributive model of social policy, the State is seen as the major
provider of welfare. Welfare states are, of course, unique in terms of institutional set-up,
policy design, and function but, as suggested by Esping-Andersen, they also cluster around
these three ideal-typical distinct regime types (see also Goodin et al., 1999).

Welfare regimes and redistribution
Equality of opportunity is a fundamental value underlying the liberal welfare regime. This
equality is best achieved through the working of the market. Therefore, the well-
functioning market economy is perceived as primordial and in order to preserve it, the State
must interfere as little as possible with the economy. Individuals are expected to finance
their own insurance on the market, and the State will only interfere if this fails. Although a
safety net may exist - based on universalistic principles - it will generally offer low and
means-tested benefits targeting those in great need. Moreover, an important distinction is
made between the deserving and non-deserving poor. Only those in financial distress
through no fault of their own - and who are willing to work - will be given income support.
Those unwilling to take part in the production process will not qualify for welfare
provision. The liberal regime stimulates labour market participation. Minimum wages, if
any, are, therefore, kept at a low level. Work incentives are furthermore preserved by
relatively high labour incomes and low tax rates. This regime, therefore, relies on a trickle-
down effect by which income growth of the well off will, ultimately, benefit those less well
off.

Under the corporatist principle of subsidiarity, the responsibility for one's own
welfare is to be carried by the individual himself and the social group - the primary social
group is the family - to which that person belongs. By doing this, the value of social
cohesion is supported. The provision of welfare is strongly based on the concept of a male
breadwinner in the household who supports the rest of his family. The basis for solidarity
is, therefore, strongly status oriented and selective. Risks are pooled according to status
membership and the benefits' levels are strongly linked to past income. In such setting,
social protection preserves the existing social differences. In the corporatist welfare regime,
the State takes on an intermediary role: it acts in order to facilitate and stimulate insurance
schemes within social groups. However, it also takes on the organisation of the residual risk
pool. Minimum wage is generally high but, while labour market participation of male
household heads is stimulated, female labour participation is discouraged.

Within the social democratic welfare regime, role distribution between the
individual and the State favours the latter. The State is assigned a dominant role in terms of
welfare provision for the citizens. Instruments of preference are: the guarantee of a
minimum standard of living, the provision of full citizenship and the prevention of social
exclusion (Arts 8t Gelissen, 2001). The fundamental value advocated by the social
democratic welfare regime is that of social equality. Contrary to the liberal welfare regime,
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citizens are highly de-commodified; they are not - or only to a small extent - dependent on
market mechanisms for their welfare. However, because the costs of universal welfare
provisions with relatively generous benefits are high, the system also promotes and
facilitates full employment both for men and women. Although the minimum wage is high,
wage moderation is applicable at higher income levels (Wildeboer Schut et al., 2000).

E.xpectations with respect to poverh' and inequalitv
Given the residual role of the State in liberal welfare regimes and the stress put on labour
incentives and the working of the market, income inequalities are expected to be large and
income redistribution is expected to be low. Although the regime aims at the alleviation of
poverty among the (deserving) needy through targeted transfers, replacement rates are
expected to be low, in order to preserve incentives. Therefore, liberal regimes are expected
to do a poor job at preventing poverty. Over the longer run, as a consequence of the more
flexible, less regulated labour market, income mobility is expected to be large. Changes in
the labour market are expected to strongly affect the income position of individuals.
Finally, due to the low level of the safety net, temporary income fluctuations are expected
to be large.

Because benefits, in the corporatist regime type, are linked to past income and past
contribution record, the redistributive impact of social security is expected to be small.
Moreover, by this system of mutual aid, according to the principle of subsidiarity the risk
pools are limited to the social~occupational group, so that the redistributive impact is also
expected to be limited to these groups. Because little priority is given to the prevention of
poverty and the terms for acquiring replacement income are rather strict - in terms of work
history and paid premium - poverty is expected to exist. The corporatist setting is expected
to result in a dichotomy between the rich (working) and the poor (not working). Since the
objective of the system is to maintain the established social order, redistributive effects are
also expected to be small in the long run. For the same reason, temporary income
fluctuations will be small.

Within social democratic regimes, the pursuit of equality of outcome through a
universal setting will lead to low levels of inequality and a high level of income
redistribution. By the same token one can expect labour market changes to affect people's
income position, albeit to a lesser extent than would be the case in a liberal setting. Given
that the system intends to shift the balance of trade in favour of the poor, the level of
poverty is expected to be low. In the longer run, redistributive effects are expected to be
large; larger than in the two other models. Income fluctuations through time are expected to
be low.
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4.3.2 Three types of welfare regimes or more?

Esping-Anderson's typology has been criticised for his neglect of the southern model of the
welfare state, his mis-classification of the antipodean welfare regime - Australia and New-
Zealand - as liberal welfare states, his misconception of the East-Asian model and his
neglect of the gender perspective in welfare arrangements (Pierson, 1998, Gelissen, 2001,
Arts 8t Gelissen, 2001). Because our primary focus here is European welfare states, we will
only examine the first criticism, i.e. the omission of the southern welfare model. Several
authors believe that the southern countries belong to a different welfare regime type. This is
characterised by an immature and selective clientelistic social security system granting low
benefits and lacking a well-articulated system of guaranteed minimum benefits (Leibfried,
1992, Ferrera, 1996, Bonoli, 1997). In this southern model, welfare obligations are carried
out at the family level. Although, in his later work, Esping-Andersen (1996) recognised that
the southern countries share some common Catholic and familial traditions, his opinion is
that they do not form a specific type of welfare regime. They were, in his view, merely
underdeveloped species of the traditional corporatist type (cf. Gelissen, 2001). With no
further elaboration, we recognise that European countries display common traits and that
they can be grouped together in distinct welfare models. The distinction among welfare
regimes is important because institutional arrangements have a direct effect on social
exclusion and the effort to combat it.

The role distribution implied by the principle of subsidiarity - and its
operationalisation in terms of welfare regimes - can be summarised in Figure 4.2. When the
prime responsibility for the individual's welfare is on the individuals themselves, we speak
of the liberal social welfare regime. When the primary responsibility is on the social group
or public authorities we then speak of the conservative~corporatist or social democratic
welfare regime, respectively. The southem welfare regime strongly relies on traditional
family values for guaranteeing the welfare of individuals.

Figure 4.2: Subsidiaritylprimary responsibility and welfare regimes

Individual I Market Family Social group Public authorities

Liberal Southem Corporatist Social democratic

4.3.3 The real world

The welfare regimes, as sketched above, and the interrelations among the individual, the
family, the social groups, the market and the public authorities, are basically ideal types.
However, real life welfare states are very likely to exist in hybrid forms: while parts of the
system follow one approach, other parts might follow a different one (see also Muffels 8c
Fouarge, 2002a). Moreover, it would be wrong to assume that membership in a regime type
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might not change over time.j~ Nevertheless, it is sensible to categorise countries according
to the type of welfare regime they follow. We are, to a large extent, dependent on the
datasets at our disposal for the empirical assessment of our research questions. Our
approach - using micro-data - offers a different, valuable, perspective than one based on
macro data, since it permits us to estimate accurately the outcomes of the institutional
arrangements on social and economic indicators. The impact of policy regimes on social
and economic performance can be assessed more accurately when making use of the panel
character of the data at our disposal. Indeed, panel data allow us to follow people over time
and keep track of their socio-economic fate. By doing this, we can gain insight into the
long-term and dynamic effects ofwelfare state institutions. In Europe, three panels - for the
Netherlands, Germany and Great Britain - have been running for a period of time long
enough to be able to carry the longitudinal analysis of the type we want to undertake." We
can use these countries as illustrations of the welfare regimes in Esping-Andersen's
typology.

The least problematic case is, most likely, Germany because it is generally
recognised that the German welfare state is a predominantly corporatist regime. In this
typology, Great Britain can - to some extent and some `good will' - be classified as a
liberal regime. Great Britain cannot be regarded as a prototype - like the American model -
of the liberal regime, but it shares some key features of the archetype.3~ The position of the
Netherlands is somewhat more ambiguous. The Netherlands does not fit squarely into one
of the distinguished welfare regimes. While some - including Esping-Andersen himself -
see the Netherlands as social democratic, others consider the Dutch regime to be
conservativelcorporatist or even liberal (Gelissen, 2001). In a recent empirical study of
eleven welfare states Wildeboer Schut et aL (2000) confirm Esping-Andersen's typology as
consisting of a liberal, a conservative and a social-democratic cluster of countries.
However, they also conclude that the Netherlands cannot clearly be assigned to one of these
clusters (Wildeboer Schut et al., 2000: 31-32, 154-155). The Netherlands has traits common
to both corporatist and social-democratic welfare regimes. One typical corporatist feature is
the manner in which social partners have been involved in designing the Dutch socio-
economic policy. This is often seen as the reason behind the Dutch economic success. The
universal coverage and high replacement rates, however, are typical features of the socio-

"' For example, in France, the Bismarkian model as the unique model of social protection lost ground due to the
Juppé Plan ( Bouget 1998). France has adopted different models for the various sectors of social security. In family
and health care, the principles of citizenship and universality have gradually become the leading principles. For
labour market related benefits, the Bismarkian model still applies, while attempts to privatise supplementary
pensions have been made.
" In Chapter 8, however, use is made of the European Panel Household Survey containing data for all EU
countries.
'" For example, replacement rates in the UK will generally be much higher than other ' residual' welfare states.
Furthermore, using principal component analysis by alteming least squares (PRINCALS) on 58 indicators relating
to the labour market and the tax and benefit system, Wildeboer Schut et al. (2000) show that the UK in the least
residual welfare state of all countries in the liberal duster.
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democratic regime type. Compared to other countries in the corporatist cluster, it is the least
corporatist country. In the same vein, compared to other countries in the social-democratic
cluster, the Dutch regime is the least social-democratic (Wildeboer Schut et al., 2000: 20).
Between corporatist and social democratic, the Dutch regime is more of the latter than the
former. Following Goodin et al. (1999) and bearing in mind the above discussion, we will
consider the Dutch social protection system to represent the social-democratic type.

4.3.4 Research questions: poverty reduction and welfare design

In general, all social insurance systems within the EU Member States cover similar risks.
However, the level and the duration ofbenefits and the eligibility rules differ largely among
Member States. This leads to significant variations in the level of expenditure on social
protection among them. There is also a great difference among Member States with respect
to the preservation of incentives and distributive efficiency. Countries in the social
democratic tradition (Sweden, Finland, Denmark and the Netherlands) are characterised by
high activity rates, high levels of spending on social protection, high replacement rates and
low inequalities (see Table 4.1). Countries in the conservativelcorporatist tradition
(Germany, Austria, Belgium, Luxembourg, France) tend to be characterised by moderate
participation and unemployment rates, average replacement rates and poverty incidence.
Anglo-Saxon countries (UK) combine high activity rates with low unemployment.
Replacement rates, as well as social expenditures in percent of GDP, are low. Inequality
and poverty are consequently high. The countries in the southern regime (Italy, Greece,
Portugal, Spain, and arguably, Ireland) share relatively low rates of activity and high rates
of unemployment, especially long-term unemployment.39 Although replacement rates may
be high in some cases, they tend to be selective and applicable only under restrictive
conditions. Social protection expenditure is low while poverty rates and inequality are high.
Below, we point out the institutional differences underlying the dissimilarities in social and
economic indicators in the EU.

i9 Although the Irish welfare state is classified as part of the liberal welfare regime by Esping-Andersen, it offers
both means tested and insurance based benefits, the latter being a typical feature of the corporatist regime type.
Moreover, it is, to a large extent, impregnated by traditional family values and it therefore shares a number of key
features with southem European countries (lacovou, 1999). 7liough this makes the Irish model a hybrid case, we
position it into the southern regime clustec See also Muffels R Fouarge (2002a) for a discussion.
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Table 4.L Key economic and social indicators for Europe
A B DK D EL E F FIN 1 [RL L NL P S UK EU

GDPlttead' 23.5 23.4 25.0 22.7 14.2 17.3 20.9 21.4 2L2 24.1 38.8 23.8 lb.l 21.6 21.6 2l.]
Growth~ 2.1 2.5 1.7 1.6 3.5 3.7 2.9 4.0 l.4 9.8 7.5 3.6 2.9 3.8 2.1 2.4
Activity rate` 67 57 75 64 55 50 60 63 51 60 60 69 67 69 70 61
Unemployment raté 5 10 5 9 l2 l9 12 l 1 12 8 3 4 5 8 6 10
Long-term 2 6 1 5 6 10 5 4 9 6 1 2 2 4 2 5
unemployment rate`
Replacement rate' 66 71 83 75 - 73 82 83 42 57 88 83 83 81 68 74
GDP share of social 30 30 34 31 23 22 31 32 25 19 26 3l 22 35 28 29
protectionK
Average tax rateh 3.3 11.9 36.2 7.9 0.5 5.6 1.7 23.3 12.9 15.7 - 9.5 1.9 28.5 15.0 11.6
Social security 17.5 13.1 2.6 18.3 15.8 6.1 18.4 6.2 10.0 8.8 12.5 28.6 11.0 1.0 7.6 11.8
contributions'
Poverty rate' 13 l7 12 16 21 18 16 - 19 18 l2 12 22 - 19 17
Inequalit~ 26 28 23 28 34 33 29 - 33 33 28 30 37 - 34 29
a: GDP per head in PPS in thousand, 1999.
b: Real GDP growth rate, 1998-1999.
c: number of employed persons in percent of population age 16 to 94, 1998.
d: number of unemployed in percent of active population, 1998.
e: number ofunemployed for 12 months or more in percent of active population, 1998.
f net replacement rate after tax, average for various family types, 1995.
g: social protection expenditure in percent of GDP, 1998.
h: personal income tax at the level of an APW, two-child families, 1993.
i: Employees' social security contributions at the income level of an APW, two-child families, 1993.
j: percentage of persons with income below 60 percent of inedian standardised income, 1995.
k: Gini coefficient multiplied by 100, 1995.
Sources: a, b, c, d e: Eurostat. 2000c;,f, g: Feirercret al., 2000: h, c OECD, 1994;j, k: Etaostar, 1000a.

From the point of view of work incentives, there are some interesting differences
among the Netherlands, Germany and the UK. Upon examining the replacement rates from
unemployment benefits for the average production worker (OECD, 1998), it turns out that
on average they are highest in the Netherlands, followed by Germany, and lowest in the
UK. For singles and single-income couples, this results in the lowest income differential
when out of employment in the Netherlands and the highest in the UK. The differences
between the Netherlands and Germany are rather smalL We can, therefore, expect that the
effect on the poverty risk of losing employment would be larger in Great Britain than in the
Netherlands or Germany. However, one can conclude from the OECD data that the
expected income increase for single-income couples gaining employment is 49 percent in
the UK compared to 22 to 25 percent in, respectively, the Netherlands and Germany.
Labour market participation seems to offer larger incentives to leave poverty in the UK
than in the other two countries. After a long term of unemployment, however, the
difference among the countries appears to diminish. For a single-income couple with
children, the prospective income increase equals 26, 28 and 31 percent in, respectively,
Germany, the Netherlands and the UK (OECD, 1998).

How redistributive the welfare regimes are - and how well they prevent poverty - is
an empirical question that will be investigated throughout the next chapters. We will



82 Mnzimum protection andpovertv in Europe

discuss our empirical results in the framework of welfare regimes. Earlier, Goodin et al.
presented what they called a"first cut ... at the analysis of alternative welfare regimes as
viewed through the lens ofpanel data" (Goodin et al., 1999: 17). Although we do not aim at
reproducing the results presented by Goodin et al. (1999), sections of the analyses here can
be seen as complementary to those presented there. The novelty is both in the methods used
here and the fact that we use British data. However, contrary to Goodin et al., but unless
otherwise mentioned, the population under scrutiny is not only that of working-age.

The research questions developed below relate to the evaluation of the social and
economic efficiency of welfare regimes. Does the market manage to prevent large
inequalities and poverty? How efficient are social transfers at reducing poverty and
inequality? Do welfare regimes preserve incentives in that they promote mobility and do
not impede income growth? These research questions relate to short-, medium- and long-
term economic and social efficiency.

Short-term social and economic efficiency
The fifth research question refers to the measurement of social efficiency of welfare state
arrangements in terms of inequality and poverty. It involves a comparison of outcome
indicators for three archetypes of the social democratic (the Netherlands), corporatist
(Germany) and liberal ( Great Britain) approach to welfare state arrangements: what is the
extent of poverty and inequality in the Netherlands, Germany and Great Britain? Who are
the groups most affected by poverty? (Research question 5).

For the investigation of social e~ciencv, we make use of inequality and poverty
indices that are computed on income data (see Chapter 5). People are poor when their
income is lower than some pre-defined percentage of inedian income. Using cross-
tabulation of key socio-economic variables and poverty status, we will disclose the groups
most affected by poverty. With logit modelling, we analyse in greater detail the degree to
which these socio-economic variables affect the probability of being poor. Economic
efficiency is evaluated by looking at the effect of the economic status of the individuals and
other persons in the household on the poverty risk. Economic efficiency is also judged by
comparing income levels across population groups ( employed vs. unemployed).

We expect the Netherlands, with its more egalitarian welfare setting, to display the
lowest poverty and inequality rates, followed by Germany and Great Britain. From previous
research, it is well known that unemployed, single parents and the elderly are more prone to
poverty. We expect the poverty incidence in these groups to be larger in Great Britain than
in the two other countries. With respect to economic efficiency, we expect the effect of
economic status (employed or unemployed and for how many hours) to be more important
in Great Britain, which puts more stress on market mechanisms, than in Germany and the
Netherlands. Of these two factors, we expect labour market status to be a stronger
determinant of the poverty risk in a breadwinner regime such as Germany than in the
Netherlands.
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The sixth research question is concerned with the redistributive impact of welfare
state arrangements. We will compare the results of the previous research question to those
of a situation in which no transfers take place: what is the effectivity of public transfers in
reducing poverty and inequality? Can public transfers be socially and economically
efficient? (Research question ~.

Pre-transfer inequality and poverty measures will be computed. They are to
represent the situation in which only the market forces are at work, without intervention
from the public sector.40 These computations are taken as illustrations of the distributive
outcome that would result from the working of the market and will be compared to post-
transfer measures in order to assess the social effrciencv of redistributive systems.

To assess the impact of welfare state arrangements on income distribution, we
decompose the redistributive effect of social protection into two steps. The first one is the
redistributive effect of taxes and social contributions levied on primary income. The second
step relates to the redistributive effect of social transfers. For some measure of inequality I
computed on a population n with post-government income distribution y, which equals
primary income (m) minus taxes and social contributions (t) plus net social transfers (b), the
redistributive effect taxes equals (see also Kakwani, 1986):

I~m;n~-I~m-t;n~-S,.

The redistributive effect of social transfers is obtained from:

I~m-t;n~-~~m-t tb;n~- I~y-b;n~-Iw;n~-Sh .

The total redistributive effect of social policy is estimated by:

Iw-bft;n~-I~y;n~-S -S, fSh,

or, in proportion of primary income inequality:

S I~m,n~- s~ I~m,n~}s~ I~m,n~

A larger S indicates that a welfare regime is more redistributive. The fis can be expressed
in percentages of primary income inequality. The same method will be applied to poverty
measures to assess the poverty reduction effect of social transfers.

Of course, this is just a crude estimator of the true redistributive effect of social
protection. In the absence of public policy, the distribution of primary income (m) would

~ We consider all public transfers here, not just replacement income as for research questions 2 through 4.
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probably be different (higher) and actors would behave differently. It follows from neo-
classical economic theory that high levels of social transfers cause disincentive effects on
the labour market since the net marginal hourly wage - or gain for working an additional
hour - is equivalently lower. It is also probably true that social transfers and taxation
negatively affect the propensity to save and the willingness to invest in financial assets or
the acquisition of human capital. When social security supplements income in case of
unemployment, individuals are less inclined to build financial reserves through savings.
Similarly, individuals might be less inclined to invest in human capital to keep up their
market value when they know they can fall back on assistance and unemployment benefits.
Finally, as mentioned in Chapter 3, social transfers are likely to affect the risk-taking
behaviour of individuals and, therefore, the income distribution ( Sinn, 1996). All in all, it is
possible that the redistributive effect of social policy is overestimated.

The discussion in Chapter 3 showed that a trade-off might exists between social and
economic efficiency. Economic efficiency is assessed by comparing the level of income
before and after transfers. The smaller the difference, the stronger the incentives structure.

Mediann- and long-term social and economic efficiencv
The new reality of poverty is that economic mobility is increasing. Hence, although large
numbers are found to be persistently poor - seven percent of the EU population lives in
persistent poverty (Mejer 8c Linden, 2000) - the year-to-year income mobility and
transitions in and out of poverty are substantial (Maitre 8r Nolan, 1999). These high
mobility rates, combined with high rates of persistent poverty and the high degree of
polarisation between the poor and the non-poor make the traditional dichotomy between the
groups of insiders ( those who are never poor) and outsiders (those who are persistently
poor) increasingly relevant to scientific research. There is also growing concern that social
protection and labour market policy is not as integrated as it should be. In a dynamic labour
market, transitions from social security dependency to work must be improved. Therefore,
research must go beyond mere cross-sectional benchmarking and trend analysis, and
account for the `time nature' of poverty and economic mobility. Traditional research
methods should make way for an approach which takes the increasing economic mobility
into account (see Chapter 6 and 7). Using panel data, it is possible to account for this new
reality and to estimate the dynamic effects of welfare regimes. In the long-term, it would be
interesting to investigate Kuznets's idea that inequalities will decrease in the process of
economic growth ( in the downward part of the inverted U-shaped relationship between
growth and inequality) applies in modern welfare states. More precisely, it would be
interesting to see whether the income positions at the lower end of the income distribution
are improving through trickle-down effect. Our seventh research question will then be:
what is the medium- and long-term performance of welfare states in terms of reducing
poverty? How successful are welfare states in triggering exits from poverty? Can this be
achieved without hurting economic efficiency in the longer run? (Research question 7).
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We determine if a welfare state succeeds in preventing medium- and long-term
poverty, in which case it would be socially efJlcient. This research question is handled using
several methods. First, we aggregate individual incomes over the years and apply poverty
and inequality measures to this `longitudinal income'. Second, we construct spells of
poverty and compute exit rates from such spells. Finally, we define poverty profiles that
make a distinction between transient and persistent poverty (see also Walker, 1994). A
question to address is whether public transfers contribute to the reduction of the length of
poverty spells or whether the major part is done by the market. We expect medium- and
long-term poverty and inequality to be lowest in the Netherlands, next lowest in Germany
and highest in Great Britain. Again, this expectation is based on the belief that a social
democratic regime type performs better at redistributing income and poverty than the other
two. The liberal regime tends to provide low coverage - especially in the long-term - so it
is expected to perform the worst.

From an economic perspective, a positive role for social protection could be defined
as the preservation of incentives to work. Long-term econonaic effrciency is assessed by
investigating whether labour market mechanisms still accomplish their tasks in terms of
preventing long-term poverty. Economic efficiency is also assessed in terms of the extent to
which poverty transitions are more or less associated with labour market transitions. We
proceed to logit modelling of (long-term) poverty entries and exits. A welfare state will be
more efficient from an economic point of view when exits from poverty, or income
increases, are due to labour market changes rather than to public transfers. Labour market
events are expected to have a large effect on one's poverty status

The increased internationalisation of economies, the move towards the knowledge-
based society and the dissolution of traditional family relationships are all developments
that have consequences for social exclusion. Because economic systems increasingly
engage in international trade, especially within the European context, they are increasingly
exposed to imported economic shocks. An economic downturn in a neighbouring country
will therefore have repercussions for national income distribution. Moreover, in the
knowledge-based society, there is an increased risk of social exclusion for those unable to
keep themselves employable. As was sketched in Section 4.2, the Member States now have
less manoeuvrability in their use of stabilisation instruments. One can, therefore, question
how employment shocks affect income distribution and long-term poverty. Income security
and basic care are, to a great extent, supplied by the family. The increased rate of
dissolution of family structure, therefore, has potentially major consequences for the design
of welfare systems. This is because new risks of social exclusion and poverty are created.
The eighth and last research question relates to the measurement of the extent of persistent
poverty in various Member States. lt also investigates, in greater detail, how labour market
and family composition shocks affect income in a longitudinal setting, and how such
shocks are absorbed by the various welfare state arrangements? The research question is,
therefore, the following: what is the extent of persistent poverty? How is persistent poverty
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affected by shocks in the labour market and within family structure? How are these shocks
absorbed in the various welfare state systems? (Research question 8).

Persistent poverty is expected to be lowest in the Netherlands because of its
universalistic approach to social protection, next lowest in Germany and highest in Great
Britain. Our conjecture is that a status-oriented welfare regime, such as Germany, is best
able to absorb temporary income shocks. Such shocks are likely to be large in Great Britain,
where market mechanisms play a more important role. For this reason too, household and
employment shocks on income are expected to be larger in Great Britain.

4.4 Conclusion

The European integration process restrains the way Member States can operate
independently from one another. Even in the sphere of social protection, the Member States
will come under increasing pressure to co-operate. In Chapter 8, three scenarios are
investigated regarding possible outcomes of the co-operation process among Member
States and the effect on poverty (research questions 1 to 4). The data used in Chapter 8 are
from the European Community Household Panel. Only the first order effects are taken into
account. Second order effects of the scenarios considered in terms of their effect on labour
market behaviour remain outside the scope of the chapter.

The chapters to follow analyse indicators of inequality and poverty, as well as
economic dynamics, in a number of EU Member States. The countries can be grouped with
regard to the welfare regime they represent: liberal, universal or corporatist. Chapter 5 deals
with the social and economic efficiency of redistributive systems as formulated in research
questions 5 and 6. The interaction between medium and long-term poverty and economic
mobility within these welfare regimes (research question 7) is addressed in Chapter 6. In
Chapter 7 we model the effect of household and labour market shocks on permanent
income and poverty (research question 8). In these chapters, use is made of panel data for
the Netherlands (social democratic welfare state), Germany (corporatist welfare state) and
Great Britain (liberal model). We will show that these welfare regimes display different
outcomes in terms of social and economic efficiency. However, social efficiency gains are
not always at the cost of economic efficiency.



5 Income redistribution and poverty
in three European welfare states

S.l Introduction

The first empirical task we undertake in this dissertation is to investigate the social and
economic efficiency ofredistributive policies in Europe. On the one hand, from the point of
view of subsidiarity, we investigate whether market and family mechanisms work well as
instruments to keep people out of poverty. On the other hand, we evaluate the extent to
which redistribution through public transfers is effective in keeping poverty and inequality
low. In order to control for the possible effects of the institutional setting, we decided in the
previous chapter to study three European countries: the Netherlands, Germany and Great
Britain. These countries each have a different social policy logic: social democratic,
corporatist and liberal, respectively. We report here on income distribution and poverty
incidence in these three countries. Apart from analysing the distribution of net disposable
income, we quantify the impact of redistributive policy by their governments. Cross-
sectional results and trends for the eighties and nineties are presented. To keep track of a
possible equity - efficiency trade-off, we also present data on income and income growth.
Efficiency is also examined from the point of view of labour market incentives, i.e. the
effect of labour market participation on the poverty risk.

The data used are briefly presented in Section 5.2. In this study, we focus on income
as an indicator of well-being. The concept of income used and its evolution over time is
clarified in Section 5.3. The distribution of income is analysed in Section 5.4. In Section

5.5, we shift to the measurement of poverty. In Section 5.6 we describe the incidence of
poverty and its determinants. Section 5.7 concludes this chapter.

5.2 The data41

Many international comparisons of poverty and inequality have been based on the analysis
of annual cross-sectional data. The most well-known and comprehensive dataset is
probably the Luxembourg Income Study (LIS), which has been used in a great deal of

y~ Additional details on the datasets and the income variables used in this study are given in Appendix l.
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empirical studies.'' Here, we use panel data for the Netherlands, Germany and Great
Britain. Comparing levels of income inequality and poverty across countries can be
controversial for a number of reasons. Comparing trends and dynamics, however, is less
controversial. Although we will spend some time describing the level of income inequality
and poverty across welfare states, we are more interested in dynamic aspects and the
question of how some countries succeed better than others in reducing inequality and
preventing poverty. Poverty dynamics will not be discussed until Chapters 6 and 7.

International comparisons are more reliable when similar definitions and
operationalisation are used, as we have done here. International comparisons through time
also improve in quality when similar periods of time are scrutinised, covering similar stages
of the business cycle. This will have to be kept in mind, especially since the British
business cycle runs ahead of the German and Dutch ones. However, the period used for the
comparison of the three countries includes the economic upturn that followed the downturn
at the start of the 1990s.

The data for the Netherlands are from the Dutch Socio-Economic Panel (SEP). This
panel has been operating since 1984. Initially, interviews were carried out twice a year - in
April and October - but in 1990 it was decided to switch to annual interviews. Previous to
1990, respondents were asked to report their net personal incomes for the month before
interview. These data were multiplied by twelve to produce a yearly income. From 1990
onward, however, respondents are asked for their gross income in the previous year. Paid
taxes were estimated and subtracted in order to produce a net yearly income. This change in
income measurement has slightly increased the inequality of the distribution of household
income. Therefore, a regression model was estimated in order to correct the income data, as
explained in Appendix 1. As in the two other datasets, household income is obtained by
adding the individual incomes of those living in the same household. The Dutch income
data at our disposal cover the ten-year period 1985-1994.

The German data are from the German Socio-Economic Panel (GSOEP), as made
available through the PS[D-GSOEP equivalent file. The panel, which started in 1984 in
West Germany, was extended after reunification, in 1990, to cover the whole of Germany.
The 1986 through 1996 waves of the data that were used contain retrospective income data
for the year previous to interview. This means that use is made of net household income
data for Germany from 1985 to 1995.4;

The British data are from the British Household Panel Survey (BHPS). In the BHPS,
respondents are asked to report their gross income. The gross income variables refer to the
period of one year previous to August of the current year, the date of interview. Gross
incomes have been converted into net incomes, which are supplied as a supplement to the

J' These include Mitchell, 1991, Smeeding et. al.. 1993, Atkinson et al.. 1995. Gustafsson 8r Lindblom, 1993,
Deleeck et al., 1992, Van den Bosch et aL, 1993, J~ntti 8c Danziger, 2000. See Smeeding et al., 1990 for
description of the LIS database.
'3 The eastem sample, for which no income data is availabte in the 1990 and 1991 waves, is excluded from the
German balanced dataset used for the estimation of the error component model.
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BHPS data (cf. Bardasi et al., 1999). Net household income for Great Britain for the years
1991 through 1997 have been used.

Using these data, a comparable longitudinal data file was constructed for all three
countries. This makes cross-sectional, as well as longitudinal comparisons possible. This
means that a ten-year comparable dataset for Germany and the Netherlands is available -
with income data for the year 1985 through 1994 - and a five-year comparable dataset for
all three countries, covering the years 1991-1995 (1990-1994 for the Netherlands).

The results presented here are at the individual level.`" Information at the household
level has been assigned to each individual in the household. The data are first weighted on a
cross-sectional basis to make them representative for the population of the particular
country. Next, longitudinal results have been weighted with a longitudinal weight in order
to correct for possible selective drop out (see Appendix 1 for details).

5.3 Income: concept and trends

5.3.1 Income concept

One of the issues we are dealing with is the redistributive impact of welfare state
arrangements. A number of income concepts are used in this study (see also Appendix 1).
Traditionally, a distinction is made between primary and secondary income distribution.
Primary income distribution results from the production process: the price formation process
on the labour market. It depends on the skills of individuals and on the value of these skills on
the labour market, as well as the capital endowment of individuals. Primary income equals
gross wages, income from investments and private transfers. The distribution of primary
income is affected by public authorities both directly, through regulations - for example,
minimum wage regulations - and indirectly, through the educational system (affecting the
skills of individuals) and because it feeds labour demand (governments employ large
proportions of the labour force). However, public authorities also levy taxes and social security
premiums on primary income. From these taxes, they finance a wide range of activities,
including the building of roads and hospitals, the educational system and social security
transfers. The subtraction of taxes and social security premiums from primary income and the
addition ofsocial security transfers lead to disposable income, which will also be referred to as
post-government income. We will take this as an indicator of the welfare level of households
and individuals. We will look at the share of social security transfers in disposable income and
examine the extent to which these transfers reduce inequality and poverty. We define pre-
transfer income as post-government income minus social security transfers. The relationship
among the income concepts used in this study is illustrated in Figure 5.1.

~ Most of the computations were done with STATA (StataCotp, 2001). A limited number of calculations were
carried out with SPSS (SPSS Inc, 1999).
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Figure 5.1: Primary, pre- and post-government income
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Note that no attempt has been made here to measure one's `full income'. Full
income is generally defined as the sum total of monetary and non-monetary income. Non-
monetary income is comprised of in-kind income, non-cash transfers, imputed rent for
owner occupied housing, the value of assets and the value of leisure. Because of the
measurement problems and data requirements involved with the estimation of full income,
we focus here solely on monetary income. For poverty studies with a focus on assets and
wealth holdings, see Wolff (1990), Rendall 8c Speare (1993) and Van Den Bosch (1999) for
an application on Belgian data. Smeeding et aL (1993) incorporate non-cash subsidies in
their study of poverty in seven industrialised countries.

5.3.2 Equivalence scales

An equivalence scale can be seen as a vector of the level of resources, each associated with a
household type, rendering the households an equal level of welfare. Equivalence scales are
used to make different household types comparable. Hence, this permits us to make welfare
comparisons such as: an income x for the family type i is equivalent to y for family type j. Such
equivalencies are applied to control for economies of scale through income pooling within the
household, as well as for the different needs of households with varying structures (see
Appendix ] ).
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In this study we use a two-parameter equivalence scale commonly used in the literature.
This scale allows us to distinguish between the needs of adults and of children. Equivalent
income (ye) is computed as:

Ye - Y
~lfa~x-l~t~z~'

where y represents current income, x the number of adults, z the number of children, and a and
~3 are factors associated with the needs of, respectively, adults and children. These factors are
set to 0.5 and 0.3, respectively. Hence, additional adults in the household are considered to
need half as much as the first adult, while children are assumed to need 30 percent as much
income as an adult. The equivalence factors correspond to the so-called modified OECD
equivalence scale that was tirst suggested by Hagenaars et aL (1994). This scale has now
become the standard in the EU (Atkinson et al., 2001).

5.3.3 Trends in income

Income is a quantity that is of interest for economic analysis.45 In particular, the leve! of
income is often taken as an indicator for the level of welfare. Its growth rate can be seen as
an indicator of economic efficiency. In Figure 5. l, median equivalised household income is
presented for the period 1985-1997. Germany is found to have the highest level of income
over the years. Great Britain has the next highest median income and the Netherlands the
lowest. However, the differences among these three welfare states are not very large. The
position of the Netherlands is somewhat surprising, given that Dutch GDP per capita is
around 25 percent higher than in Great Britain. However, our data are similar to
computations based on the European Community Household Panel (Eurostat 2000a: 107).

Throughout the 1980s, Dutch and German median income followed a similar trend,
with an average growth rate of around three percent per year. The development during the
1990s differs for a variety of reasons. Although the sharp drop in real income in Germany
in 1991 could be attributed to the inclusion of the East-German sample, the general
decrease in real income during that time is also found when looking at median income -
with a slight recovery in 1995 - of West-Germans alone. This trend can be attributed to the
cost of German reunification and the slow economic growth due to the recession in the
early 1990s. It was, in particular, the non-elderly singles, the lone parents and couples with
children who saw their income positions deteriorate between 1991 and 1995.

" [n this study, income data are expressed in terms of Euro Purchasing Power Standards (PPS). Strictly
speaking, PPS adjustment is not designed for comparison of net household income, but for the comparison of real
national income. Purchasing power standards only account for average intemational prices while relative prices for
goods and services within the country matter more to households. See Dowrick 8r Quinggin (1994) for a
discussion. At present, however, there is no other altemative to PPS.
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The decrease in the Dutch income between 1989 and 1990 can, to some extent, be
attributed to the change in the way income was measured in the Dutch survey (see
Appendix 1). The 1993, decrease in real income is attributed to the economic downturn in
that year in the Netherlands. On the whole, median income increased with some four
percent between 1991 and 1995. All household types saw their income positions improve
during that period, but the non-elderly singles and couples with children improved more
than average. Median income in Great Britain increased by five percent between 1991 and
1995. After 1995, the growth rate was even larger. The increase was largest among the
elderly and lone parents. Nonetheless, as we will see below, their income position is still far
from good.

Figure 5.2: Trends in real median standardised income (1995 prices and Euro PPS)
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We complement this description ofthe overall income level, and changes therein, by
looking at income across a number of subgroups. A distinction is made by household type,
employment status and labour market attachment of the household. First, we distinguish
among household types. From the point of view of economic subsidiarity, larger
households are expected to be better able to internalise income risk and household members
to better provide for their mutual welfare. The constructed household types are described in
Table A.1.4 in Appendix 1.

i'~~ `~ ~ ~,` -,
~ `. -
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Of course, from an economic perspective, the labour market status and the labour
market attachment of the household are expected to be major determinants of people's
welfare. Apart from the employment status of the individual, we consider the employment
status of the head of the household. The category `not employed' consists of people in a
household where the head is unemployed, disabled, houseman or housewife, student, etc.
From the point of view of labour market incentives, small differences in income among
people in gainful employment and those out of employment indicate the possible existence
of disincentive effects. The degree of labour market attachment of the household is defined
as the total number of hours worked by all household members divided by the potential
number of hours worked for the household on a weekly basis (number of adults of working
age times 38 hours). The variable, therefore, measures the level of labour supply by the
household. It can also be interpreted as measuring the degree of labour market attachment
by the household. If all adults work full-time, the indicator of `use of work potential' will
be hundred percent. If, in a two-adult household, one of the adults works full-time and the
partner does not work at all, the `use of work potential' will be fifty percent. It will also be
fifty percent if both work part-time.

In all countries, living in a household where the head is unemployed leads to a lower
income ( Figure 5.3). However, the difference is much more pronounced in Great Britain.
This implies that the British have stronger incentives to work than the Dutch and Germans.
A similar picture is found when looking at the degree of labour market attachment of the
household ( Figure 5.4). Persons living in households making full use of the work potential
are significantly better off than those who do not. Increasing the use of the work potential
always pays off in terms of income - except in the Netherlands and Germany - for an
increase at low levels. This finding points to possible disincentive effects in these two
countries of holding small - marginal - jobs. Examining income across household types
shows that lone parents have a very poor income position in all three countries, though this
is slightly less so in the Netherlands ( Figure 5.5). The income position of single elderly is
also relatively poor, especially in Great Britain. In all three countries, couples without
children have the best income position, especially in Great Britain.
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Figure 5.3: Median equivalised household income by employment status of the
household (indexed, total- 100 percent), 1995a
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Figure 5.4: Median equivalised household income by use of work potential in the
household (indexed, total- 100 percent), 1995~
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Figure 5.5: Median equivalised household income b~- household type ( indexed, total -
100 percent), 1995a
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5.3.4 Socialprotection

In modern welfare states, social security transfers make up a large part of one's income. As
Table 5.2 shows, approximately 30 percent of household income can be attributed to social
security transfers. However, social security income represents a higher proportion of total
household income in the Netherlands than in Germany and Great Britain. The share of
social transfers in the European Community Household Panel (ECHP) and the share of
social protection expenditure of the GDP are given in the last two rows of the table and
show some differences in the ranking of the countries compared to our calculations. In
particular, the share in Great Britain compared to Germany differs somewhat from what
one would expect on the basis of macro data. Considering the share of expenditure as a
percentage of the GDP, the Netherlands and Germany have a similar level of spending
while Great Britain's level is three percentage points lower. Our data do not quite reflect
these differences. The data from the ECHP tend to slightly underestimate the share of social
transfers in total household income. This might, however, be due to differences in
definition.
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In all countries, the elderly, whether singles or couples, tend to be largely dependent
on social transfers. To a lesser extent, this is also the case for lone parents. Nonetheless,
social transfers in Germany make up a smaller proportion of the lone parent's income than
in Great Britain and the Netherlands. With regard to the labour market status of the head of
the household and the household attachment to the labour market, the results are very
similar across welfare states: increased employment leads to a reduced dependency on
social transfers. The only difference between the countries is found for households with
little attachment to the labour market. For those households, social security transfers make
up the lowest proportion of household income in Great Britain and the highest in the
Netherlands. This is indicative of the liberal and social democratic feature of the British and
Dutch welfare systems, respectively.

Table 5.1: Share of protection transfers in total household income, 1995
the Netherlandsa Germany Great Britain

Total 33 30 30
Household type

Single non-elderly 32 19 18
Single elderly 95 93 85
Couple without children 23 19 12
Couple with children 17 12 16
Elderly couple 88 84 63
Lone parent 73 40 59
Other 48 37 29

Labour market status of head
Head employed 11 9 8
Head not employed 75 72 63

Use ofemployment potential
0-I Ooro 88 86 76
I 1-25oro 47 46 48
26-SOo~o 20 21 20
51-75oro 12 1 1 12
75fo~o 7 4 6

Share of social transfers (ECHP)` 28 26 24
Social protection o~o GDPd 31 31 28

a: Dutch data are for 1994.
Sources: b) SEP, GSOEP. BHPS; cl ECHP, numbers jor 1994 (Eurostat, 1000a: I07J; d~ Eurostat (2000a),
numbers arefor 1996.

While the share of social transfer income in Germany was rather stable during the
1980s, it increased slightly through the process of German reunification (see Figure 5.6). In
the Netherlands, however, the proportion of social security income in household income
decreased towards the end of the eighties, possibly as a consequence of social security
reforms in 1987. It cannot be ruled out that the increase in the share of social transfer
income between 1989 and 1991 resulted from the change in the way income was measured
in the Dutch data. Indeed, no major changes in the national social security setting took
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place during that period. Therefore, the slight increase ( 3 percentage points) between these
two dates should be taken with caution. In any case, the share of social security income
seems to have stabilised at around 32-33 percent in the 1990s.

Starting from a relatively low share of social security income in 1991, Great Britain
caught up with Germany and the Netherlands between 1991 and 1994. These findings
match the increase in social security spending as a percentage of the GDP observed over the
same period in Great Britain (Eurostat, 2000b).

Figure 5.6: Share of social protection transfers in total income
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5.4 The distribution of income

Now that we depicted the income position across various household types and described
trends in the evolution of household income, let us now turn to distributional issues. The
first empirical exercise consists of comparing income distribution data at various points in
time and among welfare regimes. The second one is to measure the redistributive impact of
social security transfers across nations. The intellectual challenge is to see whether the
hypotheses formulated in Chapter 4- with respect to the redistributive effect of welfare
regimes - are verified in our data. As explained there, the redistributive effect of public
transfers is measured as the proportional decrease in pre-government inequality or poverty:
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post - government povertv ! inequality
redistribution (Sti ) -1- ~` 1000~0 .

pre - governmenl poverh' ! inequalitv

The inequality indices used in this section are the P75l25 ratio, the relative mean
deviation (M; also known as the Robin Hood index), the Gini (G) and Theil (7) coefficients.
The Atkinson inequality index (A) for two values of E, 0.5 and 1- reflecting different value
judgements on inequality - are also reported 4~ These inequality measures are briefly
explained in Appendix 2.

5.4.1 Inequality and redistribution

The largest part of income inequalities is generated on the market. People's market income
can diverge widely because some have paid employment while others are unemployed or
because some have access to capital income and others do not. Even when employed,
income will diverge due to differences in ability and skills, and their associated productivity
differentials. Relative scarcity of skills - as well as possible discrimination - is also likely
to play a role. When computing the inequality measures using the three panels, it appears
that Germany and the Netherlands display a similar pattern of post-government inequality
(see Table 5.2). Inequality in Great Britain, however, appears to be larger.`" Although Great
Britain is found to be a relatively wealthy nation in terms of inedian income, inequality is
nested at a higher level than in the Netherlands and Germany. This is in accordance with
the expectation formulated in the previous chapter. Pre-transfer inequality, turns out to be
lowest in Germany and highest in the Netherlands, according to almost all the inequality
measures reported in the table. Also, the Dutch and the German social transfer systems
seem to do a much better job at redistributing income than the British system - which again
is in line with the expectations (Chapter 4).

One attractive feature of the Theil coefficient is its additive decomposability by
subgroup (see Appendix 2). Hence, total inequality can be expressed as the sum of between
and within-group inequality. In this section, we use this feature to show how inequality in
subgroups accounts for total inequality in the mid 1990s. We decompose total inequality by
household type and the household use of work potential ( in as in Table 5.1). Across
household types, inequality in the Netherlands is rather low (see Table 5.3). Therefore, the
proportion of between-group inequality in total inequality is lowest in the Netherlands.
Between household types, inequality accounts for a larger part of total inequality in
Germany, but even more so in Great Britain. Looking at the decomposition according to the
use of employment potential of the household members, both the Netherlands and Great
Britain appear to differentiate equally between groups, while the degree of differentiation in

~ With e- l society is more sensitive to income differences than with e- 0.5.
" However, this does not hold for the Atkinson index with epsilon set to 1.
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Germany is lower. Relatively speaking, the strongly redistributive Dutch welfare regime
still appears to have strong financial incentives embedded in it.

Table 5.2: Inequality and redistribution, 1995
P75~P25 M G T A(e-0.5) A(e-1)

the Netherlandsa
Primary income 10.749 0.340 0.480 0.442 0.285 0.862
Pre-transfer income 8.009 0.330 0.465 0.416 0.273 0.843
Post-government income 1.847 0.198 0.285 0.147 0.077 0.202
Redistribution (Sh) 77 40 39 65 72 76

Germany
Primary income 5.956 0.342 0.479 0.430 0.275 0.850
Pre-transfer income 5.006 0.323 0.452 0.391 0.260 0.838
Post-government income 1.816 0.192 0.278 0.140 0.074 0.203
Redistribution (Sh) 64 41 39 64 71 76

Great Britain
Primary income 8.634 0.364 0.505 0.469 0.278 0.747
Pre-transfer income 5.319 0.331 0.462 0.382 0.210 0.472
Post-government income 2.133 0.225 0.318 0.179 0.086 0.175

Redistribution (Sh) 60 32 31 53 59 63
a: Dutch data are for 1994.
Somres SEP, GSOEP, BHPS.

Table 5.3: Subgroup decomposition of Theil by household type and use of work
potential, 1995a

the Netherlands Germany Great Britain
Theil 0.147 0.140 0.179
Decomposition by household type

Within-group 0.139 0.125 0.153
(in o~o) (95) (89) (85)
Between-group 0.007 0.015 0.026
(in "~o) (5) íl l) í15)

Decomposition by use ofwork potential
Within-group O.Il4 0.125 O.139
(in "~o) (78) (89) (78)
Between-group 0.032 0.015 0.040
(in "~o) (22) (11) (22)

a: I994 for the Netherlands.
Source: SEP. GSOEP, BHPS.

In Figure 5.2 we depicted the trend in real median income in the Netherlands,
Germany and Great Britain. Real income grew in all three countries during the observation
period, with the largest growth in Great Britain and the smallest in Germany. How did
economic growth impact on inequality? Did inequalities diminish in the process of
economic growth - as the trickle-down hypothesis would suggest - or did growth
exacerbate them? The evolution of inequality through the years is depicted in Figures 5.9,
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5.10 and 5.1 1 for the Netherlands, Germany and Great Britain, respectively. The conclusion
is cleac in the period under study, economic growth did not result in a decrease of income
inequality. Inequality remained more or less stable or, as in Germany, even increased.~~

Figure 5.7: Trend in post-government inequality in the Netherlands, 1985-1994
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Figure 5.8: Trend in post-government inequality in Germany, 1985-I995
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'R Supposedly, this is one of the consequences of German reunitication. Looking at the Westem sample alone,
we found that inequality had increased. Schwaae (1996) shows that post-transfer inequality decreased following
German reunitication. However, the income concept he uses differs from ours on some crucial points.



Income ~-edistrib:~tion andpoverry in lhree European x.e Jare states 101

Figure 5.9: Trend in post-government inequality in Great Britain, 1991-1997
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Using the Theil coefficient, we investigate in greater detail whether the changes in
inequality presented in the previous figures are significant or not.49 The results are depicted
in Figure 5.10. The first observation is that, in all years, inequality in Great Britain is
significantly higher than in Germany. It is also significantly higher than in the Netherlands,
not counting the abnormally high Dutch figures for the early nineties.

;9 The 95 percent confidence intervals - computed using sample moments decomposition as in Cowell (1989) -
are depicted in the figure. The computations were carried out using the ineqgem STATA routine written by
Philippe van Kerm.
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Figure 5.10: Theil coefficient in the Netherlands, Germany and Great Britain (dotted
lines - 95 percent confidence interval), 1985-1997
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5.5 Issues in the measurement of poverty

Poverty covers many aspects of life that change from place to place and over time. In this
study, poverty is defined in monetary terms, i.e. being at the lower end of the income
distribution. In measuring poverty, three distinct steps have to be distinguished. The first
one is conceptual and consists of defining the term poverty. The second step is empirical
and consists of defining a poverty threshold which reflects the definition of poverty that
was adopted. The third one, also empirical, is to measure the total amount of poverty. These
steps have already been discussed at length in the literature, so we will not summarise it
here. Instead, we will present a conceptual framework in which to view poverty and
poverty dynamics (Section 5.5.1) and describe the poverty line adopted in this study
(Section 5.5.2). Some cross-sectional results pertaining to the extent and determinants of
poverty are presented in Section 5.6.

S.SJ Conceptualisation ofpoverty

Different types of poverty definitions are found in the literature. Definitions of poverty can
analytically be distinguished along four lines (cf. Muffels, 1993):
- The basic dimensions involved;
- Absolute - relative poverty line;
- Objective - subjective poverty line;
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- The way the needs of households of various sizes are compared to one another (see
Section 5.3.2).

Basic dirnensions ofpoverry
In earlier work (Dirven et aL, 1998) a classification of poverty definitions was used based
on two dimensions: one relates to the difference between income and consumption; the
other to the difference between static and longitudinal poverty. In his work, Amartya Sen
(1979) had already made a distinction between the direct (deprivation-related method) and
the income method of poverty measurement. Later, the sociologist Stein Ringen (1988)
elaborated further on the distinction between direct (consumption-related) and indirect
(income-related) definitions ofpoverty.5~

With a consumption - or deprivation - definition, poverty is assessed in terms of a low
level of living conditions. People are poor when they have a lower standard of living than what
is judged decent in their community: i.e. when they are deprived of some resources. This
standard of living is regularly measured multi-dimensionally, according to a broad set of
achievements: food, health, education, housing, work, social contacts, etc. The approach is
termed direct since it focuses on the actual achievements and living conditions of households
and~or individuals. With an indirect - or subsistence - deftnition poverty is defined in terms of
income. Those who do not have at their disposal the minimum amount of resources deemed
necessary to achieve a certain minimum living standard are labelled poor. This minimum
amount of resources is referred to as the income poverty line. The income notion used is, in
general, disposable household income. Here, only one aspect of the living situation - income -
is considered. For the Netherlands, evidence has been produced indicating that income poverty
is not the sole determinant of relative deprivation (Dirven 8c Berghman, 1991, Muffels, 1993).
Other resources, including economic, social and cultural are also determinants of relative
deprivation.

Very often, poverty is defined as a situation in which income is too low, according to a
pre-defined standard. In fact, income is then taken as a measure of the actual economic
outcome achieved by the individual or household. However, since the study of poverty is an
attempt to measure people's welfare, income can be shown to be a rather poor determinant of
welfare. In fact, it is not income itself that produces welfare (utility), but what people can
actually afford with their income - the commodities and services they can buy - and what they

can achieve with these commodities and services. Sen has thoroughly developed this line of
reasoning in much of his work (see, for example, Sen, 1985, 1992).

In all these approaches, income - or resources - definitions are distinguished from

definitions in terms of consumption patterns and standards of living. By making the

distinction between direct and indirect poverty measurements, Ringen (1988) stressed the fact

that, although poverty is often defined in terms of deprivation, it is frequently measured only in

terms of income. However, the use of the words `direct' and `indirect' might be confusing

so For an extensive treatment of the issue, see also Callan et aL (1996).
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because, in welfare economic theory, they refer to the way of ineasuring consumer
preferences. The measurement of preferences might be pursued either by the method of
`revealed preferences' as in classical budget-research (indirect) or by `stated preferences'
(direct), asking questions about the utility assigned to income-levels in surveys (Kapteyn et
al., 1985). Therefore, in welfare economic terms, income definitions are called `direct' and
consumption definitions `indirect'. For this reason we prefer to make a distinction between
income-related and consumption-related poverty definitions. Throughout this study we
restrict our analyses to the income method, using it - instead of consumption or deprivation
- as a yardstick for welfare.

In the second dimension of poverty definitions, it must be stressed that poverty is a
gradual process. It can start short-term and evolve towards a permanent situation through a
process of marginalisation. Therefore, studying poverty in a static perspective is insufficient.
Terrns such as `income poverty' or `relative deprivation' are generally seen as
instantaneous notions of poverty. In the conventional static approach, there is little
consideration for the longitudinal aspect of poverty. In a dynamic approach, what matters is
how poverty statuses evolve over time: whether people are able to escape transitory
instances of poverty conditional on the length of stay in poverty, how stable or unstable
income positions are over time and whether poverty is a recurrent phenomenon or not. In a
dynamic approach, the interest goes, therefore, to longitudinal patterns of poverty and
deprivation, as well as to the factors which determine impoverishment and exclusion from
average living standards. This leads to a matrix for the classification of poverty definitions,
as presented in Table 5.4.

Table 5.4: Conceptualisation of poverty definitions
Static Dynamic

(situation or state at one point in (changes over time)
time)

Income
(cash income, command Income poverty, ~ Longitudinal poverty,
over resources) income deprivation impoverishment
Consumption
(consumption budget, Relative deprivation, ~ Longitudinal deprivation, social
living standard) consumption deprivation exclusion

Souree: adaptedfi.om Berghman (1995: 21 j.

The use of terms such as impoverishment (low income) and social exclusion (low
consumption) reflect the longitudinal approach to poverty and the focus on poverty
dynamics. In the dynamic approach, the attention is placed on changes, or the sequence of
life events, leading people to enter into or to escape from poverty. The longitudinal concept
of poverty adds the time dimension to the static poverty concept, making it fundamentally
different. As Walker argued, it is not just another dimension: "it is the medium within
which poverty occurs and shapes the experience of being poor" (Walker, 1994: 11).
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Changes in employment status, household composition and position within the social
protection system are all events that can generate these processes. Disincentives, stigmatisation
and moral hazard may also contribute to these processes.

Our use of the term `social exclusion' in the above table must be distinguished from the
way the term is generally used in the European context. In official discourse at the EU level,
the term `poverty' has gradually made place for the notion of `social exclusion'.51 The relative
vagueness of the concept and its multi-dimensionality can account for its attractiveness in
European debates (Matsaganis 8r. Tsakloglou, 2001). It is broad enough to encompass whatever
aspect the Member States wish to incorporate in the concept - and is, therefore, in accordance
with the principle ofsubsidiarity. However, it also enables them not to undertake new policies
and use existing policies as illustrations of their actions. In any case, the use of the term social
exclusion in European discourse does not necessarily refer to processes or dynamics. It is

generally used to describe situations.
Throughout this study, we restrict our analyses to the income method, using it -

instead of consumption or deprivation - as a yardstick for welfare. For evidence on
consumption deprivation and its dynamics (social exclusion) in the EU countries, see
Muffels and Fouarge (2002a) and Whelan et aL (2001a, b, c). Chapters 6 and 7 will focus on
the dynamic aspects of poverty (impoverishment). In the remainder of this chapter we will deal

essentially with income poverty from a static perspective.

Absolute and relative poverty
With an absolute poverty line, a person can be said to be poor when he or she does not reach an
absolute minimum level of resources, independent of the environment of that person. Hence,
the level of an absolute poverty line does not change when the standard of living in socíety
changes. A reJative poverty line is linked to the standard of living in society. It recognises that
"the notion of poverty is strongly related to the average level of and the distribution of
individual welfare in society" (Van Praag et al., 1992: 7). It is sometimes argued that relative
methods reduce poverty to a notion of inequality. For a discussion on relative versus absolute
poverty lines and a critical view on poverty lines, the reader is referred to Sen (1983). As
argued, the absolute poverty standards are not as absolute as they pretend to be: they are, in
fact, indexed to account for price changes. Sen also argues that, while poverty can be thought

of absolute in the space of capabilities (see below), it translates into a relative approach in the

space of income, commodities and resources. A similar point was illustrated by Adam Smith in
The Wealth of Nations (Smith, 1976). He reckoned that, in eighteenth century England, one

would have been too ashamed to appear in public without leather shoes while this might not

have been the case in earlier times. Customs of the country have made it a necessity to wear

shoes (relativity) in order to avoid shame when appearing in public (absolute feeling).

s~ See Vlemincks 8r Berghman (2001) for an historical account of the concept of social exclusion.
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Objective andsubjective poverry
A further distinction is usually made between objective and subjective poverty lines. An
objective poverty line is one set by experts. People are classified with respect to objective
aspects of the'v situation. The level of a subjective poverty line is dictated by the view of
people and their own feeling about their situation - their perceived level of utility or welfare.
However, when they disagree, some aggregation procedure is required, which turns subjective
approaches into inter-subjective approaches (see Goedhart et al. 1977, Kapteyn et al. 1985).

Capabilities
Measuring poverty in terms of income is like viewing poverty in terms of command over
resources or, rather, the lack thereof. Rather than measuring what people have - income,
goods and other material resources - the capability approach concentrates on what people
do and can do (Sen, 1983, 1985, 1992). In this approach, `functionings' play an important
role. They represent what "the person succeeds in doing with the commodities and
characteristics at his or her command" (Sen, 1985: 10). What is crucial here is that, while
functionings are absolute, the means to achieve them are relative across individuals, time
and space. It is the collection of such functionings that determines a person's capabilities:
what he or she can do. What people actually do does not matter, as long as their capabilities
set is broad enough. Within this framework, poverty can be defined as a state in which the
level of capabilities is unacceptably low compared to the standards of the society one is
living in. However, attempts to operationalise this concept of capabilities are scarce (see for
example Desai, 1990) and so are empirical studies on the subject. These studies, moreover,
tend to focus on functionings rather than capabilities (see Schokkaert 8c Van Ootegem,
1990).

Income
In advanced economies, income is an important determinant of people's possibility set and
command over goods and services. Moreover, income is easily measurable and directly
available from international comparable data sources. Income data are readily available for
long periods of time, making the analysis of trends and dynamics possible. One should,
however, keep in mind that a given net income level in one country does not open the same
possibility set in another country. This will be the case, for example, when health care is
publically financed in one country and privately in another.

Measuring the extent ofpoverty
Once the concept ofpoverty has been clarified and appropriately operationalised, the next step
is to develop quantitative indicators of poverty. Having determined which households~persons
live in poverty, one has to compile this information into a single index. The most easily
computable - and indeed the most popular - measure of poverty is the head-count ratio also
called poverty rate. It is simply defined as the total number of poor relative to the total number
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of persons in the population. Despite the shortcomings of this index - it says nothing about the
poverty gap (the question of how poor one is) or the variation in income among the poor (see
Sen, 1976, Foster et al., 1984) - we will use this index throughout this dissertation.5'`

5.5.2 Making a choice

The definition of poverty we adopt in this study is taken from the Third Poverty Programme
of the EU:

"The poor shall be taken to mean persons, families and groups of persons
whose resources (material, cultural and social) are so limited as to exclude
them from the minimum acceptable way of life in the Member States in
which they live"
European Council Declaration of 19 December 1984

The first important aspect of the definition is that it is relative, since the frame of reference for
evaluating people's living standard is the `way of life in the Member States' in which people
live. Because of this relativity, it also fits the principle of subsidiarity included in the EU
Treaty. Hence, poveriy is not understood to be the inability to satisfy some physiological needs
necessary for survivaL This notion of relative poverty is widely accepted in developed
countries. The second aspect of this definition is that poverty encompasses both material and
non-material aspects. We believe both aspects are significant. However, due to problems of
data availability, intemational comparative studies focus mainly on income poverty.5'

In this study, we chose to apply a statistical poverty line. More precisely, we set the
poverty threshold at half-median standardised income, where income is standardised using
the modified OECD equivalence scale (see Section 5.3.2). Although the method is
unidimensional, arbitrary and subject to a number of other criticisms, it is becoming
standard practice to use it in international comparative research. The standard practice at
Eurostat, however, is to use 60 percent of standardised median income as the poverty
threshold. To visualise the effect of the level of the poverty line on the poverty estimate, the
poverty rates corresponding to various proportions of inedian income, ranging from 0
percent (no poverty) to ] 00 percent (poverty of half the population) of inedian income, are
depicted in Figure 5.11. The figure shows that, for low values of the poverty line, poverty
in Great Britain is less than in Germany and the Netherlands. This can be explained by the
larger proportion of very low income in the latter two datasets (see Appendix 1). As the
poverty line is set at higher levels of inedian income - above 40 percent - poverty in Great
Britain is always greater than in the other two countries. The largest difference in poverty

5'' In Chapter 8, use will also be made of the poverty gap index.
5~ Note, however, that due to increased availabiliry of comparable datasets such as the ECHP, comparative
studies of non-monetary indicators of poverty are becoming more common. For comparative evidence on relative
deprivation, see Dirven 8c Fouarge, 1996, 1998, Muffels Bt Fouarge, 2001a, 2002a, Tsakloglou 8c Papadopoulos,
2002, Layte et al., 2001, Whelan et al., 2001a, 20016, 2001c, Hallerbd, 1998.
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rate between the Netherlands and Great Britain and between the Netherlands and Germany
is found for a poverty line equal to 64 and 60 percent of inedian income, respectively. The
largest difference between the German and Great Britain poverty rates are found when the
poverty line is set at 74 percent of inedian income. At the 50 percent of inedian income cut-
off point, German and Dutch poverty rates are rather equally sensitive to small changes of
the poverty line. However, the British poverty rate is more sensitive. This holds for all the
values on the range of 35 to 65 percent of inedian income. The elasticities calculated for the
half-median poverty line show that a ten percent increase of the poverty line leads to a
dramatic 32 percent increase in the poverty rate in Great Britain. This elasticity is much
lower in Germany (19 percent) and lowest in the Netherlands (15 percent).sa

Figure 5.11: Sensitivity of the poverty rate to the poverty line, in the Netherlands
(1994), Germany (1995) and Great Britain (1995)
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'a We also regressed the (logarithm) of the values in Figure 5.4 and obtained elasticities of 12, 1 I and 59 percent
for, respectively, the Netherlands, Germany and Great Britain.
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5.6 The incidence of poverty

5.6.I Trends in poverty rates

We will first present general trends in pre- and post-transfer relative income poverty as
measured by the head count index (in Table 5.). In the table, the degree of redistribution
achieved though transfer income is also reported. Redistribution is measured as the
proportional reduction in the poverty incidence. Considering the results across countries for
1994, Great Britain is found to have the largest post-transfer poverty rate. What is striking
is that the pre-transfer poverty rate is more or less equal in all three countries, resulting in a
lower redistributive efficiency of the British social protection systems. One could then
conclude that the free play of the market results in similar (pre-transfer) poverty rates in all
three welfare states but that - conform to the expectation - the continental and social
democratic welfare states do a better job at reducing poverty.

While pre-transfer poverty rates seem to have remained more or less constant over
time in the Netherlands - though a slight increase is found by the 1990s - post-transfer
poverty appears to have increased, reducing the redistributive efficiency of social transfers
over the years. In Germany, noticeable changes took place at that time. Both pre- and post-
transfer poverty have increased, leading to a general reduction of redistributive efficiency
of the social protection system. While pre-transfer income poverty gradually increased
during the first halfof the nineties in Great Britain, post-transfer poverty increased after the
economic recession of the early nineties to decrease again afterwards.

Table 5.5: Percentages poor according to 50 percent of inedian standardised income,
pre- and post-transfers income, redistribution ("~o)

1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995
the Netherlands

Pre 32.2 31.3 31.2 31.2 32.3 34.4 33.7 32.9 34.3 34.4 -
Post 6.7 6.9 6.4 7.0 7.5 9.4 10.0 9.8 8.4 9.1 -
Redist. 79 78 79 78 77 73 70 70 76 74 -

Germany
Pre 29.8 28.9
Post 7.1 6.7
Redist. 76 77

29.2 28.9 29.1 29.0 31.0 32.2 32.3 33.3 33.3
7.0 7.3 6.2 7.1 8.1 9.2 9.2 9.2 10.2
76 75 79 76 74 71 72 72 69

Great Britain
Pre - - - - - - 31.9 33.5 35.2 35.6 35.0
Post - - - - - - 12.2 13.3 14.8 13.5 12.4
Redist. - - - - - - 62 60 58 62 65

Source: SEP. GSOEP, BHPS.
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5.6.2 The distribution ofpoverty

In this section, we take a closer look at the groups at high risk for poverty. The results are
summarised in contingency tables where the probability of being poor is related to a
number of variables, i.e. demographics, income, labour market and human capital.

As to the demographic variables, we distinguish, as we did above, among seven
family types. Alongside of the distinction between households with or without children, we
also consider the impact of a larger number of children in the household (none, one, two,
three or more) on the poverty status.

The educational level of the head of the household is introduced as a measure of
human capital. Because of problems of comparability of educational achievements involved
in international comparative studies, we take a basic classification of educational level (see
Appendix 1): low (less than high school); average (high school) and high (more than high
school). In fact, this rough classification performs rather well in our analyses. Gender and
age of the head of the household are included as general demographic characteristics of the
household. In a sense, they can also be interpreted as measures of human capital of the
household.

Three variables are used to represent the labour market status of the household. The
first one indicates whether or not the head of the household has paid employment. Because
we expect that there is less chance of being poor if more household members are engaged
in gainful employment, our tables also include the total number of employed persons in the
household. The last variable is a composite indicating the use of work potential by the
household, as was defined earlier. Finally, the social security status is accounted for by the
proportion of social security income in total disposable income.

Some of these characteristics appear to be more related to poverty than others. The
strength of the relationships can be measured in several ways (see Hays, 1981). Here, we
use the contingency measure Phi. Phi is derived from the chi-squared statistic.55 Its absolute
value lies between 0 and 1. A value of 0 is found when there is complete independence
between the poverty status and the variable under consideration, while a value of 1 reflects
perfect dependence between the variables.

Poverh' in relation to denrographic andhuman capital variables
From the point of view of the various household types, lone parents display the highest
poverty rate in all three countries. In the Netherlands, however, the poverty rate among lone

" For nominal data, the Phi (tp) coefficient can be used as a measure of contingency. It can be computed as

follows: ~- X~~rr . For two by two tables, the value of Phi is given by ~p -(n~ ~n„ - n~,n,i ), n~ n, n~n, , where

n,~ is the cell frequency of i'h row and j`" column of the contingency table, and rr; and n~ the row and column
marginals, respectively.
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parent is `only' double the average - it is more than four times average in Great Britain and
Germany - and the redistributive effect is found to be large.`6

Table 5.6: Post-transfer poverty rate, by characteristics of the household, and
redistribution (o~o) in the Netherlands, Germany and the Great Britain in 1995'

the Netherlands Germany Great Britain
Poverty Redist. Poverty Redist. Poverty Redist.

rate rate rate
Total 9 68 10 69 12 65
Household type

Single non-elderly 12 69 14 51 20 40
Single elderly 3 96 14 85 28 70
Couple without children 8 58 5 71 2 82
Couple with children 9 41 6 55 l0 51
Elderlycouple 10 84 6 93 6 92
Lone parents 18 76 46 20 46 39
Other 15 67 17 61 10 65

phi-.082 phi-.324 phi-.355
Number of children
0 9 75 9 80 10 75
1 10 47 14 40 12 51
2 9 45 9 43 13 51
3f 9 57 17 46 26 42

phi-.016 phi-.091 phi-.l43
Age of head of the household

25" 32 45 40 23 39 25
26-45 8 51 11 42 13 45
46-65 10 64 8 69 6 75
65' 7 89 10 89 16 79

phi-0.126 phi-.141 phi-.200
Gender ofhead of the household

Male 9 64 6 77 8 72
Female 13 79 17 61 20 58

phi-.048 phi-.173 phi-.l83
Head's educational level

Lower than high school 18 63 15 63 16 65
High school level 3 80 10 72 12 54
Higherthan high school 3 72 4 77 5 69

phi-.259 phi-.l22 phi-.150
a: Dutch data are for 1994.
Sowre: SEP, GSOEP, BHPS.

5~ Note that in the Netherlands, the poverty rate among lone parents is highly sensitive to the level of the poverty
line. Setting the poverty line equal to 60 percent of inedian income for example results in poverty incidence among
lone parents that is substantially larger than average. An explanation for this high sensitivity is that many lone
parents live on social assistance, while the 50 percent threshold comes just short of the general assistance level.
Hence, raising the poverty threshold results in a large increase in the poverty incidence in this group.
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Poverty incidence also tends to be larger than average among the non-elderly singles
in all three countries and elderly singles in Germany and Great Britain. Large redistributive
effects are found among elderly couples, single elderly - especially in the Netherlands -
and, in Great Britain, among couples without children. In Great Britain, the poverty risk
tends to increase as the number ofchildren in the household increases. Something similar is
found in Germany, but not the Netherlands. However, in all countries, the redistributive
impact of social security transfers tends to decrease as the number of children increases.

Young household heads are generally at a higher risk of poverty. However, some are
still studying and are thereby investing in human capital formation. Others are at the
beginning of their working life and are gathering experience at a low wage. As human
capital theories suggest, the earning potential of those youngsters is very likely to increase
substantially over the years. These numbers, therefore, do not really reflect their true
lifetime prospects.

Although the poverty rate in female headed households is higher than average in all
three welfare regimes, the redistributive effects of the welfare regimes are quite different.
The Dutch regime is relatively more redistributive towards female-headed households,
while the breadwinner (Germany) and liberal models (Great Britain) are relatively more
redistributive towards male-headed households

Povertv by labour market and social security~ characteristics
As expected, the employment status of the household members greatly influences the
probability of being poor. The degree of association of the poverty status with the labour
market variables is generally higher than with the demographic variables. The importance
of the labour market is greatest for countries in the liberal tradition, such as Great Britain.
For example, individuals in a household with a strong attachment to the labour market
(making almost full use of their work potential) display comparable poverty rates.
However, when little use is made of the work potential, the British are much more prone to
poverty than the Dutch, and the Germans. Overall, the redistributive impact of transfers is
larger for non-working households than for self-supporting, working ones. The larger the
dependence on social transfers, the larger the chance one is going to be poor. Twenty
(Germany) to 40 percent (Great Britain) of those fully dependent on social transfers are
found to be poor.
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Table 5.7: Post-transfer poverty rate, by labour market and social securit,y
characteristics, and redistribution (o~o) in the Netherlands, Germany and the Great
Britain in 1995"

the Netherlands Germany Great Britain
Poverty Redist. Poverty Redist. Poverty Redist.

rate rate rate
Total 9 68 10 69 12 65
Head's employment status

Not working 21 69 21 73 25 66
Working 3 63 4 SS 4 58

phi-.300 phi-.263 phi-.310
Number ofemployed in the household

0 18 75 25 74 32 64
1 11 52 9 62 8 67
2~ 2 60 1 56 2 59

phi-.229 phi-0.306 phi-.385
Use of employment potential

0-l0oro 20 73 25 74 31 65
11-25oro 38 44 25 68 23 67
26-50oro 9 58 12 72 7 67
51-75oro 2 70 3 77 5 60
75}oro 2 39 2 33 2 S9

phi-.317 phi-.312 phi-.380
Ratio of social security income in total household income

0- l 0oro 4
I 1-25oro 9
2S-SOoro 8
51-75oro 13
75toro 26

phi-.270

5 6 8 3 18
28 6 59 10 52
7l 14 65 I1 71
85 15 80 12 84
74 20 80 38 62

phi-.195 phi-.409
a: Dutch data are for 1994.
Sottrce: SEP, GSOEP, BHPS.

5.6.3 Determinants ojpoverty

[n the previous section, we examined the independent effect of a number of socio-economic
variables on poverty, without considering other factors. Using a model-based approach, we
can measure the effect of these variables on the poverty status while, at the same time,
controlling for the effect of other factors. The approach used here is to estimate logit
models on the data so as to gain better insight into the determinants ofpoverty. In Chapter 6
we will proceed in a similar fashion to investigate the determinants of poverty transitions.

When estimating a logit model for the poverty status, the probability ofbeing poor is
compared to the probability of not being poor, as in the following model:

P(Y; -1) - eXp~-z; Q ~
1 - exp~.r; ~3 ~ ~
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where y; equals 1 if the individual is poor and 0 if not, x; is a vector of covariates and ~i a
vector of coefficients measuring the effect of the dependent variables on the poverty risk.
The vector x; includes a number of theoretically inferred variables, which are expected to
impact one's economic position. These relate to relevant socio-economic characteristics of
the person and the household: gender, human capital variables, employment status and
employment profile of the household. Two alternative models were estimated. One
accounts for past poverty experience (model 2) while the other does not (model 1). The aim
of model 2 is to see whether having been poor in the recent past exacerbates the probability
of being poor. The models were estimated for the last year available in the data. Only those
living in a household where the head is of working age (16 to 65 years old) have been used
for estimation. The results are reproduced in Table 5.8.57

What the estimated model (model 1) indicates, in the first place, is the importance of
educational attainment in reducing the poverty risk. Better-educated persons have a
significantly lower probability of being poor. Similarly, the poverty risk is reduced with
age. As one grows older, he or she increases his~her human capital in terms of know-how,
as well as earning potential. A second aspect of the model indicates the importance of the
labour market situation of the head of the household and household members in decreasing
the probability of being poor. Those living in a household where the head is economically
active have a lower probability of being poor. This does not, however, hold in the British
case. When the activity status of the household was found to be significantly negative,
including the indicator of the use of the work potential in the household suppressed that
effect. In all countries, as expected, an increased use of the work potential of the household
members results - through increased labour market income - in a lower poverty risk. This
is, however, not true for marginal jobs (few hours) in the Netherlands (see also Figure 5.4).
Similarly, a decreased dependence on social protection income results in a lower
probability of being poor. This effect is especially strong in Great Britain, due to the
generally low and means tested social security transfer.

The household situation is also found to influence the poverty risk. Larger numbers
of children in the household lead to an increased risk. With the exception of Germany, no
significant gender effect on poverty has been found. The significant effect of gender in a bi-
variate setting is eliminated through inclusion of labour market variables. The significant
positive gender effect in Germany is interpreted as a typical feature of its corporatist
breadwinner tradition.

Inclusion of the poverty history in the second model substantially improves the
explanatory power of the model. The significant and positive effect of past poverty
experience suggests the possible existence of some state dependence in poverty. Such logit
regressions provide insight into the correlates of the poverty status in a multivariate
framework (as opposed to a bi-variate framework as in Table 5.6 and Table 5.7).

57 i'he Hubert~White estimator of variance was used.
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Table 5.8: Logit parameters for poverty status for the Netherlands (1994), Germany
(1995) and the Great Britain (1995); head aged 16 to 65; Beta coefficients

the Netherlands Germany Great Britain
(n-10,464) (n-14,114) (n-8,339)

Model 1 Mode! 1 Model f Model ? Model 1 Mode12
Number ofchildren in household

None
One
Two
Three or more

Age of head of the household
16-25
26-45
46-65

Head's gender
Male

.594'~` .479~" . 972'~` 1.105~`~` . 121 .036

.840~`~` .676~" .477~`~` .308~` .478~`~` .354~`

.825`~` .315~` 1.200~`~` 1.219~" .717~`~` .277

-2.249'~` -2.023"' -.813~`~` -.796~" -1.527~`~ -1.506~`~`
-2.528~~` -2.302"~` -1.641 ~`~ -1.435~`' -2.730~`~` -2.387~`~

.114 .008Female -.145 -.109 .781 ~`~` .697~"
Educational level of head of the household

Less than high school - - - - - -
Highschoollevel -1.540~`~` -L131~`~` -.368~`~` -.479~`~` -.092 .123
Higher than high school -1.574~`~` -1.263~`~` -1.275'~` -1.124~`~` -.444~` -.268~`

Primary activity of head of the household
Not working
Working

Use of work potential in household
-1.578'~` -1.270~`~` -.496~~` -.654~`~` .004 -.051

0-l0oro - - - - - -
11-25oro .967~`~` 1.272~~` -.637~`~` -.408~` -.200 -.279
26-SOoro -.530~`~ -.068 -1.551'~ -1.144~`~` -.850~`~ -.751'~`
51-75oro -1.708~`~` -1.090'~` -3.088~`~` -2.639~`~` -1.533~`~` -1.289~`~`
~75oro -1.407~`~` -.850~`~` -3.587~' -3.112~`~` -2.466~`~` -2.332~`~`

Proportion of social security income in total household income
0-l0oro -.439~`~` -.639~~` -.156 -.087 -2.339'~` -L666~"
11-25oro .312~` .097 -.780~`~` -.573~`~` -.999'~` -.650'~`
26-SOoro -.207 -.502~` -.083 -.068 -1.020~~` -.885'~
51-75oro -.293 -.651 ~`~` -.646~" -.679'~` -1.180~~` -1.123~`~`
775oro

Number of times poor in previous
four years

1.267" 1.145'~` .727~`~`

Constant term 1.896~`~` .662" .729~`~` -.134 1.894'~ .951'~`
Mac Fadden's R` .35 .46 .3S .43 .40 .45
' significant at 5"~0; ~" significant at 1"~0.
Mac Fadden's R' - 1-(log likelihood of the model ~ log likelihood of the model including only a constant). It
expresses the reduction in log-likelihood of the model including the explanatory variables compared to the model
including only a constant term.
Source: SEP. GSOEP. BHPS.
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5.7 Conclusion

Whether or not income inequality and poverty are found to be high is, to great extent, a
matter of personal judgement. However, it is also a measurement issue. Using a variety of
inequality measures we have shown here that, although income levels have been rising
during the past decades in the Netherlands, Germany and Great Britain as a result of
increased economic activity, the distribution of income has become more unequal. Using a
relative measure of income poverty, we have also shown that the incidence of poverty
increased during the past decades. Individuals in Germany are found to have the highest net
income, followed by Great Britain and the Netherlands. The differences among the
countries, though, are not very large. However, the three countries differ in the way income
is distributed among individuals. Great Britain displays a higher level of inequality and
poverty than Germany and the Netherlands. The Dutch and German welfare states both do a
better job at redistributing income and, therefore, at reducing market-induced inequalities.

The computations carried out show that human capital variables and labour market
participation are strong determinants of the poverty risk. The stronger the attachment to the
labour market, the lower the probability that one will be poor. This holds for all three
countries, but especially for Great Britain with its more liberal welfare system.

However, as will be shown later, the true incidence of poverty in a society is
determined by the level of transitions into and out of poverty and the extent of long-term
poverty (see Chapter 6). In brief, if the turnover rate is high, the incidence is likely to be
high and the length ofpoverty spells short. If turnover is low, the same people will be found
to be poor year after year and poverty spells will be long. In the next two chapters we
investigate this at length using the possibilities offered by the panel datasets at our disposal.



6 Poverty from a dynamic perspective

6.l Introduction

This chapter focuses on long-term income poverty and poverty dynamics using, as in the
previous chapter, income as the yardstick for welfare comparisons across population
groups.sx We have already indicated that previous international comparisons of poverty and
inequality have generally been based on annual cross-sectional data, of which the most
well-known and comprehensive is the Luxembourg Income Study (Mitchell, 1991,
Smeeding et al., 1993, Atkinson et al., 1995, Gustafsson 8t Lindblom, 1993, Deleeck et al.,
1992, Van den Bosch et al., 1993). Comparative studies of income and poverty dynamics
are now becoming more common (see Duncan et al., 1993, Headey et al., 1997, 2000,
Goodin et al., 1999, and more recently, OECD, 2001). Still, not many countries have long-
running panels that allow for longitudinal analyses. This chapter deals with longitudinal
poverty and compares the redistributive effects of welfare state arrangements in the short,
medium and long-term in Europe. [t was a great opportunity to be able to use three unique
long-running panel datasets for three rather distinct countries in terms of their poverty
distributions and welfare state features. We have used panel data for ten consecutive years
for Germany and the Netherlands, and five consecutive years for Great Britain. A ten-year
period seems sufficiently long to reflect the long term. The five-year period we use for
comparing Great Britain with the other countries is meant to reflect the medium-term.
Hence, in this chapter, a comparison is made among the short (annual; see Chapter 5) and
medium-term (five years) results for three countries and the long-term (ten years) results for
two. Within welfare regimes, we are, therefore, able to compare the social and economic
efficiency of redistributive policy over time. We can also compare the long-term social and
economic efficiency of the various welfare regimes. From the point of view of subsidiarity,
we can show whether the market is capable of alleviating poverty in the longer run. If so,
state intervention might not be necessary. Otherwise, if one wants to eliminate poverty,
some degree of State redistribution might be required.

SR This chapter is an extended and revised version of a working paper with Ruud Muffels (Muffels et al., 1999a).
It was presented at the l3th Annual Conference of the European Society for Population Economics (ESPE 1999),
June 24-26 1999, Turin, Italy and has been submitted for publication to an international journal. The results for
Great Britain presented in that paper were based on net weekly income (Jarvis 8c Jenkins, 1998) while the
calculations here are based on net annual income (Bardasi et al., 1999). This explains the discrepancies in some of
the tables.
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Section 6.2 of this chapter pertains to the definitions used in the literature for
monitoring long-term poverty. Subsequently, we develop the notion of `poverty profile',
according to which a distinction is made among transient, permanent and recurrent poverty.
In Sections 6.3 and 6.4, comparative evidence is presented on longitudinal poverty, using
the previously explained measures. In Section 6.5, our focus shifts to the events that trigger
entries into and exits from poverty, after which we turn - in Section 6.6 - to the
investigation of the socio-economic determinants of poverty profiles over time. These
analyses are of interest because they will help gain insight into the economic efficiency of
the various welfare regimes in the longer run. In the last section of the chapter, we draw
various conclusions based on the substantive outcouies.

6.2 Approaches to persistent poverty

6.2.1 The time nature ofpoverry

In Chapter 5, we introduced a theoretical scheme by which to view concepts of poverty and
social exclusion (see Table 5.4). One of the dimensions of that classification points out the
distinction between static and dynamic definitions of poverty. Such terms as `income
poverty' or `relative deprivation' are generally conceived in their static meaning:
instantaneous notions of low income or relative deprivation in which the person or
household lives at a certain point in time. In the conventional approach, there is little
consideration for the longitudinal aspect of poverty. However, for policy purposes, it is
certainly significant whether those recorded as poor at different points in time are always
the same or whether some have left poverty while others have become poor. For example,
using data for the Netherlands, de Beer (2001) has shown that high levels of economic
growth and a large increase in labour market participation in the 1980s and 1990s did not
reduce poverty. However, not always the same people were poor over the years.

In a dynamic approach, what matters is how poverty statuses evolve over time:
whether people are able to escape transitory instances of poverty (conditional on the length
of stay in poverty); whether or not income positions are stable over time and whether or not
poverty is a recurrent phenomenon. In a dynamic approach, one is interested in the
longitudinal patterns of poverty and deprivation and the factors which determine the
process of impoverishment and exclusion from average living standards.

The use of terms such as impoverishment (low income) and social exclusion (low
consumption) mirror the longitudinal approach to poverty and the focus on poverty
dynamics. This chapter focuses on the financial aspects of poverty.59 In the dynamic
approach the attention goes to processes - or the sequence of life events - leading people

'Q In a different study, we focused on non-monetary indicators of poverty to study social exclusion (Muffels á
Fouarge, 2001a, 2002a).
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into or out of poverty (see Sections 6.5 and 6.6). The longitudinal concept of poverty adds
the time dimension to the static poverty concept, changing it fundamentally.

The time nature, itself, should be part of the definition of poverty. The experience of
short-term and long-term poverty, the welfare assigned to the poor's standard of living and
the strategies they adopt to cope with poverty and exclusion at the micro-level are quite
distincL In the short run, people may be able to make ends meet by drawing on their
savings and reducing their expenditure. For the longer run, however, these strategies are
otten insufficient to cope with the income shortfall. Apart from the magnitude of that
shortfall (poverty gap) and the duration of it (spell-length), attention should be paid to the
distribution of poverty across the population over time. In particular, its recurrent nature -
and, therefore, the prevalence of poverty in society over time - should be the concern of
academic researchers.

The distribution of poverty over time depends not only on the number of people in
poverty, but also on income mobility, the duration of poverty spells and the extent of
recurrent poverty (Walker, 1994). The higher income mobility or income volatility is
during a certain time period and the shorter the spell-duration, the higher the prevalence of
poverty in society; i.e. the higher the proportion of people experiencing poverty at least
once during the period. Similarly, the lower the share of recurrent poverty, the higher
prevalence. This means that, in the absence of income mobility over a given period of time,
it is always the same individuals who are poor and prevalence over time equals the cross-
sectional poverty rate. This situation indicates the existence of an underclass: once poor,
always poor. If, on the other hand, poverty is a once in a lifetime event, then economic
positions are open to all and the probability of being poor is equally shared by alL This
situation is to be preferred to the former one on the grounds of Rawls's principle of
distributional justice (Rawls, 1971; see Chapter 3). However, the prevalence of poverty is
directly affected by the length of the observation period. Lengthening of the observation
period results in the observation of more short-term poverty spells and, hence, in higher
prevalence of poverty.

In summary, the time dependent nature of poverty is characterísed by four
dimensions: I) the length of the observation period; 2) the extent of recurrent poverty; 3)
the length of the poverty spell; 4) the volatility and stability of poverty statuses over time.
For each of these dimensions, different measures are applied. Together, these four
dimensions determine the pattern - or profile - of poverty for each individual over time. In
this chapter, four types of poverty profiles are distinguished: persistent non-poverty,
transient, recurrent and persistent poverty.

6.2.2 Length ojobservation period

Witll regard to the length of the observation period, the panels at our disposal give us the
opportunity to make a distinction among short-term (one year), medium-term (five years)
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and long-term (ten years) poverty. Short-term indicators of inequality and poverty were
presented in the previous chapter. What we do here is to compare the short, medium and
long-term results within, as well as across, welfare regimes. Short and medium-term
comparisons can be made across the three countries. However, for the long-term we only
have data for Germany and the Netherlands. Extending the observation period makes it
possible to observe income patterns over time and gain insight on the total `movie' - not
just the `snapshot' - ofpeople's socio-economic status.

What is attractive about looking at medium and long-term poverty is that it clarifies
how income smoothing over the years can lead to a reduction of poverty. It is a fact that, by
looking at cross-sections, one is comparing people in different phases of their working and
non-working lives. These phases are associated with different income levels. Hence, one is
comparing the income level of, for example, a student in economics to that of a successful
manager with the same educational background. Extending the observation period allows us
to alleviate such problems.

Pooling income data over the years and assessing the extent of poverty on these
pooled incomes, generates a measurement that has been referred to as the n-vears income-
to-needs ratio (Section 6.3.1).bo This is one of the indicators of persistent poverty in the
literature (Duncan 8t Rodgers, 1991, Rodgers 8c Rodgers, 1993), which will be used in this
chapter. Concerning this measurement, it should be noted that, given the extent of poverty
in society, a longer accounting period causes long-term poverty rates to fall since short-
term changes in income positions are evened out in the longer run.

6.2.3 Extent of recurrentpoverty

The extent of recurrent poverty is measured in Section 6.3.2 by the so-called poverty hit-
rate over time: the frequency of poverty experiences during the period in question.
However, this indicator is problematic in various respects. There is still no answer to the
question of how many years of poverty are enough to speak of persistent poverty. This
method is also criticised by Bane and Ellwood (1986) because it is subject to a censoring
problem. Let us take the example suggested by the authors: "Suppose all poverty occurs in
spells lasting exactly ten years. If we were to ask how many persons who were poor over a
ten-year survey period remained poor the entire time, only those people who happened to
begin their ten-year spell in the first year of the survey would be counted" (Bane 8c
Ellwood, 1986: 4). Other spells beginning prior to the start of the survey and finishing
before the end of the survey would be observed as shorter than ten years. The same holds
for spells beginning after the start of the survey. Nevertheless, despite these criticisms, we
will use this measure as one of the indicators of persistent poverty.

~ For each person, the income-to-needs ratio equals the standardised income divided by the poverty line.
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6.2.4 Length ofpoverty spells

Whether or not periods of poverty are consecutive matters to people. This aspect in not
covered by the two indicators of long-term poverty suggested above. Since only annual
information on the poverty statuses is available, the length of the povertti~ spell is defined as
the number of years people live in poor households from time t onward, given that these
people had lived in non-poor households at time t-l. Here, it is the longitudinal sequence of
experience of poverty that matters. The notion of spells and the implications for
measurement are detailed below.

Whether or not long spells of poverty are to be judged to be worse than short spells
depends, to a large extent, on the degree of one's aversion towards uncertainty. It stands to
reason that, if one is to become poor, one would prefer to be poor for a short - rather than a
long - period of time. However, long periods of poverty are not always worse than repeated
short periods. Indeed, risk adverse individuals may prefer low but stable incomes to higher
but unstable ones. For a complete picture, information on the volatility of income positions
must complement the data on the duration of low-income spells.

6.2.5 Volatiliry and stabiliry ofpoverty

Because incomes are mobile, snapshots tend to exaggerate the extent of poverty. From a
labour market perspective, labour income mobility is desirable as an instrument to improve
the overall efficiency of the labour market. However, as Atkinson et aL (1992) state, it is
also desirable intrinsically, because mobility promotes equality of opportunities, and
instrumentally, because mobility reduces lifetime inequalities.

Here, we will supply two methods to measure the volatility and stability of income
positions over time. The first method is the spell approach (Section 6.4), derived from
survival analyses in biological research (life table analysis). It is an approach that was used
by Bane and Ellwood (1986) and Stevens (1994, 1999), among others. It gives information
about the exit or escape rates out of poverty, conditional on being in poverty for a certain
number of years. Whereas these exit rates give information on income mobility, the staying
probabilities - the reverse of the exit rates - provide insight into the stability of low-income
positions over time.

The stability of income positions will also be measured by a model-based approach
to poverty persistence, derived from Duncan 8r Rodgers (1991). Here, persistent poverty is
defined as a situation in which permanent income is below the poverty line. This is based on
the fact that people have a rather permanent latent income-to-needs level from which
occasional departures are possible because of temporary income shocks due to
unemployment, disability, illness, overtime work, incidental income flows, etc. The model is
not able to identify individuals living in persistent poverty, since it can only provide a
population-wide estimate of the existence of persistent poverty in society. In Chapter 7, this
model-based approach is applied to the data for the three countries.
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6.2.6 Poverry proftles

While the application of the model-based approach to persistent poverty is postponed until
the next chapter, here, we focus on the n-year income to needs indicator, the poverty hit rate
and the spell approach. The latter two measurements are used to define the notion of
poverh~ profàles (Walker, 1994). We can distinguish among four types of poverty profiles
(see Muffels et al., 1998, 1999b):
- The persistent non-poor: never poor during the accounting period;
- The transient poor: poor only once during the accounting period;
- The recurrent pooc poor more than once, but never longer than two consecutive years;
- The persistent poor: poor for a consecutive period of at least three consecutive years.

The measure of poverty persistency seems rather arbitrary. However, the likelihood
of escapíng poverty diminishes rapidly after having been poor for two or more years
(Section 6.4). Given the longer running panel data, distinct poverty profiles can be observed
across the population.

6.3 Welfare state transfers in the short-, medium- and long-term

6.3.1 The reduction ofpoverty

In Table 6.1, the short, medium and long-term poverty figures are given for the Netherlands,
Germany and Great Britain. In all of those countries, income smoothing over the years leads
to a reduction in poverty. Provided the labour market offers opportunities for all to improve
their income positions in the long-run, one would expect the rate of reduction in pre-
transfer poverty - when extending the observation period - to be larger than that of post-
transfer poverty. That, however, is not the case: the rate of reduction in post-transfer
poverty is larger than that of pre-transfers poverty. This means that the redistributive effect
of transfers, in the long run, is larger than in the short run, even in a liberal regime such as
Britain. Pre-transfer poverty remains high, presumably because of a high level of income
volatility or economic mobility. This means that, due to the operation of the market, situations
of income shortfall are followed by instances of income surplus. This suggests that it is
certainly not the market that evens out poverty over time, it is the operation of the welfare
state through income transfer policies. Welfare state policies are generally more egalitarian in
the longer term. The downsizing of poverty in the longer run appears to be due to the success
of the market-government nexus.

The extent of post-transfer poverty is similar in the Netherlands and Germany. The
Dutch welfare state, though, slightly outperforms the German one in terms of its long-term
redistributive effect. Notwithstanding the success of the British government to reduce
medium-term poverty, both pre- and post-transfer poverty rates are found to be highest there.
This might reflect the lower level of the safety net in Great Britain for people dependent on
a minimum labour income or social assistance benefits. The high level of pre-government
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poverty indicates that, in Great Britain, people at the lower end of the income distribution

ladder are very dependent on the income transfer policies of the government to make a decent
living. Obviously, the market is unable to provide for decent labour incomes for low-income
cxiroers.

Table 6.1: Pre- and post-government poverty and welfare state redistribution
(percentages): short-, medium- and long-term

the Netherlands Germany Great Britain
Pre Post Redist. Pre Post Redist. Pre Post Redist.

Short term
1987 26.4 6.4 78 29.2 7.0 76 - - -
1993 27.9 9.8 65 32.3 9.2 72 35.2 14.8 58

Medium term
1985-89 25.0 3.7 85 26.6 4.0 85 - - -
1991(0)-95(5) a 26.9 4.8 82 28.7 4.8 83 33.2 8.9 73

Long term
1985-94 25.6 2.4 91 23.9 2.6 89 - - -

a: data for 1990-1994 for the Netherlands and 1991-1995 for Great Britain and Germany.
Sources: SEP (1985-1995), GSOEP (1986-1996). BHPS (1991-1995).

6.3.1 Poverty hit rates

As was stated above, longitudinal poverty accounts for the prevalence of poverty in society.
In this section, results are given on recurrent poverty, based on the poverty hit rate: i.e. the
frequency of poverty hits in the accounting period. The post-government poverty figures for
the five-year period 1991-1995 reveal that, in the Netherlands and Germany, about one in five
people are prone to fall into poverty at least once (Table 6.2). Hence, more than 80 percent of
all the people in these countries is never poor. In Great Britain, more than a quarter of the
individuals experienced poverty at least once in the early 1990s. If the accounting period is
twice as long (ten years) one in four persons in the Netherlands experience at least one single
poverty spell. The prevalence of poverty is, therefore, much higher than suggested by annual
`snapshots'. The risk of becoming poor seems widespread. In the medium-term, more people
in Great Britain are frequently hit by poverty than in Germany and the Netherlands. The pre-
government figures show the market to be more inegalitarian in Great Britain, for the medium

term, compared to the other two countries. The German and Dutch figures for the shorter - as

well as for the longer - accounting period look similar. Comparison of the pre- and post-

govemment figures show that, particularly for the Netherlands and Germany, the system of

public transfers leads to a large - but not complete - reduction of poverty.
It looks like the Dutch and British social security systems make more people poor

for a single year than would have been the case if there were no government transfers and

people had to live from their pre-government or market income. However, as was

concluded elsewhere, this is actually good, rather than bad, news since these people would
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have been poor for at least two years if there had been no government transfers (cf. Headey
et al., 1997).

Table 6.2 Recurrence of poverty (povert}- hit rates, in percentages) in the Netherlands,
Germanv and Great Britain

the Netherlands Germany Great Britain
Pre Post Pre Post Pre Po,t

1985-1989
Never 58 84 60 86 - -
Once 11 10 8 7 - -
2 x 5 2 5 3 - -
3x 5 2 3 Z - -
4 x 7 1 4 2 - -
5 x l4 1 20 1 - -

1991(0)-1995(4)a
Never 6l 82 56 82 51 73
Once 8 10 9 8 9 10
2x 4 3 6 4 6 6
3x 4 2 5 3 5 5
4x 5 1 5 1 5 3
5 x 19 2 20 1 24 3

1985-1994
Never 50 75 51 79 - -
Once 9 13 10 10 - -
2x 5 5 6 3 - -
3 x 4 3 4 2 - -
4 x 3 1 3 2 - -
5 x 4 1 3 1 - -
6x 4 I 3 1 - -
7x 2 0 2 1 - -
8x 3 0 3 1 - -
9 x 5 1 3 0 - -
10 x 12 1 14 I - -

a: data for 1990-1994 for the Netherlands and 1991-1995 for Great Britain and Germany.
Sources: SEP (1985-1995), GSOEP (l986-1996), BHPS (1991-1995).

In Great Britain, the number ofpre-government persistently poor (poor for the entire
five-year period) is extremely high (24 percent). Some interesting results are found as to the
effects of transfer systems. For Great Britain, the downsizing effect of public transfers on
longitudinal poverty is particularly significant for the persistent poor and less so for the
transient poor. This reveals the role of targeted public income transfers to the `deserving' -
persistent - poor, which is a typical feature of liberal social security systems. More evidence
concerning this point is presented in Section 6.5.

In all three countries, the evidence suggests that the recurrence of poverty is less of a
problem than persistent poverty. The majority of the people is never poor and a significant
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proportion is poor once. However, except in Great Britain, the number of people who are

frequently poor during a given time period is rather limited.

6.4 Analysis of povert,y spells: non-parametric approach

From the findings presented earlier, it might be concluded that the longitudinal poverty

concept is multi-faceted and complex. ln order to understand this, it is essential to distinguish

among the various forms of longitudinal poverty as they become manifest over time. The

poverty hit rates simply count the number of times people are poor within the accounting

period and, therefore, say little about the duration of poverty. In the next analysis, we turn to

the study of the duration of poverty spells, i.e. the consecutive years spent in poverty (see
Table 6.3).

For the calculation of the poverty spells, left-censored spells, for which the starting

date is unknown, were excluded from the analysis but right-censored spells were included.
Within this framework, the survival function S(t) is equal to 1 - F(t), with F(t) - Pr(TSt) being
the distribution of time t that indicates the probability that the random variable T is smaller

than or equal to some value t. In other words, it indicates that some event - an exit from
poverty - has occurred by duration t. Hence, S(t) indicates the probability that the event has
not yet occurred by duration t. The survival rates were computed with the life-table method
(non-parametric approach). This involves counting the number of failures and censored
observations that fall in each of the time intervals [t~, t;t~],j- 1,...J, with t~;~-~.

Define n; the number entering the interval [t~, t;ti], d; the number of failures occurring

during that interval and m; the number of censored observations during the interval. Then,
n'; - n~ - m~ ~ 2 is the adjusted number at risk during the interval [t~, t;tl]. In the absence of
censoring nk; - n~. The estimator of survival function is given by:

Srt,1- ~ i n; - d;
l 1 ;-~ n;

Contrary to what might be expected, the distribution of pre-government spells is very

similar in the three countries. The pre-government spells show that, in the situation of no
government intervention, the market would produce similar levels of poverty persistency
across countries. Nevertheless, pre-government poverty spells tend to last long in all

countries, indicating, again, that the market does a poor job in terms of preventing persistent

poverty. Government interventions are needed to shorten spells of poverty. Post-goverrunent
poverty spells, therefore, appear to be much shorter. About 20 percent of the people who

started a spell three years earlier are still poor and were not capable of escaping from poverty.
The post-government survival rates for Great Britain are slightly higher than for the

Netherlands and Germany. These outcomes suggest that more egalitarian welfare regimes do

not generate strong disincentives on the labour market. More redistributive welfare regimes,
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such as the Dutch and the German, do not perform worse in terms of preventing pre-
government poverty than liberal welfare regimes, such as the British.

Table 6.3: Duration of poverty spells: cumulative staying probability (in percentages)
for pre- and post-transfer income for the Netherlands, Germany~ and Great Britain

the Netherlands Getmany Great Britain
Pre Post Pre Post Pre Post

1985-1989
After 1 year
After 2 years
Afrer 3 years

1991(0)-1995(4)~
After 1 year
After 2 years
After 3 years

1985-1994
After 1 year
After 2 years
After 3 years
After 4 years
After 5 years
After 6 years
After 7 years
After 8 years

63 43 66 49
56 30 53 38
53 24 50 24

65 40 69 48 71 55
55 23 58 30 58 36
50 22 Sl 20 52 24

55 32
46 20
39 IS
35 12
32 I1
29 10
29 10

66 45
54 31
48 20
43 12
37 7
35 7
33 5

29 10 32 5
a: data for 1990-1994 for the Netherlands and 1991-1995 for Great Britain and Germany.
Sources: SEP (I985-[995~, GSOEP (1986-1996). BHPS (1991J995).

Most spells end within the first or second year after they began. After the second
year, the likelihood of escaping poverty diminishes rapidly. In principle, the results for the
five-year period should be viewed with caution because of the limited time span, although a
ten-year observation period does not seem to change the results. In the longer run, most
poverty spells also tend to end within the first years after a spell has begun. If spells last
longer than three years, the likelihood of escaping from poverty is extremely low. Pre- and
post-government spells in Germany last a bit longer than in the Netherlands. Note,
however, that - in the Netherlands - after six years nobody seems to be able to escape from
poverty, whereas in Germany a small percentage is still able to get out.

6.5 Mobility into and out of poverty

6.S.1 Transition tables

Table 6.4 presents data for the dynamics of income poverty between 1985-1989 and 1991-
1995 for the Netherlands, Germany and Great Britain. Both in Germany and the
Netherlands, inflow into poverty averaged 4 percent per year during both periods. Inflow
into poverty in Great Britain, however. equalled 7 percent on average from 1991 to 1995.
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Moreover, outflow from poverty is somewhat less in Great Britain compared to Germany
and the Netherlands. Although outflow from poverty was greater in the Netherlands than in
Germany during the first five-year period, this ordering changed during the second five-
year period. The odds of remaining non-poor rather than becoming poor for the non-poor
equals 24 : 1 in the Netherlands and Germany in the 1991-1995 period. The odds of being
non-poor rather than poor for the poor were 0.8 : 1 in the Netherlands and 0.9 : 1 Germany.
In Great Britain, the corresponding odds were 13 : I for the non-poor and 0.7 : 1 for the
poor. The odds ratio is 30 in the Netherlands, 27 in Germany and 19 in Great Britain,
suggesting more unequal mobility chances in the Netherlands and Germany compared to
Great Britain. In other words, in liberal welfare states income positions are more open. A
closer look should be taken at the processes underlying these transitions.

Table 6.4: Transition table for poverty status in the Netherlands, Germany and Great
Britain (row percentages), 1985-1989 and 1991(0)-1995(4)

the Netherlands Germany Great Britain
Non-poor Poor in [fl Non-poor Poor in tfl Non-poor Poor in ttl

in tt 1 in tt 1 in tf 1
1985-1989

Non-poor in t 96 4 97 3 - -
Poor in t 49 51 43 57 - -

1991(0)-1995(4)a
Non-poor in t 96 4 96 4 93 7
Poorint 43 57 46 54 41 59

a: data for 1990-1994 for the Netherlands and 1991-1995 for Great Britain and Germany.
Sources: SEP (1985-1995I, GSOEP (1986-1996), BHPS (1991-1995).

6.5.2 Explanatory model jorpoverty transitions

The transition probabilities presented in Table 6.4 can be explained by a number of factors:
socio-cultural attitudes and norms, demographic characteristics and socio-economic
characteristics - i.e. the labour market status and the impact of economic shocks in the
household budget. Such variables are also likely to explain differences in transition
probabilities among countries. Here, we develop an empirical explanatory model where we
look at the effect of these micro-level variables on the transition probabilities into and out
of poverty in the Netherlands, Germany and Great Britain. We focus on year-to-year
transitions taking place in the first half of the 1990s.~~ The variables to be included in the
models are inferred from the economic and sociological literature on income and social
mobility. We distinguish among: 1) individual or household characteristics; 2) indicators of
labour market activity; 3) social security status. Since we are interested in explaining
transitions, we also included variables measuring the changes in those characteristics at the
time of the transition. From the point of view of subsidiarity, individual or household

`'~ For this purpose, the data have been pooled over the years, to obtain a person-year dataset.
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characteristics are included in an attempt to measure the effect of self-help or traditional
family help. The labour market status - and change thereof - is included to keep track of

the relative importance of market mechanisms in explaining transitions into and out of
poverty. The social security status - and change thereof - is included in the models to
account for the effect of State intervention in promoting welfare through the mechanisms of
the welfare state.

A number of labour market activity indicators are included in the models. As in
Chapter 5, the labour market attachment is defined as the ratio of the number of hours
worked by all household members of working age to the total number of hours of full-time
work available. A change in this indicator of household labour attachment is defined as a 25
percent or more increase or decrease in the use of work potential. The dependency of the
household on public transfers is defined as the proportion of social security transfers in the
total household income. A change of 25 percent or more in this public transfer dependency
ratio between two years is defined as an increase or decrease of that ratio.

Because individuals were allowed to make several entries into or exits from poverty
during the observation period, the observations in the data are likely to be correlated. This
violation of the independence assumption leads to biased variance of the parameters. This
was solved by using the robust HubertJWhite estimator of variance. The estimations were
further limited to persons living in a household, the head of which was aged 16 to 65. In

Table 6.5 we report the results of the pooled logit estimations for entry into poverty in the

first half of the 1990s.
At first glance, the demographic variables tell us that young households run a

considerably higher risk of slipping into poverty. Persons living in a household where the

head is of prime working age run a lower risk of becoming poor. [n Germany and Great
Britain - but not in the Netherlands - persons in female-headed households are more likely
to become poor. Dependent children or adults in the household contribute to a high risk of
becoming poor, except in the Netherlands. The effect of a mutation in the number of
children, however, is ambiguous. In Germany and Great Britain, both an increase and a
decrease in the number of dependent children leads to an increased risk of becoming poor.
A tentative explanation is that the effect is dependent on the age of the children. Young
children coming into the household induce an additional financial burden that is generally
less than compensated by child benefits. Children leaving the household are generally older
and have their own income, which may have negative consequences for the financial
situation of the household. Additional adults coming into the household are likely to bring
their own income. This leads to a reduction of the poverty risk. However, adults leaving the
household induce a negative shock on the household's income, which increases the risk of
poverty.
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Table 6.5: Pooled logit model for poverty transitions into poverty between 1991(0)-
1995(4)e, in the Netherlands, Germany and Great Britain, household head aged 16 to
65, beta coefficient (absolute robust t-value)

the Netherlands Germany Great Britain
(n-32,624) (n-50,434) (n-25.~7i1

Age of household head
16-25 - - -
26-45 -0.913 -0.384 -0.595

(4.85)"` (2.12)' (3.90)"
46-65 -1.395 -0.884 -1.729

(7.11)'~` (4.34)'~ (10.06)"
Gender of the household head

Male
Female O.178

(1.58)
0.293

(2.73)'~`
0.241
(3.22)"

Educational level of household head
Less than high school - - -
High schoollevel -0.504 -0.252 -0.275

(6.40)" ( 2.51)' (2.29)'
Higherthan high school -0.410 -0.879 -0.323

(3.49)~`~ ( 5.14)"" ( 3.82)'"
Number of children 0.241 0.349 0.246

(6.15)~" (7.47)~`" (7.22)"
Number of adults 0.513 -0. I 33 0.233

(8.67)~" (].74) (4.74)'~`
Number of employed persons - 0.416 -0.306 -0.803

(4.79)~" (3.34)" (8.76)~~`
Use of work potential in household

0- l0oro - - -
t I-25oro 0.802 -0.289 0.596

(3.37)" ( 0.99) (2.68)"'
26-SOoro 0.514 -0.036 -0.573

(2.42)~` (0.11) (2.86)"
51-75oro 0.179 -0.697 -1.216

(0.76) (2.24)' (5.55)"
~75oro -0.333 -I.208 -1.644

(1.20) (3.77)" ( 6.68)'"
Proportion of social security income in total household income

0-l0oro -2.255 -I .048 -0.961
(12.50)" (3.38)" (4.83)"

I 1-25oro -1.534 -0.574 -0.856
(9.06)" ( 1.90) (4.80)'~

26-SOoro -0.997 -0.398 -0.343
(5.92)" (1.41) (1.93)

51-75oro -0.506 - 0.093 -0.553
(2.82)"' (0.31) (3.72)~'

~750~0 - - -
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Table 6.5, continued
the Netherlands Germany Great Britain
Change in demographic, labour market and social security variables

Change in number of children
No change - - -
Increase -0.401 0.763 0.315

(L70) (4.22)"~ (2.51)~`
Decrcase -0.004 0.603 0.892

(0.02) (3.18)" (4.17)'~
Change in number of adults

No change
[ncrease

Decrease

Change in use of work potential
No change
Increase

Decrease

-0.086 -I.850 -0.753
(0.34) (7.80)" ( 3.53)~`~`
0.6 l9 l .214 1.203
(5.98)~' (9.29)" (12.37)"

0.158 -0.619 -0.550
(1.17) (3.37)" ( 3.78)s'

1.878 2.017 0.871
(16.89)" (18.43)~' (9.50)'s

Change in social security income receipt
No change - - -
Increase 1.777 1.064 0.779

(18.92)" (8.72)" (6.91)"
Decrease 0.502 0.815 - I .352

(5.69)~' (7.56)~" ( l L51)"
Constant -3.705 -2.638 -0.599

(12.01)" (8.42)" (2.29)'
R 0.23 0.24 0.35
` significant at So~o; " significant at I"~o.
a: data for 1990-1994 for the Netherlands and 1991-1995 for Great Britain and Germany.
Sources: SEP (1991-I995), GSOEP (1992-1996), BHPS (1991-1995).

As would be expected, a higher level of human capital leads to a reduced risk of
becoming poor. As far as indicators of labour market activity are concerned, in all three
countries - but more so in Great Britain - the poverty risk decreases as more household
members are employed. This could be the result of Britain's liberal model of economic
welfare. A similar conclusion can be drawn from studying the use of work potentiaL In
Great Britain, increased use of the work potential substantially reduces the risk of slipping
into poverty. This is less so in Germany and the effects are insignificant in the Netherlands.
In both Great Britain and the Netherlands, however, a marginal use of the work-potential
(10 to 25 percent) of the household is likely to lead to a poverty entry. Hence, from the
point of view of preventing poverty, marginal employment - associated with low labour
market income - is not likely to be an adequate policy option.

Increasing the use of work potential in the household induces a reduction - except in
the Netherlands - of the poverty risk. However, a decrease of the use of work potential in
the household increases the risk of becoming poor. In all countries, even in the most de-
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commodified country such as the Netherlands, the labour market incentives to escape
poverty are found to be strong.

When household income consists primarily of market income - with very little
social security income - the risk of poverty is significantly reduced. The less one is
dependent on social transfers for hislher welfare, the lower the chance that one will become
poor. This effect, however, is not found in Germany. In all countries, an increase in the
proportion of social security income to total household income is likely to lead to an
increased risk of slipping into poverty. This indicates the potential risk of welfare
dependence. A decrease in social transfers also implies a higher chance of becoming poor
in the Netherlands and Germany. [n Great Britain, however, reducing welfare transfers
appears to have a strong incentive effect in the sense that it leads to a reduced probability of
becoming poor. However, one should keep in mind that the counterpart of this is a large
percentage of persistent poverty.

Once poor, one is more likely to exit poverty in a household where the head is older
than 25 years old (see Table 6.6). The returns on education - in terms of increasing the
probability of exiting poverty - are high in the Netherlands, lower in Germany and
insignificant in Great Britain. Dependent children or adults reduce the probability of
escaping poverty, except in Germany.

Participation in the labour market is an escape route from poverty. With the
exception of the Netherlands, an increase in the number of employed persons in the
household leads to an increased probability of leaving poverty. An increase in the use of the
work potential in the household also leads to an increased probability of exiting poverty,
except in Germany.

In the Netherlands, some evidence of welfare dependence is found for particular
ranges of social security income. Compared to those fully dependent on social transfers,
persons whose income depends on social transfers for 50 to 75 percent are less likely to exit
poverty. The same holds for those receiving between 10 and 25 percent of social security
transfers. In the other countries, especially Great Britain, lower levels of social transfers
stimulate exit from poverty.

Just as a change - in whatever direction - of the number of dependent children was
found to lead to an increased probability of becoming poor, it also leads to a decreased
probability of leaving poverty for the same reasons a mentioned above. With respect to the
use of the work potential, it can be noted that a change thereof works in the expected
direction: an increase in the use of work potential is likely to lead to an exit from poverty,
while a decrease will have the opposite effect. A substantial decrease in social security
benefits is found to have a strong incentive effect in Germany and Great Britain. However,
the opposite effect is found in the Netherlands. In Great Britain, the increase of social
transfers in total household income is also found to have a strong disincentive effect.
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Table 6.6: Pooled logit model for poverty transitions into poverty between 1991(0)-
1995(4)a, in the Netherlands, Germany and Great Britain, household head aged 16 to
65, beta coefficient (absolute robust t-value)

the Netherlands Germany Great Britain
(n-3,068) (n-3,911) (n-3,S03)

Age of household head
16-2 S
26-45

46-65

0.460 0.220 0.389
(2.07)' (1.20) (2.47)'
0.825 0.482 0.128
(3.49)" (2.14)' (0.71)

Gender of the household head
Male - - -
Female 0.228 -0.131 -0.124

(1.62) (0.95) (1.31)
Educational level of household head

Less than high school - - -
High school level OSIb 0.394 -0.205

(4.40)~' (2.88)'~` (1.12)
Higher than high school 0.787 0.370 -0.057

(3.26)'" (1.24) (0.43)
Number of children -0.207 -0.044 -0.331

(3.80)'" (0.68) (9.53)"'
Number ofadults -0.791 0.087 -0. l 86

(9.86)ss (0.99) (3.00)"
Number of employed persons 0.000 O.S03 0.371

(0.00) (3.06)`~` (3.10)"
Use of work potential in household

0- l0oro - - -
I 1-2Soro 0.859 0.004 -0.088

(3.61)" (0.02) (0.34)
Z6-SOoro I .472 0.860 0.940

(5.86)'" (3.18)" (3.53)"
S 1-75"ro 1.784 0.315 1.272

(4.98)" (1.19) (4.42)"
175oro O.S29 -0.280 0.843

(L37) (O.BS) (2.47)'
Proportion of social security income in total household income

0- l 0oro -0. I 17 -0.179 0.747
(0.50) (0.76) (2.86)"

I I -2Soro -0.649 O.S78 1.077
(2.89)" (2.41)~ (5.60)"

26-SO"ro -O.OSS 0.137 0.817
(0.27) (0.67) (4.45)~'

S 1-75"ro -0.444 0.397 I .189
(2.07)~` ( L98)' (7.53)"

17Soro - - -
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Table 6.6, continued

Change in number of children

the Netherlands Germany Great Britain
Change in demographic, labour market and social securi~ variables

No change - - -
Inerease -0.079 -0.560 -0.358

(0.35) (2.10)' (2.07)"
Decrease 0.259 -0.926 -0.7~0

(0.99) (2.81)" (3.52)~"
Change ín number of adults

No change - - -
Increase 0.082 I .466 1.217

(0.37) (5.69)" (7.26)"
Decrease 0.641 I .057 0.226

(3.73)~" (4.05)" (1.20)
Change in use of work potential

No change
Increase

Decrease

I .619 0.674 0.239
(6.90)~' (3.90)" (1.12)
-0.987 -0.867 -0.279
(8.08)~" (6.22)" (2.65)~"

Change in social security income receipt
No change - - -
Increase -0.134 -0.033 -0.869

(0.67) (0.19) (5.29)"
Decrease -0.318 0.517 0.998

(2.75)" (3.55)" (8.75)"
Constant -0.370 - I .564 -0.628

(1.09) (3.97)" (1.97)'
R 0.2 I 0. l6 0. I 9
' significant at So~o; " significant at la~o.
a: data for 1990-1994 for the Netherlands and 1991-1995 for Great Britain and Germany.
Sources' SEP (1991-1995), GSOEP (199?-1996), BHPS ([991-1995).

6.6 Poverty profiles

Thus far, the analyses have provided a brief description of the current achievements of
various welfare states in the three countries with respect to the reduction of short- and long-
term poverty. The picture changes when we move from the conventional static to a dynamic
approach. The conclusion was that over time, twice as many people are prone to fall into
poverty at regular intervals compared to the conventional annual snapshots. The economic
mobility in the three countries - particularly in Germany and the Netherlands - is higher
than expected. According to neo-classical theory, these mature and fairly generous welfare
states might cause disincentive effects that negatively affect mobility rates. However, most
people, when they fall into poverty, seem capable of moving out rather quickly through
labour market changes, changes in household formation or budget strategies.

Our analyses have shown that many people never experience poverty whereas others
experience extended bouts of it. Some have a single experience of poverty during their
lifetimes and others move into poverty at regular intervals but only for very short periods of
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time. A better understanding of the distribution of poverty over time can be obtained from
poverty profiles, which include information on the prevalence, periodicity and duration (see
Section 6.2). A poverty profile permits us to make a distinction among the never poor, the
single-year or transient poor, the multiple-year or recurrent poor (poor more than once but
never longer~than two years in succession) and the persistent poor (at least three consecutive
years in poverty).`''

These profiles are different for various population groups, depending on their income
and money flows over time. Poverty profiles combine the information on prevalence and
duration of poverty. Table 6.7 shows how poverty is distributed across the various profiles.
The results speak for themselves and tell a similar story as above. Whereas the incidence of
poverty on an annual basis was found to be highest in Great Britain, there is also a higher
prevalence of transient, recurrent and persistent poverty there compared to the other countries.
There are twice as many persistent and recurrent poor in Great Britain as in the Netherlands or
Germany. The number of transient poor is also higher in Great Britain and the number of
recurrent poor is more than twice as high in Great Britain as in the Netherlands.

Table 6.7: Post-government poverty profiles ( in percentages) for the Netherlands,
Germany and Great Britain 1985-1989, 1990(1)-1994(5)e and 1985-1994

the Netherlands Germany Great
Britain

85-89 91-95a 85-94 85-89 91-95 85-94 91-95
Never poor 83.9 81.9 74.7 85.8 82.4 79.4 72.6
Transient poor 10.2 9.7 13.4 7.0 8.4 9.5 10.1
Recurrent poor 2.9 4.4 6.7 3.5 5.4 6.5 9.5
Persistent poor 3.0 4.0 5.2 3.7 3.8 4.6 7.8

a: data for 1990-1994 for the Netherlands and 1991-1995 for Great Britain and Germany.
Sources: SEP (1985-1995), GSOEP (1986-1996), BHPS (1991-1995).

Though the extent of transient poverty is lower in Germany than in the Netherlands,
the percentage of recurrent poor is higher. No significant difference is found in terms of
persistent poverty between the two countries. Hence, the evidence presented here supports the
hypothesis that Great Britain, with its more liberal welfare state orientations, does a poorer job
of preventing recunent and persistent poverty. The differences among the three welfare
regimes with respect to transient poverty are less well-defined.

6' The definition is based on the lengrh of the last poverty spell. Note that the poverty profile depend on the time
window in which measurement is made. Extending the obsen.ation period changes the distribution of the poverty
profiles. No attempt has been made here to account for left and tight-censoring when constructing the poverty
profiles.
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6.6.1 Who are the poor?

After our description of the distribution of poverty profiles, we now tum to examine the
characteristics of the poor within the various profiles. According to the analyses in Chapter
5, it seems to matter whether someone lives in a household headed by a female, presumably
because of the more precarious position of women in the labour market. From the point of
view of subsidiarity, it is also interesting to relate the poverty profiles to indicators of the
three levels at which income protection can be provided: the household level, the market
and the State. Hence, we relate the poverty profiles to the household type, the labour market
status of the household head and to whether the household is dependent on social transfers
for their income.`'' The distribution - for the Netherlands - of persons across poverty
profiles according to these characteristics is presented in Table 6.8.64

Table 6.8: Socio-economic characteristics of the poor by poverty profile (percentages),
the Netherlands, 1990-1994

Never poor Transient Recurrent Persistent Total
poor poor poor

Total 81.9 9.7 4.4 4.0 100
Gender of household head

Male 83.3 8.6 4.2 3.9 l00
Female 73.7 16.1 5.8 4.4 100

Household type
Single non-elderly 75.3 15.0 7.4 2.3 l00
Single elderly 87.7 1 l.8 0.5 0.0 100
Couple, no child 83.9 7.6 4.8 3.7 100
Couple with children 83.8 8.0 3.3 4.9 100
Elderly couple 77.6 16.0 3.8 2.6 100
Lone parent 57.7 23.7 12.2 6.4 100

Employment status of household head
Employed 89.6 7.6 2.1 0.7 100
Unemployment 65.6 14.2 9.2 1 LO 100

Dependency on social security transfers
Not dependent 88.6 6.9 2.2 2.3 100
Dependent 66.0 16.4 9.7 7.9 100

Source: SEP (199I-1995~.

About ten percent more persons in female-headed households than in male-headed
households run the risk of living in poverty. Although persons in a female-headed
household had a greater probability of living in poverty during the 1990-1994 period, the
gender differential is largest for transient poverty. The difference becomes smaller when
related to recurrent and persistent poverty. With respect to the family type, single elderly
and couples (with or without children) clearly run the lowest risk of being poor. A quarter

`'' A household is dependent on social transfers when social transfers make up half or more of the total
household income.
`~ The characteristics are measured at the start of the observation period.
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of the single non-elderly are at risk for one type of poverty or another, mostly transient
poverty. Nevertheless, the percentage of persistent poverty among couples with children is
larger than average (5 percent). Lone parents are rather likely to be poor at least once over
the five-year period, and their poverty rate is highest for all profiles. These data partly
support the idea that pooling resources through the formation of a household is an effective
way to preserve oneself from poverty. This, however, does not hold for elderly couples, for
they tend to pool relatively low - mostly pension - income.

Employment, as expected, is also an effective way to prevent poverty. While only
ten percent of those in a household where the head is working live in poverty - most of
them are transient poor - two-thirds of those in a household where the head is out of
employment live in poverty. Fourteen percent are transient poor, but 20 percent are either
recurrent or persistent poor. Approximately the same picture holds with respect to social
transfer dependency. A third of those who are dependent on social transfers for their
income live in poverty. Although most of them live in transient poverty, almost 10 and 8
percent, respectively, live in recurrent and persistent poverty. This is twice the average. [n a
well-developed welfare state, such as the Netherlands, there still is an effort to be made in
order to alleviate long-term poverty.

In some respects, the situation in Germany (Table 6.9) is similar to that in the
Netherlands. Approximately the same groups have a high probability of being in poverty.
However, the distribution over the poverty profiles is quite different from that in the
Netherlands. For example, while the poverty risk among persons living in a female-headed
household is nearly equal in Germany and the Netherlands, Germans in such households
have a higher probability of being either recurrent or persistent poor than the Dutch.
Similarly, not only are lone parents in Germany more likely to be poor than in the
Netherlands, but almost a quarter of them are recurrent poor and 15 percent are persistent
poor. This is twice the Dutch percentage. Another remarkable difference is that, in
Germany, single elderly are more - and elderly couples less - likely to be poor. In the
Netherlands, the opposite is true.

Living in a household where the head is out of employment or dependent on social
transfers seems to have fewer consequences for the risk of poverty in Germany than it does
in the Netherlands. The poverty rates in all profiles are lower in Germany than they are in
the Netherlands.
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Table 6.9: Socio-economic characteristics of the poor by poverh~ profile (percentages),
Germany, 1991-1995

Never poor Transient Recurrent Persistent Total
poor poor poor

Total 82.4 8.4 5.4 3.8 ] 00
Gender of household head

Male 86.0 7.7 3.9 2.4 100
Female 74.5 10.0 8.8 6.7 100

Household type
Single non-elderly 76.3 11.7 6.2 5.8 l00
Single elderly 75.5 12.1 6.6 5.8 100
Couple, no child 87.0 6.6 3.7 2.8 l00
Couple with children 85.6 7.1 4.9 2.4 100
Elderly couple 87.1 8.6 2.2 2.1 100
Lone parent 43.4 17.8 23.9 15.0 100

Employment status of household head
Employed 86.4 7.4 4.3 1.9 100
Unemployment 73.6 I1.0 8.2 7.2 100

Dependency on social security transfers
Not dependent 85.3 7.7 4.2 2.8 100
Dependent 71.9 11.2 9.8 7.2 100

Source: GSOEP (1992-1996).

The groups at risk in the Netherlands and Germany are even more at risk in Great
Britain (Table 6.10). More than two thirds of those in a female-headed household tun the
risk of being in one of the poverty profiles. Moreover, if they are poor, they are more likely
to be persistent or recurrent poor than transient. This is even more blatant in the case of
lone parents, most of whom are female: 70 percent run the risk of being in one of the
poverty profiles. Two-thirds of those in a lone parent household are persistently poor and a
quarter are recurrent poor. The income position of the single elderly is also precarious.
More than half of them are poor and, when they are, they are also more likely to be
recurrent or persistently poor (20 percent in both cases). A particularity of the British
situation is the poverty risk of couples with children: more than a quarter of the persons in
this household type live in poverty, compared to 13 percent among couples without
children. In Britain, children, therefore, seem to increase the risk ofpoverty.

The consequences of unemployment in Britain are also much more dramatic than in
the two other countries, which confirms our earlier findings. Almost half of those living in a
household where the head is unemployed live in poverty. And if they are poor, they are
likely to be recunent (16.5 percent) or persistent poor (16 percent). Due to the generally
low level of social transfers in Britain, being dependent on social transfers results in an
increased risk of poverty, especially persistent poverty.
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Table 6.10: Socio-economic characteristics of the poor by poverh~ profile
(percentages), Great Britain, 1991-1995

Never poor Transient Recurrent Persistent Total
poor poor poor

Total 72.6 10.1 9.5 7.8 ] 00
Gender ofhousehold head

Male 77.9 9.5 7.6 5.0 100
Female 61.9 ] 1.5 13.2 13.4 100

Household type
Single non-elderly 73.2 10.9 8.1 7.8 100
Single elderly 45.5 14.6 20.1 19.8 100
Couple, no child 87.3 6.5 3.4 2.9 100
Couple with children 73.7 10.8 10.1 5.4 100
Elderly couple 82.1 8.4 6.4 3.1 100
Lone parent 30.3 14.0 23.9 31.8 100

Employment status of household head
Employed 83.5 8.4 5.3 2.8 ]00
Unemployment 54.4 13.1 ] 6.5 16.0 100

Dependency on social security transfers
Not dependent 82.7 8.7 5.9 2.6 100
Dependent 46.8 13.8 18.6 20.9 100

Soe~rce: BNPS(1991-1995).

6.6.2 Mobility in and out ofpoverty profiles

In the previous tables, we examined the socio-economic characteristics of the individuals in
the poverty profiles. We now turn to the investigation of the life events that might trigger
the entry into or the exit from a poverty profile. Again, in accordance with subsidiarity, we
distinguish among three types of life events: household formation events, changes in labour
participation and changes in social security dependence.~s Two types of household
formation events are considered: a change in the number of household members (increase
or decrease) or a change in the marital status of the household head - separation, divorce or
death of partner, on the one hand, or a union through a marriage or cohabitation, on the
other. Labour market changes are measured as a change in the number of working persons
in the household and a change - five hours or more - in the total number of hours worked
by household members. Changes of social security status are defined as a substantial
increase or decrease (of 25 percent or more) of social security income in the household. As
in Muffels et al. (1998), we only coded such changes in social security income for the
households where the number of workers remained unchanged at the time of entry into or
exit from the poverty profile. The other enumerated events are not mutually exclusive. It is
possible that a divorce, for example, is accompanied by a change in the number of
employed persons in the household.

6` Similar computations for the Netherlands but using the Dutch official poverty line were presented in Mufiels
et aL (1998, 1999b).
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In Table 6.11, we show whether transitions into a poverty profile between year t and
t~-1 are associated with life events occurring between the two years in the 1991-1995
period. Poverty profiles that were in progress or starting up in the first year of the
observation period - left-censored spells - are left out of the analyses because, for those
spells, we are unable to measure changes in demographic, labour market and social security
variables at the time of entry into the poverty profile. In general, it appears that adverse
labour market events are more often associated with entries into poverty than adverse
demographic events. This is particularly true for the Netherlands (especially for the
persistent poor), but it also holds - to a lesser extent - for the other two countries. This
shows that labour market dynamics tend to play a significant role in explaining entries into
poverty.

Table 6.11: Change in characteristics at the time of inflow into transient ( T), recurrent
(R) and persistent (P) poverty, the Netherlands, Germany and Great Britain
(percentages), 1991(0)-1995(4)s

the Netherlands Germany Great Britain
T R P T R P T R P

Household formation events
Loss of partnerb 14.8 9.4 7.7 19.7 16.9 25.9 19.4 l2. I 18.4
Gain of partner` 0.8 0.5 4.8 1. l 0.6 0.0 1.0 1.1 2.5
Increase ofhousehold 3.3 8.5 7.5 5.1 4.6 4.3 6.6 8.2 7.1
size
Decrease of household 21.4 15. l 6.5 25.7 21.2 43.9 20.0 13.0 19.3
size

Labour market event
[ncrease number of 8.0 8.5 2.3 4.0 5.6 0.0 11.7 9.7 1.2
employed
Decrease number of 30.4 26.5 35.0 41.2 27.2 44.3 22.9 17.3 25.7
employed
Increase number of 109 13.3 0.0 8.4 10.6 3.7 13.8 9.8 5.0
hours (f5)
Decrease number of 32.1 27.5 43.3 52.3 42.6 67.1 29.9 17.8 24.4
hours (-5)

Changes in social security income
25a~o increase social 3.7 1.6 4.3 7.9 6.9 l 1.6 14.4 9.6 4.5
security income
?5~~~ dccrcase social 39.4 36.1 20.3 26.4 37.0 ] 5.3 2Zf, 30.1 26.7
~e~urit~ in~iimc

a: Data for 1990-1994 for the Netherlands and 1991-1995 for Great Britain and Getmany.
b: Separation, divorce or widowhood.
c: Marriage or cohabitation.
Soa~rces: SEP (1991-l995), GSOEP (1992-1996), BHPS (1991-1995~.

In the Netherlands, around seven percent of those entering persistent poverty during
the early 1990s experienced the loss of a partner or a decrease of the household size. The
corresponding figures for Great Britain are 18 and 19 percent. The figures for Germany are
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even larger: 26 and 44 percent, respectively. We attribute this to the breadwinner model of
the German welfare state, according to which the income consequences of break-ups are
expected to be large.

In all countries, adverse labour market shocks, either through a reduction of the
number of employed persons in the household or decrease in the number of hours worked,
tend to be most associated with transitions into persistent poverty and least with transitions
into recurrent poverty. The only exception to this is the effect of decreased number of hours
in Great Britain. From the data in the table, it appears that transitions into poverty -
transient, recurrent or persistent - are less strongly associated with labour market shocks in
Great Britain than in the Netherlands and Germany. This could be explained by the
generally better quality of the jobs in the latter two countries, so that losing a job implies
larger financial consequences. It can, however, also be explained by the difference in labour
participation in the three countries. In the period under investigation, the labour market
participation was higher in Great Britain (67 percent) than in Germany and the Netherlands
(around 60 and 55 percent, respectively). Moreover, the proportion of single-earners was
larger in Germany and the Netherlands than in Great Britain. Hence, job losses would have
a larger effect on the household's economic status in those countries. Aside from labour
market shocks, a substantial loss of social security income will also potentially lead to
inflow into transient or recurrent poverty.

The same exercise is repeated in Table 6.12 for transitions out of poverty. The table
shows the bi-variate association between exit from one of the poverty profiles and the
aforementioned life-events. Poverty profiles that were not completed in the last year of the
observation period (right-censored spells) were left out of the analysis.

Demographic changes do not account for a large part of the poverty exits. In the
Netherlands, however, 15 percent of the persistent poor experience a poverty exit together
with the loss of a partner through separation, divorce or widowhood, and 24 percent
through a decrease of the household size. These numbers cannot be explained by the
presence of elderly in the data.

From the evidence in the table, it is clear that exits from poverty are associated with
favourable labour market shocks. In all countries, the effect of a substantial increase in the
number of hours seems to be stronger than the effect associated with an additional earner.
This can be understood from the fact that those already in the labour market tend to earn
more than those entering. The measured effects tend to be larger in Germany than in the
other two countries. Whereas in Germany and the Netherlands the percentages poor exiting
poverty through a favourable labour market event are similar across profiles, in Great
Britain, the percentages tend to decline with the length of the period in poverty. This seems
to indicate that, in a liberal welfare state such as Great Britain, the effectivity of the labour
market to lift people out of poverty diminishes with the length of the poverty spell.
Therefore, as it increases, the poor seem to loose their labour market value. More than the
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other poor - and also in the two other countries - the persistent poor in Great Britain have
to rely on social transfers in order to exit from poverty.

Table 6.12: Change in characteristics at the time of outflow from transient (T),
recurrent (R) and persistent (P) poverty, the Netherlands, Germany and Great Britain
(percentages),1991(0)-1995(4)a

the Netherlands Germany Great Britain
T R P T R P T R P

Household formation events
Loss of partnerb 3.9 I.9 14.5 8. I 6.3 5.7 3.6 3.2 1.1
Gain ofpartner` 1.9 2.1 3.1 2.5 2.8 3.5 6.0 7.1 4.7
Increase of household 5.0 5.2 9.3 13.6 15.8 19.3 14.9 10.2 7.2
size
Decrease of household 8.6 4.9 23.7 4.0 5.8 3.7 4.9 2.0 1.4
size

Labour market events
Increase number of 18.0 17.1 19.8 28.6 23.2 31.2 22.5 16.1 9.6
employed
Decrease number of 8.2 7.1 1.9 8.3 6.2 5.9 7.5 6.0 9.8
employed
Increase number of 23.3 21.5 24.5 42.3 37.5 40.8 28.6 19.4 18.7
hours(t5)
Decrease number of 7.3 9.2 7.7 13.8 11.1 8.2 11.1 9.0 I 1.6
hours (-5)

Changes in social security income
25a~o inerease social 51.6 51.2 46.8 41.4 37.3 33.3 39.4 46.2 52.9
security income
25o~o decrease social 3.2 5.9 14.0 6.1 7.9 3.0 6.8 6.9 3.1
security income

a: Data for 1990-1994 for the Netherlands and 1991-1995 for Great Britain and Germany.
b: Separation, divorce or widowhood.
c: Marriage or cohabitation.
Sources: SEP (1991-1995), GSOEP (1991-l996), BHPS (1991-l995).

6.6.3 The determinants ofentries into and exits from poverty profrles

Recurrent poverty appears to be less of a problem for the three welfare states than persistent
poverty, although the number of people in recurrent poverty, particularly in Great Britain, is
quite high. This reasoning holds only when recurrent poverty is not a preliminary state or
entrance gate to persistent poverty. This issue will be examined in more detail in this
section. To what extent are the persistent poor different from the transient and recurrent
poor? Persistent poverty appears rather modest in the long-term, but substantial in the
medium term. Even if persistent poverty is, on average, low it should be of concern for
policy makers. This is because the likelihood of extended stays in poor living conditions
rapidly rises with increasing spell length and might create social and psychological
problems. Persistent poverty is also of concern since it is very unevenly spread across the
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population and hits particularly vulnerable groups in society. In this section, the events that
trigger membership in the various poverty profiles - poverty `careers' as we called it in
Muffels et aL (1998) - are examined.

Multinomial logit models are estimated for the likelihood of belonging to each of the
longitudinal poverty profiles. In the model, four types of variables are included which are
likely to be important factors characterising these different profiles: I) personal and
household characteristics (age, sex, marital status, household composition, number of
children, marital status); 2) socio-economic characteristics (education level, labour market
status of the head of the household, number of employed persons in the household and total
number of hours worked); 3) household formation events (divorce or separation) and 4)
labour market events (increase or decrease in the number of employed adults in the
household or in the number of hours worked). Changes in the variables are measured
between the beginning and the end of the observation period. Although some of the
variables included in the model are time invariant, most are not. For that reason, it would
have been better to look at individual, household and labour market characteristics prior to
the start of a poverty profile and to assess the impact of life events occurring in the period
just before the beginning to the end of the poverty spell. This constitutes the subject of
future research.

The multinomial model that is estimated distinguishes four poverty states - never
poor, transient poor, recurrent poor and persistent poor - where the `never poor' act as the
reference category. The probability of being in either state, as compared to the reference
state, is given by the following equation:
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with J-4 (soj- 0, 1, 2, 3), j- 0 being the reference state and K the number of explanatory
variables x. In order to gain a better understanding of the labour market events associated
with poverty spells, the analysis was limited to individuals living in a household where both
the head and the partner - if any - are of prime working age (aged 25 to 59). Hence, the
results in the remainder of this section are concerned with those who fit the above
conditions. We refer to them, in short, as prime working age households.

The results are given in Table 6.13, Table 6.14 and Table 6.15 for the Netherlands,
Germany and Great Britain, respectively.bb The results for all three countries look plausible
and the fit of the estimated models is very good. Let us first examine the results for the

`~ For Germany, we tested whether there are differences between West and East Germany by including a dummy
variable in the models. East Germans indeed appear to be more likely to be transient, recurrent or persistent poor
than West Gemans. Nevertheless, for comparability with the other two countries, we only present the model
estimates for the whole of Germany.
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persistent poor compared to the never poor during the five-year observation period (1991-
1995).

For the Netherlands, we find that male heads of households are less likely to belong
to the persistent poor than female heads. Note also the very strong impact of the number of
children on the likelihood of persistent poverty. Considering the impact of household
formation events, it is clear that separation during the observation period strongly increases
the likelihood of persistent poverty. Though separated (widowed or divorced) heads at the
beginning of the spell have higher chances to become persistently poor, lone parents are
less likely to be persistently poor than unmarried singles. Widowhood and divorce appear
to raise the likelihood of poverty persistence. This also holds for the number of children;
caring for children necessitates earning additional income to cover the additional costs.
Married heads running into poverty have fewer chances to escape from it than single
persons, probably because of lack of labour market opportunities.

Labour-market related variables appear to exert an even stronger impact on
persistent poverty. The more people in the household who work, the less likely the
household falls into poverty. For the same reason, households in which the head is
unemployed at the beginning of the poverty spell are more likely to be persistently poor. If
the head or a household member looses his~her job, the likelihood of persistent poverty
increases sharply. The reverse holds if they get into work. Given the impact of labour
market events on the likelihood of becoming persistently poor, it is interesting to look at the
impact of human capital variables. A low educational level has a positive impact on poverty
persistence. Therefore, education has a pay-off in terms of preventing persistent poverty.

The results for the other countries are similar. For Great Britain and Germany, it is
found that households with a separated head are more likely to be persistently poor. The
larger the number of children, the more likely the household will become persistently poor.
In Great Britain, younger heads are more likely to become persistently poor, although the
likelihood falls with increasing age. In all three welfare states, separation during the time of
the spell has, again, a strong impact on the likelihood of becoming persistently poor.

The effects for the labour market variables and labour market events are similar to
the effects found for the Netherlands. The more workers there are in the household the less
likely that the household members are persistently poor. Job loss by either the head or
another household member during the observation period raises the probability ofbecoming
persistently poor. A high educational level decreases the likelihood of being persistently
poor in Germany but not in Great Britain. However, as in the Netherlands - and unlike
Germany - a lower educational level raises the probability of being persistently poor in
Great Britain.
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Table 6.13: A multinomial logit model for being in either of the four poverty states,
beta coefficient (absolute robust t-value), 1990-1994 for the Netherlands, prime
working age households
Reference state: Never poor Transient poor Recurrent poor Persistent poor
n- 5,004 LR Chisq - 1,373; Log likelihood --1,997; Pseudo R' -~

Coeff Z Coeff Z Coeff Z
Personal and household characteristics:

Head 25-34 0.131 (0.70) O.S24 (1.99)' -0.435 (1.10)
Head 35-44 -0.363 (2.17)' -0.337 (1.38) -0.374 (1.13)
Head 4Sf - - -
Male head - - -
Female head 0.871 (3.66)'~` 0.378 (1.22) 0.778 (1.56)
One adult 0.255 (0.99) 0.003 (0.01) -0.850 (1.69)
Two adults - - -
Three adults or more 1.067 (6.10)~`~` 1.515 (6.35)'~` 0.766 ( 2.31)~`
No child - - -
One child 0.684 ( 3.48)~`~` 0.653 (2.32)~` 1.528 (3.95)"~
Two children 1.247 (6.88)~" 0.943 ( 3.49)~~ 1.855 (4.77)~`~`
Three children 1.701 (7.49)~" 1.679 (5.17)~~ 2.991 ( 7.28)~`~`
Married head - - -
Separated head 0.035 ( 0.13) 0.127 ( 0.35) -0.626 (1.10)
Unmarried head -0.010 ( 0.07) 0.441 (2.16)~` 0.189 (0.69)
Lone parent -0.261 (0.79) -I.000 ( 2.14)~` - 1.238 (1.88)
Not lone parent - - -

Socio-economic characteristics:
Low educated head 0.674 (4.05)~`~` 0.326 (1.35) 0.699 (2.43)~`
Average educated head - - -
H~h educated head 0.046 (0.32) 0.017 -0.157 (0.44)
Total hours worked by the hh -0.044 (8.30)~~` -0.064 (6.82)~`~` -0.083 (5.99)~"
Num empl in the hh 0.095 (0.64) -0.606 (2.19)~` -0.037 (0.09)
Employed head - - -
Head out of employment 0.322 (1.54) 0.275 (0.88) 1.420 (3.12)~"

Household formation events:
No change in marital status - - -
Separation 2.242 (11.80)~`~` 1.983 (6.97)~`~ 1.912 (4.69)"

Labour market events:
Fewer hours worked 1.162 (5.34)~" 0.820 (2.23)' 1.728 (3.65)~"
No change in num of hours worked - - -
More hours worked 0.491 (2.41)' 0.150 (0.46) -0.427 (0.83)
Fewer employed in the household 0.770 (4.08)~`~` 1.304 (3.68)~`~` 0.482 (1.06)
No change in number of employed - - -
More emplo~ed in household -0.623 (3.19)'~ -0.010 (0.03) -0.866 (1.56)

Constant -3.359 (7.66)"' -2.814 (4.86)~`~` -5.169 (5.92)~"
' significant at Soio; " significant at 1"~o.
Source: SEP (1991-1995).
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Table 6.14: A multinomial logit model for being in either of the four poverty states,
beta coefficient (absolute robust t-value), 1991-1995 for Germany, prime working age
households
Reference state: Never poor Transient poor Recurrent poor Persistent~oor
n- 9,769 LR Chi.rq - 2,552; Log like(ihood --4.549; Psez~do R- - 0.200

Coeff Z Coeff Z Coeff Z
Personal and household characteristics:

Head25-34 0.044 (0.34) 0.01~ (0.10) 0.234 (1.11)
Head 35-44 0.179 (1.55) -0.177 (1.19) -0.044 (0.21)
Head 45t - - -
Male head - - -
Female head -0.236 (2.23)~` 0.216 ( I.61) 0.766 (4.51)~~`
One adult 0.097 (0.62) 0.644 (3.50)~`~` 0.133 (0.58)
Two adults - - -
Three adults or more 0.360 (1.89) 1.399 (6.14)~~` 0.798 (2.75)~~`
No child - - -
One child -0.108 (0.81) 0.420 (2.61)~~` 0.056 (0.24)
Two chiidren 0.460 (3.26)~`~` 0.273 (1.39) 0.378 ( I.45)
Three children 0.340 (2.06)~` 1.036 (5.44)~`~` 0.307 (1.08)
Matried head - - -
Separated head 0.775 (5.37)~`~` -0.248 (1.40) -0.347 (1.63)
Unmarried head 0.864 (5.25)'~` 1.081 (5.85)~`~` 0.492 (2.02)~`
Lone parent 1.102 (5.80)~`~` 2.063 (9.78)~~` ].287 (4.70)~`~`
Not lonc parent - - -

Socio-economic characteristics:
Low educated head
Average educated head
High educated head
Total hours worked by the hh
Num empl in the hh
Employed head
Head out of employment

Household formation events:

-0.185 (1.87) 0.161 (1.36) -0.258 (1.63)

-0.947 (7.12)~`~` -0.458 (2.96)~`~` -1.515 (5.09)~`~`
-0.016 (5.59)~`~` -0.029 (7.42)`~` -0.022 (4.O1)~~`
-0.250 (2.12)~` -0.894 (5.41)~`~` -2.062 (8.19)~`~`

0.634 (4.53)~`~` 0.400 (2.33)~` 0.271 (1.20)

No change in marital status - - -
Separation 1.299 (]0.05)~' 1.408 (8.81)~`~` 1.273 (5.86)"

Labour market events:
Fewer hours worked 0.031 (0.17) 0.136 (0.71) 0.932 (3.58)~"
No change in num of hours worked - - -
More hours worked 0.264 (1.50) -0.521 ( 2.60)~`~` 0.235 (0.85)
Fewer employed in the household 1.445 (11.24)~" 1.507 (9.42)~`~` 1.869 (9.15)~`~`
No change in number ofemployed - - -
More employed in household -0.387 (2.73)~" -0.490 (2.54)' -1.152 (4.16)"

Constant - 2.001 (8.40)~`~` -2.106 (7.68)~`~` -2.324 (6.49)~~`
' significant at 5"~0; " significant at lo~o.
Sotore: GSOEP ( 1992-1996).
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Table 6.15: A multinomial logit model for being in either of the four poverty states,
beta coefficient (absolute robust t-value), 1991-1995 for Great Britain, prime working
age households
Reference state: Never poor Transient poor Recurrent poor Persistent poor
n- 4,852 LR Chisq - 2,174; Log likelihood --1,833; Pseudo R~ - 0.277

Coeff Z Coeff Z Coeff Z
Personal and household characteristics:

Head 25-34 0.243 (1.42) 0.520 (2.60)~`' 0.818 (3.24)"
Head 35-44 0.115 (0.74) 0.147 (0.79) 0.423 (1.80)
Head 45f - - -
Male head
Female head
One adult
Two adults
Three adults or more
No child
One child
Two children
Three children
Married head
Separated head
Unmarried head
Lone parent
Not lone parent

Socio-economic characteristics:

-0.274 (1.88) -0.213 (1.25) 0.170 (0.88)
-0.161 (0.70) 0.016 (0.06) -0.489 (1.75)

1.003 (3.58)~`~` 1.294 (4.08)~`~` 2.253 (6.56)'~`

0.692 (3.87)~`~ 1.167 (5.10)~`~` -0.349 (1.10)
0.867 (4.58)~`~` 1.667 (7.12)~~` 1.220 (4.34)~`~`
1.321 (6.40)~" 2.211 (8.96)~`~ 2.327 (8.13)~`~`

1.078 (5.07)"' 0.865 (3.63)~" 1.259 (5.12)~~`
0.612 (3.64)~`~` 0.703 (3.47)~`~ 0.791 (3.35)~`~`
0.198 (0.72) 0.384 (1.24) 0.829 (2.52)~`

Low educated head 0.475 (2.67)~`~ 0.550 (2.58)~" 1.301 (4.48)~`~
Average educated head - - -
High educated head -0.497 (2.43)~` -0.064 (0.27) 0.168 (0.50)
Total hours worked by the hh -0.013 (3.59)~" -0.003 (0.75) -0.011 (1.86)
Num empl in the hh -0.686 (4.13)~~` -1.891 (9.29)~~ -2.192 (8.08)~`~
Employed head - - -
Head out ofemployment 0.352 (2.01)' 0.571 (2.86)~" 0.098 (0.40)

Household formation events:
No change in marital status - - -
Separation 1.071 (5.68)~`~` 1.001 (4.86)~`~` 0.836 (3.05)~`~`

Labour market events:
Fewer hours worked 0.547 (2.40)' 0.897 (3.48)" 0.658 (2.16)~`
No change in num of hours worked -
More hours worked 0.488 (2.25)~` 0.930 (3.88)~" -0.069 (0.24)
Fewer employed in the household 1.395 (7.54)~`~` 2.094 (9.57)~`~` 2.149 (7.68)"
No change in number ofemployed
More employed in household -0.010 (0.05) -0.747 (3.52)" - 0.358 (1.28)

Constant -2.436 ( 7.03)~`" -2.914 (7.14)~' -3.781 (7.57)~"
' significant at 5"~0; " significant at lo~o.
Sow-ce: BHPS ( 1991-1995).

To what extent are the persistent poor different from the recurrent and transient
poor? The models suggest that the variables explaining the membership to the transient,
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recurrent or persistent poor are the same for the various categories. The magnitude of the
effects, however, is larger for the persistent than for the recunent poor, and larger for the
recurrent than the transient poor. Membership into any of the groups seems particularly
affected by human capital characteristics. The weaker the association with the labour
market - because ofobsolete skills, low qualifications, or a low human capital due to age or
caring obligations - the higher the likelihood of being persistently poor. In the Netherlands
and Great Britain, about 80 percent of the persistent poor are unemployed. More than 60
percent of the recurrent poor and less than 50 percent of the transient poor are unemployed.
[n Germany, these figures are 53, 50 and 34 percent for the persistent, the recurrent and the
transient poor, respectively.

6.7 Conclusion

The first aim of this chapter was to develop longitudinal measurements of poverty (see also
Chapter 7) and to apply them to some of the long-running panel studies for Germany, the
Netherlands and Great Britain. This allowed us to gain insight into the extent of long-term
poverty. Modelling these micro-data also allowed us to gain additional insight into the
processes leading to poverty entries and exits, as well as into the processes conducive to long-
term poverty. The results are reported from two perspectives. The first one, across welfàre
states, raises the question of how welfare states perform in terms of preventing poverty and in
particular, poverty persistence. The second one, across time, focuses on a comparison of the
short, medium and long-term results in terms of preventing poverty.

Across welfare states, it is clear that the Dutch and German welfare states do a good
job in preventing poverty and inequality - not only in the short-term (see Chapter 5), but also
in the medium and long-term - without greatly distorting efficiency. The British system
produces higher levels of poverty, whether transient, recurrent or persistent. Great Britain had
fifty percent more recurrent and persistent poverty during the first half of the 1990s than
Germany or the Netherlands. Comparing the Dutch and German welfare systems, it appears
that they perform equally well in preventing welfare state dependency in the medium and
longer term. Great Britain, however, does a poorer job, especially in the short-term. In the
longer term, the redistribution results become much better and similar to the ones for
Germany and the Netherlands. Comparison of pre and post-government poverty rates makes it
clear that the market does a much poorer job than the welfare state in preventing poverty in
the short, medium and long-term. The overall performance of these systems to reduce
recunent and persistent poverty appears very successful in Germany and the Netherlands, as
well as in Great Britain with its different and more liberal welfare system. Nevertheless, Great
Britain has to accept fairly high levels of recurrent and persistent poverty among particular
groups, i.e. single parent families and the unemployed.

Across time, it was shown that these govermnents perform better in the medium and
long-term than in the short-term. The Dutch and German welfare systems are very successful
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in reducing poverty, particularly in the longer term. The British welfare system is also
successful, albeit more in the long run than in the short run. For all the countries - including
liberal Great Britain - it is not the market that prevents long-term poverty. It is through
government intervention that poverty is successfully tackled. Nonetheless, in all three
countries, there are strong labour market incentives to both prevent entry into and to stimulate
exit from poverty. The labour market incentives, however, seem to work more effectively for
the short-term than for the long-term poor. Whether the State should be subsidiary to the
market depends on one's perspective. From the point of view of incentives, the market should
be given priority since it does a rather good job - at the micro-level - of preventing poverty
and promoting poverty exits. The labour market, however, is not very likely to help the long-
term poor. From the point of view of social efficiency, social transfers seem to do a good job
in reducing long-term poverty, with limited disincentive effects.

Longitudinal poverty measurements provide a better view and teil a different story
than the usual snapshots. On the one hand, they show that poverty is not simply a problem for
a small group of low-income people in society. It appears to be a widespread social
phenomenon because, in the longer run, many more people are prone to poverty than in the
short run. On the other hand, it makes clear that, in the long-term, a great deal of the poverty
is transient. Many people experience poverty only once and do not need much help to escape
from it permanently. In general, there is much more economic mobility than the annual
snapshots suggest, even at these low levels of income. There is another story told by these
figures which is that, apart from the high levels of economic mobility among the poor, within
particular categories - long-term unemployed, disabled and separated households - there is a
great deal of persistent poverty. Income mobility and poverty persistence go hand in hand,
even in growing economies and matured and developed welfare states. The explanatory
models estimated in this chapter suggest that human capital, household formation and labour
market events are responsible for people falling into as well as escaping from poverty. Where
the transient and recurrent poor share many characteristics of the persistent poor, the
likelihood of being part of a separated household and having a low education level is, in all
instances, larger for the persistent poor. They share the experience of divorce and family
break-ups and the occurrence of significant changes in the labour market status of household
members due to work loss or work gain. They have a lower human capital value on the labour
market and they lack the resources in terms of skills, education and work experience that can
be exchanged on the market for jobs.



7 Persistent poverty, income shocks
and welfare regimes

7.1 Introductionb'

Research on the topic of poverty shows that, from a dynamic perspective, poverty has two
dimensions. On the one hand, there is a great deal of mobility and turnover in the stock of
people living in poverty. A part of the poor population remains in poverty for only rather
short periods, but might return quickly after having left. On the other hand, a substantial
number can be said to be persistently poor. The goal of alleviating poverty, as is pursued by
modern welfare states, matters a great deal more in the long than the short term. Although
instant poverty can be unpleasant it does not threaten subsitence and, in some
circumstances, hardly matters at all. Between jobs or as students, many experience short
periods of low income. Running down savings, borrowing and belt-tightening can be
adequate strategies when such short-term income shortfalls occur. However, these are not
likely to help in the long run. Long-term poverty "causes serious distress and often detaches
people from their normal social contacts, leisure pursuits and `mainstream' lifestyles"
(Headey et al., 2000: 119). In turn, this might discourage people from applying for jobs or
entering the labour market because of its negative effect on the incentives-to-work. It,
therefore, creates long-term welfare dependency. Policies should be designed in such a way
that they promote economic mobility and prevent welfare dependency. We want to evaluate
how well different welfare state regimes perform in terms of preventing persistent poverty,
using three fairly prototypical welfare states. These policy achievements are assessed on the
basis of panel data for three European countries: the Netherlands, Germany and Great
Britain. A longitudinal datafile for the three countries was created, covering a total of seven
years during the late 1980s and early 1990s.

~' The analyses in this chapter were carried out as part of a joint work with Ruud Muffels for the European Panel
Analysis Group (EPAG; http:~~www.iser.essex.ac.uldepag). Funding by the European Commission in the
framework of the TSER programme 'The PcrnEL Project; European Pane! Analvsrs' (SOE2.CT96.3023) is
acknowledged. The research results were presented at the 14th Annual Conference of the European Society for
Population Economics (ESPE 2000), 15-17 June 2000, Bonn, Getmany, at a poverty seminar on the measurement
of poverty at Statistics Netherlands, 13 April 2000, and a GREBE seminar at the University of Namur, 8
December 2000. The results were published as EPAG Working Paper 2000-15 and OSA Working Paper 2000-4
(Fouarge 8t Muffels, 2000). An adapted version of this chapter has been submitted to an international joumal for
publication.
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Using cross-sectional snapshots, it is impossible to determine whether or not low
income situations are long-lasting. If cross-sectional poverty results from short-run income
fluctuations within the population, the burden of poverty throughout the years will be
shared rather equally. If, however, cross-sectional poverty has a permanent character,
incomes are rather immobile and, over the life cycle, it is always the same people who carry
the burden of poverty. The presence of highly persistent income inequalities may indicate
inflexible institutional arrangements affecting one's life-cycle incomes, while temporary
income inequalities indicate rather flexible institutions fostering income mobility.

Elaborating on the existing literature on modelling income dynamics, a panel
regression model is estimated in order to disentangle the permanent and transitory
components of income. The basic idea behind this approach is that people are most
concerned with maintaining their welfare level in the long run - their permanent income - and
not with short-term changes. Within this model, poverty can be seen as a state in which
permanent income falls below a predefined threshold. Hence, the model can be used to
estimate the size of the population in persistent poverty and to compare it across welfare
regimes. With a view to the combat of persistent poverty, hypotheses were tested that were
formulated using Esping-Andersen's theory on welfare regimes.

In the next stage, the model was used to monitor the effect of socio-economic
variables on persistent poverty. The impact of these variables is compared across the three
welfare regimes. In particular, we looked at tbe long-term income effects of labour market
and household shocks. As European economies are increasingly interrelated, this might
affect the ability of the welfare states to react adequately to asymmetric labour market
shocks and to accommodate them by varying their level of spending. Gaining employment
was shown, in the previous chapter, to be an adequate way of escaping poverty. However,
employment policy is only likely to be effective for the cyclical or short-term poor. Often,
the long-term poor are permanently excluded from the labour market. Hence, they lack the
experience and capacity to compete in the modern labour market and information society. If
this is true, employment policy must be flanked by an adequate income policy. As to
household shocks, one must realise that increased individualisation impedes traditional
networks of solidarities, such as the family, to function as welfare providers. Hence, in an
individualised community, household formation shocks are likely to have a significant
effect on one's economic position. It follows that the reliance on self-help and traditional
family structure for the provision of welfare is bound to increase inequities in an
individualising community.

In Section 7.2, the theoretical hypotheses derived from the literature are explained.
Section 7.3 deals with measurement issues regarding income and poverty, and briefly presents
the data. The empirical model is explained in Section 7.4, cross-sectional results on poverty
incidence in Section 7.5, and our estimation results are discussed in Section 7.6.
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7.2 Expectations

In his seminal work, Esping-Andersen (1990) elaborates on a typology of welfare state
regimes in which he distinguishes among liberal, corporatist and social democratic models.
According to this, the British welfare state can - with a bit of `good will' - be classified as
liberal. It is not a prototype such as the American welfare state, but it does share some
features of the archetype. The German welfare state is predominantly a corporatist regime
type. As to the Netherlands, it can be viewed as a social democratic welfare regime. This
classification was explained in Chapter 4.

Each of the welfare state regimes strives for its own specific socio-economic
objectives. Generally speaking, by promoting employment, avoiding work disincentives
and welfare dependency, liberal welfare states pursue the increase of economic growth and

living standards. Liberal welfare states usually provide low, means-tested benefits. Social
democratic welfare states endeavour to reduce poverty, income inequality and
unemployment through a redistributive tax-benefit system and an active labour market
policy. Social democratic welfare states typically provide relatively generous replacement
incomes. Corporatist welfare states seek to promote income stability and social integration
by a well-developed, status-group oriented or selective system of social insurance. The

corporatist type is a breadwinner-state, relying heavily on employment protection for the

head of household and on family support to maintain the welfare of other household
rnembers.

Although the purpose of welfare state arrangements is broader than the simple
prevention of long-term poverty, it must be recognised that the issue of persistent poverty
alleviation is an important one for welfare policies. Here, we concentrate on the question of
how well these various welfare regimes, as represented by the Netherlands, Germany and
Great Britain, perform in terms of promoting long-term income mobility and preventing
persistent poverty:
- Given the welfare state features of these three countries, it can be expected that the

long-term poverty rate in Great Britain is higher than in Germany and the Netherlands;
- Similarly, permanent income is expected to be most equally distributed in the

Netherlands, followed by Germany and ending with Great Britain, which has the most
unequal distribution;

- Due to the large level of income volatility in liberal type welfare states, temporary
income shocks are expected to be largest in Great Britain, lower in the more status-
oriented German system and smallest in the egalitarian Dutch welfare state. Household
and employment shocks on income are expected to have the largest income effect in
Great Britain.
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7.3 Issues of ineasurement

7.3.1 Income andpoverty

In Chapter 5, we discussed the concept of the poverty line and, in Chapter 6, the medium
and long-term definitions of poverty. In this chapter, the focus is on persistent poverty,
where poverty is defined - as in previous chapters - in terms of low welfare or lack of
income: an income below some predefined cash-income threshold. By income, we mean
the annual equivalent net household income. Household income is standardised using the
modified OECD equivalence scale.óK Given that our analyses are at the individual level, an
annual equivalent net household income is assigned to every person in the household. In
order to determine the poverty status, a relative poverty line has been used that is equal to
50 percent of the median equivalent household income.

The procedure to derive the poverty threshold sketched above might be considered
controversial because it reduces the notion of poverty to one of relative inequality. Also, the
choice of the half-median equivalent income is somewhat arbitrary. However, the method
has considerable advantages for our approach. First, it can be constructed in a consistent
manner across time and countries which is useful for performing longitudinal comparative
analyses. Moreover, it is transparent and easily computable from readily available datasets.
One must, however, keep in mind that international comparisons are sensitive to the choice
of instrument (Blackburn, 1998, Buhmann et al., 1988).

Dividing equivalent income by the poverty line level gives us income-to-needs
ratios. It is a continuous measurement of the income situation, but it can easily be converted
into a discrete indicator by setting the cut-off point in the distribution of income-to-needs to
l, the break-even point between income and needs. Individuals with income-to-needs levels
below I are considered poor while those with income-to-needs levels above 1 are not.

7.3.2 Indicators ofpersistent poverry

From an economic point of view, it is important to make a distinction between temporary
and persistent income inequalities. The more persistent income inequality is, the lower the
income mobility. This could indicate the existence of institutional rigidities that strongly
affects one's life-cycle income, implying that the burden of inequality over time is passed
on to the same individuals. However, if cross-sectional inequalities were due to short-term
income disparities, a high degree of income mobility would imply a more equal distribution
of income. The same reasoning applies to poverty. Since both persistent and transient
poverty require distinctive policy responses, it is essential to develop tools for measuring
the extent ofeach types.

68 See Appendix 1 for a definition of the income concept.
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Four types of persistent poverty indicators have been used in the literature - and

discussed in Chapter 6. These are the n-year income-to-needs ratio, the fraction of n yeanr

in poverty, the spell approach and model-based estimates qfpersistent poverty (see Duncan

8z Rodgers, 1991). The n-year income-to-needs ratio is the ratio of aggregated income over

the years to the aggregated needs (poverty line) over these years. It is, therefore, assumed

that an income surplus in one year can compensate for an income shortfall in another. This

measure refers to Friedman's notion of permanent income. According to the fraction of n-

years in poverty measurement (tabulation method), persistent poverty is defined as having

an income below the poverty line for a predefined number of years, preferably a large
fraction of the years during the observation period. This index is a measurement of the
stability of positions below the poverty line. The spell-based measurement of persistent
poverty, as proposed by Bane and Ellwood (1986), is based on constructed spells of
poverty. Starting from the standard life table approach, persistent poverty is defined in

terms of the likelihood of leaving poverty after a spell of n years. These three measures

have been widely used in poverty research (see Goodin et al., 1999, Muffels et al., 1999a).
The model-based approach to persistent poverty, based on the estimation of error
component panel regression models, however, has been less widely used. In this chapter we
have adopted the latter approach.

7.3.3 The data

For our analyses, a seven-year panel dataset for the Netherlands, Germany and Great
Britain was constructed (see also Appendix 3a). The results - with the exception of those in
Section 7.5 - are based on a balanced dataset containing only respondents who took part to

the survey during the entire seven-year period. The data for the Netherlands are from the

Dutch Socio-Economic Panel (SEP). As in the two other datasets, household income is

obtained by adding individual incomes of persons living in the same household. The Dutch

income data cover the seven-year period 1988-1994. The German data come from the
German Socio-Economic Panel, as made available through the PSID-GSOEP equivalent

file. The 1990-1996 waves of data that have been used contain retrospective income data

for the year previous to the interview (1989-1995). The British data are from the British

Household Panel Survey (BHPS). Net household income for Great Britain for the years

1991-1997 has been used (cf. Bardasi et al., 1999).

7.4 Towards a model-based estimation of persistent poverty

Income, at any point in time, can be decomposed into a permanent component, representing
the level of income an individual enjoys on average over time, and a transitory component,

measuring deviations - positive or negative - from this average. At the end of the 1970s,

Lillard and Willis (1978) presented a methodology to analyse earnings dynamics of male

employees. They estimated a panel regression model of earnings with permanent and
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transitory components and derived a measure for persistent poverty. This type of approach
will be applied here to the study of household income dynamics. The approach assumes
that, in the long run, permanent income is what really matters to people. The basic assumption
is that people have a latent long-term income-to-needs level from which occasional departures
are possible, due to temporary income shortfalls or income surpluses following some life
events. While similar models to the one presented here have been applied to study the
dynamics of eanvngs at the individual level - most often full-time employed males - only
few studies have been published which apply this methodology to household income
dynamics. In this respect, the articles by Duncan (1983), Duncan and Rodgers (1991) and,
more recently, Stevens (1999) are of interest. However, these studies are based on US data,
supposedly because of the availability of long running panels such as the PS[D.`'`' The
increasing availability of long panels in Europe makes it possible to estimate such models for
European countries and to study cross-national differences in greater detail.

As in Duncan and Rodgers (1991), the estimated model assumes that the life-cycle
distribution of income-to-needs ratios is a function of the distribution ofpermanent income-
to-needs, year specific shocks and an auto-regressive parameter that determine how the
effect of these shocks persist through time. Formally, the model can be written as:

i'r.r - X,.~ ~ f N; f~r.r [7.1 ]

i - I,..., N
t -1,..., T

~i ~ ~'6,U ~ ~i,l ~ ~~'~S ~

where y;, is the natural logarithm of the income-to-needs ratios, X;, is a matrix of covariates
which may include age, sex, employment status, household structure, etc., ~3 is a vector of
parameters, ~t; is a random individual component accounting for unmeasured variables -
unobserved heterogeneity - with mean ,u and constant variance ( E(~t,~ )- vN ), and 5,,, is a
random residual term.'o This model can be estimated with and without covariates. In the
model without covariates, ,u represents the level of permanent income-to-needs,
unadjusted for observed individual and household characteristics. v~ is a measure of the
dispersion (inequality) of the permanent income-to-needs ratio and 66 measures the
dispersion of temporary income shocks, so that the variance of income is, in part, due to
variations in permanent income and, for the rest, to variations in transitory income:
6' - 6N f 6á .

fi9 Burgess et al. (2000) and Schluter (1999) apply similar panel regression methods to the study of income risk
and mobility, but their approaches do not aim at deriving persistent poverty measures.
'o In usual notation, the individual etiect would have zero mean. Here, we add the overall constant term to the
individual effects. This notation is rather unconventional but is used in order to simplify notations.
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Observed covariances are often found to decline with time distance (see Appendix
3a). To comply with this, the model allows for serial correlation of the transitory residual
term (AR1):

b;.; - Ps;.;-~ t ~,.; [7.2]

,
E;.~ ~ N 0, 6F ~

where e;, is an incidental shock in income-to-needs ratios and the auto-correlation
coefficient p measures the serial correlation between the random shocks from one period to
the next. It also measures the effect of serially correlated unobserved variables on income.
As in Lillard and Willis (1978), this carry-over effect is assumed constant over time. The
incidental disturbances e;, are assumed to be normally distributed with mean zero and
variance 6F that is constant across individuals and years ( E(e; ,)- 0; E(F; ,)- tSÉ ). It
measures the effect of transitory shocks on income, but also incorporates measurement
error. ,u; and e;, are assumed to be independent ( E(u;E„)- 0). More complex error
structures have sometimes been used in the literature, such as the mixed autoregressive
moving average process used by MaCurdy (1982) or Dickens (2000). However, introducing
a more complex error structure in equation [7.2] complicates the interpretation of the model
in terms of permanent and transitory effects. Since the purpose of this chapter is precisely
to disentangle temporary and permanent income components, the more parsimonious model
specification as given by equations [7.1] and [7.2] is preferred.

In this model, persistent poverty can be defined as a state in which permanent
income is below the poverty line. It is assumed that the logarithm of the permanent income-
to-needs is normally distributed with mean ~t and variance tSN estimated from the sample
of respondents. Given these assumptions, the proportion of the population with a permanent
income below the poverty line or, equally, the probability of having a log income-to-needs
below zero, can be derived from the cumulative standard normal distribution of income-to-
needs:'~

pr~persistent poor~- pr~; f X;,~3 S 0)- F - P} X~'`~ [7.3]
6~

This notation is analogous to that in both Lillard and Willis (1978: 996) and Duncan and
Rodgers (1991: 540). [n [7.3], the fact that individual characteristics affect the level of
income-to-needs is taken into account. For example, living in a lone-parent household
would typically lead to a lower level of income-to-needs (negative ~. Suppose X;., iacludes

'~ When no covariates are included, this simplifies to pr(Ët, 5 0)- 1- F(17~áN ~.
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only dummies for lone-parent households, one could estimate persistent poverty among the
T-year lone-parents by evaluating the cumulative standard normal distribution at:

- (~ ~ ~)~6~ .
Some authors have pointed to the drawbacks of error component models to study

household income dynamics and poverty persistence. Jenkins (2000: 559) argues that these
models can better be used for the purpose for which they were originally designed - i.e. the
study of earnings dynamics - and regrets the absence of an "explicit or obvious link between
the variance component specifications and the underlying labour market and household
formation process". Comparing the poverty spells approach to the variance-components
model, Stevens (1999: 582) favours the first approach because it tends to better replicate the
observed distribution of time spent in poverty following from the tabulation method.
Nevertheless, it is believed that this methodology is in line with what Lillard and Willis
(1978: 1007) had in mind when they argued in favour of a more complete analysis of poverty,
considering household income and variations in household composition over time.

One problem associated with the study of household income dynamics - which is not
specific to the type of approach used here - is that household formation dynamics are a
driving force behind income changes. In other words, household formation and household
decomposition are endogenous to the dynamics of income changes over time. Hence, it would
be incorrect to consider such processes to be exogenous in [7.1 ](see Burgess et al., 2000).
However, recognising that household formation and household decomposition might be used
as a strategy to escape long-term poverty, we have tried to build these events into the model.

When the researcher wants to model processes that require information on the time
prior to the start of the panel, it is required to correct for initial conditions.''` This is a
standard procedure in modelling wage equations because one has to correct for the fact that
wages can be zero (when unemployed), in which case there is a selection problem. When
modelling household income, the need to correct for initial conditions is not so urgent
since, in principle, household income cannot be zero. In the absence of wage income, social
security transfers will complement household income. The minimum distance method has
been used for the estimation of the model. Details are presented in Appendix 3b.

7.5 Single-year poverty "

Before moving on to the estimation of the panel regression model, we will briefly present
some cross-sectional figures on poverty for the Netherlands, Germany and Great Britain.
The proportion of poor for the three countries is depicted in Figure 7.1.'`'

'` Recall that in the model, y,., is a function of u;, e,.,, p and S;,-i.
" The results in this section are computed on an unbalanced dataset and weighted using cross-sectional weights.
" The data in the figure are the same as those presented in Chapter 5.
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Figure 7.1: Poverty incidence in the Netherlands, Germany~ and Great Britain
(percentages),1988-1997
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Sourees: SEP (1988-1995), GSOEP (l990-l996), BHPS (1491-1997); unbalanced panel.

In all three countries, single-year poverty appears to have increased during the
seven-year period. Overall, the poverty incidence is highest in Great Britain. The poverty
incidence was lowest in Germany at the beginning of the observation period, but increased
to such an extent that, towards the end of the period, it was nearly equal to that of the
Netherlands. Table 7.1 shows the poverty rate in a number of sub-groups for the last
common available year for the three countries (1994) so that we can better understand the
distribution of poverty within the population. From the table, it is clear that there are some
striking differences both within and across countries. In Great Britain, for example, living
in a female-headed household increases the probability of being poor more than in
Germany or the Netherlands. Part of this group consists of single elderly households
(widows) who are more likely to be poor because they must often live from small public
pensions without additional sources of income. In the Netherlands, the single elderly have a
below-average poverty risk which must be attributed to the rather high level of pension
benefits, consisting of a basic pension that, in most cases, is supplemented with a private
pension which is higher than the poverty threshold. In Germany, their poverty risk is higher
than average and it is highest in Great Britain. Lone-parents display a higher poverty risk
than average in all three countries. Nonetheless, they seem to be better off in the
Netherlands compared to Germany and Great Britain. In all three countries, the poverty rate
among persons living in a household with an unemployed head is about twice the average.
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Table 7.1: Single year poverty statistics for some population groups, 1994 ("~o poor
persons)

the Netherlands Get7rtany Great Britain
Total 9.1 9.2 13 S
Gender of household head

Male 8.6 6.3 8.6
Female ] 2.8 14.9 21.3

Household type
Single non-elderly l 1.8 16.4 22.5
Singfe elderly 3.1 10.2 29.2
Couple, no child 8.2 3.7 2.8
Couple with children 9.0 6.8 I 1.1
Elderly couple 9.8 3.7 6.0
Lone parent 17.6 45.2 49.4
Other 15.0 8. l 9.2

Employment status ofhousehold head
Employed 2.9 3.9 4.5
Not employeda 21.2 18.8 25.9

a: Unemployed or inactive.
Sources: SEP (1995), GSOEP (1995), BHPS (1994~: unbalancedpanel.

7.6 Estimation results75

7.6.1 Population in persistent poverry

The first model estimated does not control for socio-economic characteristics of the person
and its household. This was done in order to get an overall estimate of household income
mobility and persistent poverty. The results of this first estimate are presented in Table 7.2.
The permanent income-to-needs level is lower in Great Britain than in the Netherlands or
Germany. It is also more unequally distributed, which confirms our second expectation.
The carry-over effect of transitory shocks in income - the auto regressive parameter - is
lower in the Netherlands than in the two other countries. This could be explained by
referring to the more egalitarian welfare state arrangements in the Netherlands where these
shocks tend to be evened out by the tax and social security system. Random shocks are
found to be smallest in Germany, which partly confirms our third expectation. The German
earnings-related social insurance system closely links benefits to previous income, which
results in more income stability and smaller random shocks. The random shocks were
expected to be highest in Great Britain. However, these are equally high in the Netherlands
and in Great Britain. This could be explained by the change in income measurement in the
Netherlands in the early 1990s, which affected the level and distribution of household
income (see Appendix 1).

The results in this section are weighted using longitudinal weights in order to correct for panel selectivity.
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Table 7.2: Estimation results for the Netherlands, Germany and Great Britain, no
covariates, 1988-1997 (standard error of estimates)a

Mean ln income-to-needs ratio
Individual effect variance ( 6u )

Random shock ( 6F )

Auto-regressive parameter ( p )

x'`
Df
Proport

the Netherlands Germany Great Britain
(1988-1994) ( 1989-1995) (1991-1997)

.720 .767 .687

.123 .128 .185
(.004) (.005) (.004)

on of permanent variance ( 6u 1 t3 ~)

.094 .065 .091
(.003) (.002) (.002)

.449 .520 .543
(.017) (.020) (.015)

577.3 470.5 230.2
25 25 25

.47 .56 .58
Estimate of population in persistent poverty (o~o)

2.0 1.6 5.5
a: Mean log income-to-needs obtained from first stage pooled cross-sections regression. Other parameters obtained
from minimum distance estimation as explained in Appendix 3b.
Soimces: SEP (1988-1995), Cr'SOEP (1990-l996), BHPS (1991-I997); balancecipanel.

The model estimate of the individual effect variance reveals that, in the Netherlands,
47 percent of the variance in income-to-needs can be attributed to permanent income
differences. The rest can be attributed to temporary differences in income. The proportion
of income variance due to permanent income is 56 and 58 percent for Germany and Great
Britain, respectively.~~ Hence, the permanent component of income inequality is found to
be larger in Germany and Great Britain than in the Netherlands. This indicates a relatively
more `open' institutional structure in the Netherlands that permits people to change income
positions more easily than in the two other countries." Ramos (1999), who estimated a
similar model for individual earnings in Great Britain, found a lower degree of persistency
of income inequalities: one fourth of overall earnings inequality could be attributed to
permanent earnings disparities. This is somewhat surprising since household income is
expected to be less stable than earnings. Our findings might be explained by the fact that
household income is corrected for needs, which are relative in time and space. Changes in
income over the years would account for the temporary component in the model. However,
as needs change along with income, this effect is, to some extent, evened out.

'~ From equation A.1 in Appendix 3b, one can see that the relative importance of permanent income variance in
total income inequaliry can be computed as oZN~~,. While 6~ is given in Table 7.2, o`, is reported in Table A.3.1.
'- This is contrary to the result in Section 6.6.1, but here we focus on the whole income distribution and not only
the lower end.
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Matching our first expectation, it appears that persistent poverty is more than twice
as high in Great Britain as in the two other countries. Permanent poverty proves to be
comparatively low in the Netherlands and Germany (2 percent).

Household and labour market dynamics are likely to influence the level ofpersistent
income and its distribution. Because welfare state regimes react differently to these kinds of
external shocks, the magnitude of the effect of such shocks on long-term poverty is likely to
be different for each country. In the next sections, we therefore present population estimates
of persistent poverty, controlling for household characteristics, on the one hand, and labour
market status, on the other.

7.6.2 Controllingjorhousehold composition

An alternative model was specified and estimated which takes into account the effect of
household structure and composition on the level of permanent income. In equation [7.1],
dummies were introduced to control for lone-parent households, single elderly male, single
elderly female, male-headed households with children and female-headed households with
children. The results are shown in Table 7.3. The calculation of the persistent poverty rate
is made under the assumption that the persons had the same household characteristics
during the whole period.

A comparison of the estimation results with those in Table 7.2, shows that the
estimates are rather stable. The inclusion of covariates results in the reduction of the
individual effect variance - and of the relative importance of permanent income variance in
total income inequality - because they account for part of the income fluctuation, but do not
significantly affect the other parameters.

With respect to long-term poverty, lone-parents are clearly the worst off. The
persistent poverty rates for lone-parent households are much higher than for the other
household types. There are obvious reasons that might explain this. First of all, the time
needed for child-care limits the time available for work and, therefore, the opportunity to
earn additional income, especially when child-care - as is the case in the Netherlands - is in
short supply. Secondly, there is a lack of employment opportunities that fits the work-
leisure preferences of this group. Persistent poverty among the single elderly women - but
also men - is higher than average in all countries, but highest in Great Britain. Note the
relatively poor position of single elderly women who, in Great Britain, have a four to five
times higher risk of permanent poverty than in the two other countries. Perhaps more
surprising is the high rate of persistent poverty for female-headed households with children
in the Netherlands compared to the other two countries. Obviously, they have few chances
to escape from poverty through household formation events (marriage or remarriage) or
labour market events (acquiring a full-time paid job). They are, therefore, more inclined to
stay in poverty until the children have grown up.
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Table 7.3: Estimation results for the Netherlands, Germany and Great Britain,
controlling for household composition, 1988-1997 (standard error of estimates)a

the Netherlands Germany Great Britain
(1988-1994) (1989-1995) (1991-1997)

Mean In income-to-needs ratio
Single elderly man .647 .802 .461
Single elderly woman .549 .517 .256
Couple, male head, children .654 .749 .672
Couple, female head, children .403 .661 .624
Lone parent .253 .180 . l09

Individual effect variance ( 6N ) .109 .112 .141
(.004) (.004) (.004)

Random shock ( 6F ) .095 .064 .091
(.003) (.002) (.002)

Auto-regressive parameter ( P ) .442 .509 .545
(.016) (.019) (.014)

x'- 566.2 441.3 234.2
Df 25 25 25
Proportion ofpermanent variance ( 6N ~ 6;. )

.42 49 .44
Estimate ofpopulation in persistent poverty (o~o)

Single elderly man 2.5 0.8 11.0
Single elderly woman 4.8 6.1 24.8
Couple, male head, children 2.3 1.3 3.7
Couple, female head, children 11.0 2.4 4.8
Lone parent 22.2 29.5 38.6

a: Mean log income-to-needs obtained from first stage pooled cross-sections regression. Other parameters obtained
from minimum distance estimation as explained in Appendix 36.
Saurces: SEP (l988-1995), GSOEP (l990-1996), BHPS (199l-1997),- balancedpanel.

7.6.3 Controllingfor labourmarket status

The labour market status was measured by introducing dummy variables for the
employment status of the household head. A distinction was made between male and
female-headed households. The results are presented in Table 7.4 and should be interpreted
by comparing to the base model in Table 7.2. Inclusion of the covariates results in a lower
individual effect variance. Nonetheless, the inclusion of the labour market status can
explain only a small part of the differences - or rather the variance - in permanent income.
Controlling for the labour market status does reduce the relative size of permanent income
inequalities in total income inequality, especially in Great Britain. In status-oriented
Germany, permanent income inequality remains higher.

Not surprisingly, unemployment increases the probability of being poor. This effect
is, however, small in Germany for male heads. Again, this could be explained by the way
social insurance links social security income to previous earnings. For female-headed
households, not working often means no additional income. The families must live on
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incomes that are, on average, lower than what they would have earned under the social
insurance regime. Hence, they are more prone to persistent poverty than male-headed
households.

Table 7.4: Estimation results for the Netherlands, Germany and Great Britain,
controlling for emplo} ment status, 1988-1997 (standard error of estimates)'

the Netherlands Germany Great Britain
(1988-1994) (1989-1995) (1991-1997)

Mean ln income-to-needs ratio
Male head, not employedb .563 .648 .495
Female head, not employedb .432 .462 .348

Individual effect variance ( 6N ) . I 14 . I 19 .147
(.004) (.004) (.004)

Random shock ( 6f ) .095 .062 .095
(.003) (.002) (.002)

Auto-regressive parameter ( p ) .398 .497 .482
(.015) (.019) (.015)

x'- 566.0 469.5 272.4
Df 25 25 25
Proportion of permanent variance ( 6u ~ 6;, )

.44 .52 .46
Estimate of population in persistent poverty (o~o)

Male head, not employed~ 4.8 3.0 9.8
Female head, not employedb 10.1 9.1 18.2

a: Mean log income-to-needs obtained from first stage pooled cross-sections regression. Other parameters obtained
from minimum distance estimation as explained in Appendix 36.
b: Unemployed or inactive.
Sources: SEP (1988-1995). GSOEP (1990-1996), BHPS (1991-1997); halanced panel.

7.~Í CORC1US1on

In this chapter, a model-based approach to long-term poverty is used to derive population
estimates of persistent poverty in three typical European welfare states: the Netherlands
(social democratic welfare state), Germany (corporatist welfare state) and Great Britain
(liberal welfare state). The largest proportion of persistent poverty is found in Great Britain
(around 5.5 percent), followed by the Netherlands and Germany, which have similar
proportions (around 2 percent). The permanent income-to-needs level turns out to be both
lower and less equally distributed in Great Britain than in the Netherlands and Germany. It
is shown that a larger percentage of overall British and German income inequality (56 to 58
percent) is due to permanent income differences than in the Netherlands (47 percent). The
results largely follow the expectations derived from Esping-Andersen's typology of welfare
regimes. Although additional research effort is needed to improve this type of modelling,
the primary results are promising. We found some clear and - from a theoretical viewpoint
- coherent differences across the three welfare regimes. From the point of view of the EU,
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the analyses presented here make it clear that persistent poverty should be on the social
agenda. The extent of, and the processes leading to, persistent poverty should be monitored
careful ly.

The evidence presented here shows that temporary income shocks tend to be lowest
in Germany but less long-lasting in the Netherlands. The Netherlands appears to be a more
open society in terms of the opportunities people have to respond to income shocks. With
respect to labour market status, the findings confirm that living in a household with an
unemployed head makes persistent poverty much more likely. That holds a f'ortiori for
households with a non-working female head, because their labour market position is not as
good as males. Although, at the micro-level, labour market participation is likely to lead to
poverty exit for the short-term poor, it is not clear whether or not this helps the long-term
poor (see also the results in Chapter 6). They tend to be persistently excluded from the
labour market due to their lack of skills, abilities and knowledge to compete on the modern
labour market and in the knowledge society. For them, labour market policy will be of little
consolation. In a recent study of the Netherlands it was shown that, from a macro
perspective, economic growth and increased labour market participation in the 1980s and
1990s did not lead to a decrease in poverty and, in fact, led to an increase in inequality (de
Beer, 2001). As far as the household structure is concerned, persistent poverty among lone-
parents appears to be high in all three countries, corroborating the results of many poverty
studies. In Great Britain single elderly are also more likely to be persistently poor than
average. To the extent that the family is a basic provider of welfare at the base of the
subsidiarity chain, the dismantling of families and increased individualisation - processes
that tend to trigger long-term poverty - can be seen as a potential threat to economic
welfare. An adequate income policy could help absorb household shocks.



8 Social Europe: fiscal competition or
co-ordination?

8.1 Introduction

The inclusion of the social chapter in the Amsterdam Treaty has given a new impetus to the
debate on social issues at the EU level.'~ At the Lisbon summit, the Council managed - for
the first time - to draw attention to the balance among economic, employment and social
policy (Vandenbroucke, 2001). The Lisbon conclusions (March 2000) formulated a new
strategic objective for the EU in the next decade: "to become the most competitive and
dynamic knowledge-based economy in the world, capable of sustainable economic growth
with more and better jobs and greater social cohesion" (European Council, 2000a: 2). This
goal is to be achieved by, among other things, modernising the European social model,
investing in human resources and combating social exclusion. In order to implement this
strategy, the open method of co-ordination was preferred. This method is currently used in
the field ofemployment policy and the intention is to apply it in other policy fields, as well.
The need to take steps in order to eradicate poverty - as mentioned at the Lisbon European
Council (European Council, 2000a: 11) - has now steadily put the issues of poverty and
social exclusion on the political agenda. However, the measures suggested by the Council -
promoting more and better jobs for vulnerable groups, reviewing the functioning of the
European Social Fund, increasing the involvement of social partners and reaching
agreement on aims, targets and statistics - appear very tame in view of the more general
aim ofcombating social exclusion (Begg óc Berghman, 2001). The principle of subsidiarity,
which constrains the action scope of the EU might be held responsible for that.
Nevertheless, the Nice Council (December 2000) requested that Member States have a
national action plan to fight social exclusion prepared by June 2001. As with the national
action plans in the area of employment, these plans for inclusion are meant to monitor
progress in the area of poverty and social exclusion.

'" This chapter was written within the framework of the EXSPRO project 'Social exclusion and social
protection; the future role for the EU'. 71te EXSPRO research project was funded by the European Commission
under the Targeted Socio-Economic Research programme. The author would like to express his gratitude to DG
Research of the European Commission for its support. Additional information on the EXSPRO project can be
obtained from the website: http:~~www.sbu.ac.uk~euroinsUEXSPROIindex.html. This chapter was published as an
EXSPRO working paper (Fouarge, 2001) and presented at the XXI""~ Joutnées de I'Association d'Economie
Sociale `Intégration européenne et économie sociale', 13-14 September 2001, Lil1e, France. iltanks are due to
Sarah Plant for reviewing the English in a previous version of this chapter.
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As requested at the Lisbon and Feira Council (European Council, 2000a, 2000b), the
Commission has now released a Communication on `Structural Indicators' (European
Commission, 2000b) which proposes a set of indicators to be used for the synthesis report
at the Stockholm Council (March 2001). Six of these are concerned with social cohesion: 1)
distribution of income; 2) poverty rate before and after transfers; 3) persistence of poverty;
4) jobless households; 5) regional cohesion; 6) early school-leavers, not in further education
or training. In the preceding chapters, we presented evidence with respect to the first three
indicators for the Netherlands, Germany and Great Britain, while the fourth indicator has
been the object of separate studies (Verma et al., 1999, Muffels 8t Fouarge, 2001c,
2002b).79 The fifth and sixth indicators fall beyond the scope of our research.

In this chapter, we consider various hypothetical poverty targets for EU Member
Sates and estimate what it would take - in terms of additional transfers - for the Member
States to achieve them. Moreover, as we explained in Chapter 4, we elaborate further on the
effect on poverty of fiscal competition among Member States in the field of minimum
protection. By making various assumptions as to the outcome of the process of fiscal
competition among Member States, we simulate the effect of these processes on poverty
and inequality. The assumptions made are described in Section 8.2 and the methods
followed are highlighted in Section 8.3. The results are presented in Sections 8.4, 8.5 and
8.6. Section 8.7 concludes this chapter.

8.2 Fiscal competition: race to the bottom or California effect?

The recent move towards the monitoring of social exclusion and the explicit formulation of
national action plans for inclusion - as agreed at the Nice Summit - demonstrate the desire,
at the European level, to add a social dimension to the EMU. For a number of reasons, a
consolidated EMU and a single market generate the need for some integration of social
policies. The free market and the single currency constrain the budgetary and monetary
autonomy of the Member States so that they cannot use these instruments to correct
regional economic imbalances. Other possible ways of correcting the imbalances include
the flexibilisation of the labour market, a reduction in taxes and social security
contributions and the international mobility of labour. However, these are not without
consequences for the social security systems. Another potential risk results from the future
enlargement of the EU, with the possibility of migration flows of workers (mostly low-
qualified) from these countries.

Focusing on minimum protection, one can argue that the possibilities of social
dumping and social tourism might threaten the sustainability of minimum protection
systems because they are likely to lead to a race to the bottom. However, a careful analysis
of theoretical insights concerning the possible involvement of the EU in redistributive

'9 See also Fouarge á Dirven, 1995, Dirven 8c Fouarge, 1998, Fouarge á Muffels, 2000, Muffèls á Fouarge,
2001 a, 2002a for comparative evidence on the first three indicators for varrous European countries.
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issues ( see Chapter 3) shows that there is no clear-cut answer concerning whether or not the
EU should intervene in the field of income redistribution. Depending on the assumptions
made in the models of fiscal federalism the question of whether or not there is a role for
higher entities in income redistribution can be answered positively or negatively. [t is also
uncertain if the process of fiscal competition will indeed lead to a race to the bottom. In this

chapter, we formulate hypotheses concerning the possible outcomes of the fiscal

competition process among Member States, on the one hand, and concerning the direction

the EU will take in shaping `Social Europe', on the other. Using the micro-data at our

disposal, we then undertake to test the effect of these scenarios in terms of their impact on
poverty and the distribution of income.

Three alternative outcomes of the process of fiscal competition are considered here.

In the first place, one could assume that a race to the bottom will indeed take place among

Member States, leading to a dismantlement of the welfare state. This assumes that the

Members States will pursue their own economic goals and that, by virtue of the principle of

subsidiarity, they will oppose any intervention by the EU in the social field. Secondly, one
can imagine that co-ordination among Member States will lead to a convergence of systems
towards some average level in the EU, with some countries upgrading their systems and

others downgrading them. In the third and final hypothetical case, we make use of the

principle of subsidiarity in the positive sense (see Chapter 2). Here, the principle has a

strong moral content and can be taken to mean that authorities of higher rank have an

obligation to support and assist entities of lower rank. This leads us to consider the

possibility of a general upgrading of minimum protection arrangements under the

leadership ofcountries with elaborate social protection systems or - with respect to positive

subsidiarity - under the guidance of the Commission. This upgrading will be referred to as

the Califorraia effect (see Chapter 4).
By the same token, it is worth considering what the scope of the future social Europe

will be. At present, integration is primarily concerned with workers and those seeking
employment. We are still far from the notion of European citizenship, involving free
movement of citizens and equal social security rights for all European citizens. One can

then either suppose that the situation will remain as it is or, alternatively, that Europe will

evolve towards the recognition of full citizenship. The matching of these expectations with

the possible outcomes of the process of fiscal competition has determined the research
questions that will be scrutinised in this chapter ( see Table 8.1). More precisely, we
simulate these options and measure their effect on poverty and inequality in European
welfare states.

First of all, if the Commission is to promote European citizenship alongside of the
broader economic goals that are already recognised and encouraged - by virtue of positive
subsidiarity - it must encourage Member States to co-operate in that direction. This is the
ideal of a truly economically and socially integrated Europe. From an empirical point of
view, we are primarily interested in measuring the effects that the three scenarios (race to
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the bottom, convergence and California effect) would have on poverty in the Member
States, in which EU-based - as opposed to country-based - poverty lines are implemented
to account for them (Section 8.4).

As far as the possibility of social dumping is concerned, we measure the effect that
changes in the level of replacement incomes (unemployment, sickness, social assistance)
have on income distribution and poverty. In the case of a race to the bottom, we simulate a
reduction of replacement income to the lowest common denominator. An overall
equalisation is simulated in the convergence scenario, while an upgrading towards the
highest level in Europe is simulated in the emergence of the California effect (see Section
8.5).

[f, however, attention remains focused on workers, then fiscal competition is likely
to take place through reductions in wage costs. The first scenario relates to the effect on
poverty and inequality of a reduction in wages towards the lowest level in Europe as in the
event of a race to the bottom. The second scenario reflects the idea of convergence of wage
levels to the EU median and aims at estimating the effect this would have on poverty and
income distribution. Finally, in the event of the emergence of the California effect scenario,
we simulate the rise in wages towards the highest wage level in Europe and see how this
affects poverty and the distribution of income (Section 8.6).

Table 8.1: Matrix of the scenarios under investigation

Race to the bonom

EU of citizens
Poverty target Replacement income

Use poverty line of Equalisation of
poorest replacement income to

Convergence - Use EU poverty line
- Let poverty rate
converge to average

California effect - Use poverty line of
richest country
- Let poverty rates
conver e to lowest level

lowest level
Let replacement income
converge to average

Equalisation of
replacement income to
highest level

EU of workers
Labour income

Equalisation of labour
íncome to lowest level

Equalisation of labour
income to average

Equalisation of labour
income to highest level

Costs? Effect on poverty rate and inequality?

Limitations: abstracting from behavioural effeets
Although we believe that studying these scenarios is useful since they suggest a number of
boundaries for the development of poverty in Europe, the exercise carried out in this
chapter should be viewed as merely illustrative. To begin with, we focus exclusively on
financial poverty while it is widely agreed that poverty is more than that ( see Sen, 1992).
We also do not take into account the rich history in the design of social security systems as
they developed in the course of the past century. Moreover, because we simulate changes in
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replacement incomes and wages without considering the effect on labour market behaviour,
we do not provide a complete picture of the true effects these changes imply for the
distribution of income and poverty. A careful modelling of the tax-benefit system of the
Member States should complement the preliminary results presented here.

As far as the behavioural effects of social security income are concerned, Jehoel-
Gijsbers et aL (1995), in their review ofthe Dutch literature, have shown that no conclusive
evidence can be found with respect to the effect of the level of unemployment benefits on
the duration of unemployment. The effects found are often insignificant. When significant
effects are reported, they are generally small. Moffit (1992), when reviewing the US
literature, concludes that welfare programmes (Food Stamps, AFDC) affect people's
behaviour: higher benefits lead to more participation in these programmes. He does,
however, point out that the effects on the labour supply are not very large. Layte and Callan
(2001) have found significant, but small negative effects of unemployment benefits on
duration for Ireland. Moreover, no significant effect was found for unemployment
assistance recipients. The above findings suggest that the labour supply effects of our
simulations in Section 8.5 will be small.

Whether or not the simulated changes in the wage level - see below - will affect
labour supply depends on the elasticity of that supply. For men, estimated labour-supply
elasticity is small and ranges between 0 and 0.45 (MaCurdy, 1981, Altonji, 1986). The
corresponding elasticity for female workers ranges between 0.45 and 1.35 (Filer et al.,
1996: 59). In the Netherlands, elasticities around 0 and 1 for men and women, respectively,
have been reported (Theeuwes 8c Woittiez, 1992). Hence, although our calculations on
wages (Section 8.6) are likely to affect the female labour supply, the effects on the male
labour supply are expected to be small.

8.3 Data and methods

8.3.1 Data and weighting

The data used for the analyses in this chapter are from the European Community Household
Panel (ECHP), a survey providing comparable micro-level data on the socio-economic
conditions of individuals and households in the EU Member States. The first three waves of
the data are readily available to us through the so-called `users' database'. They cover the
years from 1994 to 1996 and 14 EU Member States.8~ The data include income variables
for the year preceding the interviews. In 1996, 61,000 households were surveyed,
representing approximately 170,000 individuals. For reasons of consistency with the
previous chapters, we substituted the Dutch, German and British data in the ECHP for the
national panels used above - the Dutch Socio-Economic Panel (SEP), the German Socio-

B0 The ECHP 'users' database for the first three waves of the ECHP does not include data for Sweden. Austrían
data for 1994 are missing. Finish data are only available for 1996. See Eurostat (1996) for additional information.
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Economic Panel (GSOEP) and the British Household Panel Survey (BHPS) - for the
corresponding years. As argued in Chapter 4, the countries are grouped according to the
welfare state regimes they belong to: liberal (Great Britain), southern (Italy, Greece,
Portugal, Spain, Ireland), corporatist (Belgium, Germany, Austria, Luxembourg, France)
and social democratic (Denmark, Finland, the Netherlands).

The cross-sectional results presented in the previous chapters were weighted with
the cross-sectional weights w;~ for individual i in country c. The results presented in this
chapter are based on a unique dataset in which the data for all the countries was pooled
together. However, the sample size for the various countries is in no way related to the
population size. Therefore, the weights applied to the individuals in this dataset (w~;~.) were
rescaled by a factor representing the proportion of the population (P~) to the (weighted)
sample size (S~):

w,~ - ~';~ ~S ~,

where S, -~ t1;,. and ~ tt;~ - P. .
~E~ rE~

It goes without saying that weighting the individual datasets with either w;~. (the individual
weight in the original datasets) or w~;~. produces the same results. This rescaling of the
weights only affects the total; i.e. numbers calculated for the EU.

8.3.2 Income and poverty line

In this chapter, poverty is defined exclusively in financial terms (see Sen, 1992 for other
approaches). The income concept used in this chapter - as in previous chapters - is net total
household income. We will, however, also present some data on gross household earnings
and gross household replacement income. In that respect, gross replacement income equals
the sum of gross unemployment benefits, unemployment assistance, social assistance and
disability payments to individuals in the same household. Earnings include the sum total of
wages and income from self-employment, for persons in the same household. Again,
household level income variables are expressed per equivalent adult, in order to correct for
household size and composition when comparing welfare levels across households.st

The analyses here, as in the previous chapters, are based on a poverty line that
equals half of inedian standardised income in the country."~ However, comparing relative
poverty rates across countries does not account for the fact that the real standard of living

"' The OECD modified equivalence scale was used (Appendix 1).
N`' Standard practice in the EU now is to set the low income threshold equal to 60 percent of inedian standardised
income ( see Eurostat, 2000b: 1 I).
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varies among countries. Because of the higher median income in richer countries, the poor
there might have higher incomes than the rich in poorer countries. When considering the
use of a common poverty line, this has to be taken into account. Moreover, once common
objectives in terms of growth and welfare have been recognised, the relevance of
considering a single poverty line for the whole of the Union is considerably increased.
Moreover, distributional issues at the EU level cannot be tackled without bearing in mind
that the purchasing power among Member States varies enormously; in Portugal, it is about
one third of the purchasing power in Luxembourg (see Figure 8.1). When using an EU-
wide poverty line, we allow for the effect of economic growth on poverty in the Union to
be affected by the relative growth rates of the Member States (Atkinson, 1995). Applying
such an overall threshold could prove to be a useful instrument for the study of poverty in
Europe as it would complement the statistics provided by a poverty line set at the national
level.

Figure 8.1: Median standardised household income in 14 EU Member States (rank
order), in Euro PPS, 1995
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Sources: ECHP. SEP, GSOEP. BHPS.

Analytically, these two options - country-specific poverty line or one that is
common to all countries - can be linked according to the following formula:

PL~ - 2 ~Ymed,~ Ymd., ~, L8.1 ]
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where PL~. is the poverty line for country c, y,„ed,~ the median income in country c, y,,,e,~,. the
median income in a reference state - for example the EU - and a a weighting factor. The
value of a lies between 0 and 1 and determines whether the poverty line is computed on the
national median income (a - 1), the overall EU median income (a - 0) or a weighted
average of EU median income and national median income (0 ~ a ~ 1). In the following
section, we will present poveriy statistics for the Member States based on a poverty line set
at the national level, on the one hand, and at the EU level, on the othec Setting the poverty
line at the level of the EU median income endorses the idea of European convergence and
poverty achievements that are measured with respect to one common criterion. One could
also evaluate the relative achievement of EU welfare states by referring to the standard of
the richest or the poorest Member State. In terms of the formula above, this would mean
replacing y,„~~~,. in [8.1 ] by the median income of the richest or poorest country and setting a
to 0. This will be done in the following section.

Below, we will make selections of observations used for the analyses to include only
the working-age population and people in employment. The selections will then be made
explicit, but it must be remembered that, in all cases, the poverty line used was computed
on the whole sample.

8.4 Europe of citizens?

Although it is likely that in the longer run an attempt will be made to bring social security
systems in Europe closer together, this is not likely in the short run. Just as we hypothesised
in Section 4.2, the future could provide an opportunity for a convergence of systems, a race
to the bottom or even, in the case of a truly social Europe, an upgrading. In a first attempt to
sketch the general picture, we start by presenting poverty and inequality statistics for EU
Members States where the poverty line is allowed to take these possibilities into account.
Then, we investigate in greater detail the possible implications of social tourism and fiscal
competition on replacement incomes, poverty and inequality.

8.4.1 Country and EU-specifie poverry lines

Table 8.2 reports the cross-national differences in terms of inequality of income distribution
in Europe. The index used is the Theil coefficient, which allows for decomposition by
population sub-groups (see Appendix 2). This property is applied here to compute
inequality between and within countries of the EU. The data in the table show that
inequality is higher than average in southern Europe (Portugal, Italy, Greece and Spain) and
Ireland. Denmark and Finland, two typical social democratic welfare regimes, display the
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lowest degree of inequality."' Although overall inequality in Europe appears to have
decreased between 1993 and 1994 - only to increase again the year after - the changes
were not found to be statistically significant.s; In the course of these three years, between-
country inequality has remained constant so that one can conclude that, during the first
years following the Maastricht Treaty, the efforts made to meet the Maastricht criteria have
left the income disparities among Member States unchanged.

Table 8.2: Theil inequality, decomposition into within and between-country
inequality, 1993-1995

1993 1994 1995 Rank1995
Liberal

Great Britain 0. l64 0.162 0.179 9
Southem

Ireland 0.212 0.198 0.200 12
Greece 0.224 0.190 0.198 11
Spain 0.198 0.183 0.189 l0
Italy 0.176 0.163 0.235 13
Portugal 0.277 0.254 0.239 14

Corporatist
Belgium 0.159 0.140 0.138 4
Germany 0.137 0.133 0.140 6
France 0.217 0.146 0.147 8
Luxembourg O.160 0.141 0.138 5
Austria - 0.135 0.123 3

Social democratic
Denmark 0.138 0.111 0.096 1
Netherlands 0.147 0.147 0.145 7
Finland - - 0.101 2

EU 12~ 0.188 0. l75 0.182 -
Within-country 0.174 0.160 0.168 -
Between-country 0.014 0.015 0.014 -

a: Fscluding Austria and Finland.
S'~rruz es: ECHP. SEP. GSOEP. BHPS.

In Table 8.3, we present the poverty rates for all European countries in the mid-
nineties. As can be seen from the table, approximately 11 percent of all EU citizens were
living in poverty in 1995, representing around 39 million people. Over the three-year
period, that percentage showed little variation: poverty decreased by less than half a
percentage point between 1993 and 1995. The poverty rate, however, varies greatly among
countries. In 1995, it ranged from more than 14 percent in Greece and Portugal to about 6
percent in Luxembourg and Denmark. Large absolute changes in the poverty rate between
1993 and 1995 were found in Portugal, Great Britain and Greece (decreases of 3, 2.5 and 2

83 73te Belgian data should be taken with caution. Large disparities between the ECHP income data and the
original Belgian data have been indicated in Van Hoorebeeck et aL (2000).
~ At the 5 percent level, using asymptotic standard errors.
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percentage points, respectively). Over the same period, poverty increased by one
percentage point or more in Germany, the Netherlands and Denmark.

According to the income gap ratio (the ratio of the average income shortfall of the
poor to the poverty line) it appears that the income shortfall of the poor amounts to 35
percent. That a low poverty rate is no guarantee for a small income gap is well illustrated
by the data in the table. Germany, which has an average poverty rate, has by far the largest
income gap. The lowest income gaps are found in France, Ireland and Spain. The ranking
generated by the income gaps looks rather different from the ranking found on the basis of
the poverty rates.

Table 8.3: Poverty incidence: percentages of individuals with standardised household
income below half national median, 1993-1995, income gap ratio and rank in 1995

1993 1994 1995
o~o poor o~o poor o~o poor Rank [ncome Rank

gap
Liberal

Great Britain 14.8 13.5 12.4 11 28.8 4
Southern

Ireland 8.1 8.7 8.3 5 27.1 2
Greece 16.3 14.1 14.3 13 28.8 5
Spain 12.5 12.0 11.6 10 27.9 3
Italy 13.1 11.3 12.8 12 32.0 8
Portugal 17.7 16.8 14.6 14 36.9 11

Corporatist
Belgium 10.1 10.9 10.7 9 45.0 13
Germany 9.2 9.2 10.2 8 48.0 14
France 10.0 9.2 9.2 6 26.7 1
Luxembourg 7.0 8.7 6.1 2 38.4 12
Austria - 8.9 6.6 3 35.5 9

Social democratic
Denmark 4.6 5.4 6.1 1 28.9 6
Netherlands 8.4 9.2 9.4 7 36.7 10
Finland - - 6.8 3 31.5 7

EU12a 11.5 10.9 11.1 - - -
EU14 - - 10.9 - 35.4 -

a: Excluding Austria and Finland.
Sources: ECHP, SEP, GSOEP. BHPS.

Shifting the threshold
Of course, the half-median method is just one of the possible methods for determining the
poverty threshold. Standard practice at Eurostat is to set the poverty threshold at 60 percent
of inedian standardised income. One possible way to monitoring poverty in the future in the
EU could be to use various thresholds. In Figure 8.2, we depict poverty levels in 1995
generated by using three different poverty thresholds: 40, 50 and 60 percent of national
median income. For most countries, using the various thresholds does affect the relative
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ranking, though only for one or two positions. However, Germany and the Great Britain are
two important exceptions. The relative position of Germany in terms of poverty rate is
greatly improved when the poverty line is set higher (60 instead of40 percent). The relative
position of Great Britain is greatly worsened when the poverty line is shifted from 40 to 60
percent of inedian income. This indicates that one must be cautious in deciding upon one
particular threshold in cross-country poverty research. It is clear, however, that whatever
the detinition, the four best performing countries are Denmark, Finland, Austria and
Luxembourg. Using the 40 percent poverty threshold, the four worst performing countries
are within the southern European welfare cluster. When using the 60 percent poverty line,
Great Britain takes the place of Spain in the top-four of worst performing countries.

Suppose that in the process ofopen co-ordination, as initiated at the Lisbon summit,
European countries were to agree on a poverty target according to which EU Member
States would reduce their poverty figure to the EU average. This would imply that some
countries would need to make additional efforts to reduce their poverty rate. Using the 50
or 60 percent income threshold, it would mean that countries in the southern regime cluster,
as well as Great Britain, would need to adjust their poverty rate downward. With the 40
percent of inedian income poverty line, that would hold true for the southern welfare states,
together with Germany. This illustrates the fact that, depending on the threshold, the
`laggards' in league tables might not always be the same.

Figure 8.2: Percentages in poverty for the 40, 50 and 60 percent of inedian
standardised income threshold, 1995

050-60aIo of inedian income
~40-SOo~o of inedian income
~400~0 of inedian income

~~á.c ~aca e0c,e Qa.c ~`~~ ~Aa` ~~cc ac~ ac`e JcA y~.a FaZ~ acay ~aca J~aG`ea`0 `~e G~ 5 QoL~ ~e~A Ge~ ~c ~Jte~~ Q.~ Oec e`r~~. ~~c ~
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Sotnre.r ECHP, SEP. GSOEP. BHPS.



176 Minimum protection andpoverty in Europe

8.4.2 Union-specific poverty lines

If the EU were to emphasise the idea of European citizenship and work towards the creation
of a truly social Europe, an approach with a Union-specific poverty line - as opposed to a
country-specific one - would become relevant. To give one an idea of what this would
mean for poverty statistics, we have chosen to apply three Union-specific poverty lines to
our data.~5 From the point of view of the race to the bottom hypothesis, we monitor poverty
in the EU according to the poverty line of the `poorest' country in the EU: Poriugal, so that,
in formula [8.1], y,,,~,,i, - y,,,~,~~r~,.,, with a-0. In this case, the poverty rate in Portugal
remains unchanged. Next, we taken half the EU median equivalised income (yme~,- y,,,~~E~;
a-0). Finally, we set the poverty line in all countries equal to the poverty line of
Luxembourg - the richest country with the highest poverty line - in which case the poverty
rate in Luxembourg will remain unchanged (v,,,e~., - y,,,eacux; a-0). We take this as a
relevant benchmark for the situation in which one is interested in comparing welfare levels
across Europe using a high absolute standard. Table 8.4 reports on the incidence of poverty
in 1995 using these three scenarios. Obviously, taking the two extreme cases (the poverty
lines of the richest and the poorest countries) provides us with an indication of the range of
the poverty rates that ensue from EU-based poverty lines.

Setting the poverty line at the lowest EU level - using the Portuguese poverty line
for all countries - will result in a lower poverty rate in all countries except, of course, in
Portugal. The way this affects the poverty rate in other countries depends on the level of the
national poverty line compared to the Portuguese poverty line. The smaller the difference,
the smaller the discrepancy will be when using the national poverty line. It also depends on
the shape of income distribution at the lower end. The higher the concentration of
individuals around the national poverty line, the larger the effect will be. The overall EU
poverty rate is then reduced to 4.8 percent. However, poverty in all south-European
countries will remain high. Note that, although the poverty rate is then reduced due to the
use the Portuguese poverty line, the feeling and perception of poverty in the various
countries will not change since, as we argued earlier, poverty is a relative concept.

Setting the poverty line to half-median household income in the EU is an alternative
that is probably more realistic than the previous one. The consequence is that poverty is
increased in countries with median income below the EU median while it is decreased in
countries where median income is higher than the EU median. Using this poverty line, the
EU rate equals 13.4 percent. This is approximately 2.4 percentage points more than when
using the national poverty lines. The poverty rate ranges from 1.5 in Luxembourg to 40
percent in Portugal. In countries where median income is close to EU median (the
Netherlands, Great Britain), this scenario does not substantially affect the poverty rate.

" A similar exercise was carried out by Hagenaars et al., (1994) on Household Budget Surveys held in EU
Members States in the late eighties.
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Table 8.4: Poverty incidence: percentages of population with standardised household
income below half Portuguese, EU and Luxembourg median (rank order), 1995

Portuguese poverty line EU poverty line Luxembourg poverty line
Liberal
Great Britain 2.1 (5) 11.2 (9) 39.8 (7)

Southern
Ireland 3.1 (8) 17.8 (10) 53.4 (10)
Greece 1 L3 (13) 30.8 (13) 68.5 (13)
Spain 8.1 (12) 25.1 (12) 64.8 (12)
Italy 7.1 (11) 19.8 (I1) 55.9 (11)
Portugal 14.6 (14) 40.1 (14) 75.1 (14)

Corporatist
Belgium 2.5 (7) SS (4) 29.3 (5)
Germany 4.6 (9) 7.9 (6) 27.2 (4)
France 1.5 (3) 6.1 (5) 33.2 (6)
Luxembourg 0.8 (1) 1.5 (1) 6.1 (1)
Austria 1.6 (4) 3.8 (3) 24.5 (3)

Social democratic
Denmark 1.2 (2) 3.4 (2) 19.6 (2)
Netherlands 4.7 (10) 9.2 (7) 39.8 (8)
Finland 2.4 (6) 9S (8) 48.8 (9)

EU 4.8 - 13.4 - 42.3 -
Sources: ECHP, SEP, GSOEP. BHPS.

The highest poverty rates by far are found for a poverty line that equals that of
Luxembourg. Although, by definition, this scenario leaves the poverty rate in Luxembourg
unchanged, it increases poverty substantially in all other countries. The average poverty
rate in the EU is almost four times the average when using poverty lines set at the national
level. More than half the population in Ireland, Italy, Greece and Spain, and three-quarters
of the Portuguese would be defined as poor according to this scenario.

The three scenarios tested above not only produce poverty rates different than those
found when using the national poverty lines, they also result in changing the rank order of
the countries. Although, in general, the lowest poverty rates are found in Luxembourg,
Denmark and Austria (in that order), and the highest ones in Portugal, Greece, Spain and
Italy (in that order), the ranking of the other countries is affected by the poverty line used.
For example, Belgium ranks ninth when using a country-specific poverty line (5 countries
out of 14 have a poverty rate that is higher), it ranks fourth when the poverty line is set to
half EU median income. Obviously, the computations based on these two extreme scenarios
- using the Portuguese and the Luxembourg poverty line for all EU countries - must be
taken with a grain of salt. We interpret these alternatives as providing the range within
which the poverty rates will be found when one considers using common lines for all EU
countries. In this respect, we consider the use of the overall EU median to be the most
useful alternative.
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8.4.3 Persistent poverty in the EU

While poverty can be monitored using single-year poverty rates, it should certainly also
take the long-term, persistent nature of poverty into account. In Chapters 6 and 7, we
analysed in detail the extent of persistent poverty and the dynamics of poverty in the
Netherlands, Germany and Great Britain. In Table 8.5 we display the persistent poverty
rates for 14 EU countries. The persistent poor are defined here as those living in poverty for
three consecutive years. The persistent poverty rates are computed using a poverty line set
at half-median national income, on the one hand, and half EU median income, on the other.
The table does not include data for Austria and Finland, as less than three years of data are
available there. Using country-specific poverty lines, we see that persistent poverty in the
EU amounts to approximately 4 percent of the total population. From the table, it also
appears, that compared to the EU persistent poverty rate, Portugal, Greece and Great
Britain, in particular, and Italy - to a lesser extent - must make a large effort to bring down
their long-term poverty rates down. Using a Union-specific poverty line set at half EU
median income, persistent poverty amounts to 6 percent. This higher persistent poverty rate
is driven by the extremely high persistent poverty rate in southern Europe and Ireland.

Table 8.5: Persistent poverty in Europe ( percentages), 1993-1995
Country-specific poverty line EU-wide poverty line

Persistent poor Rank Persistent poor Rank
Liberal

Great Britain 5.6 10 3.9 6
Southern

[reland 1.4 2 9.1 8
Greece 6.2 11 17.3 11
Spain 3.8 7 12.6 ] 0
Italy 4.7 9 9.1 9
Portugal 8.5 1 Z 27.3 I 2

Corporatist
Belgium 3.7 6 I.7 4
Germany 2.8 5 2.0 5
France 2.8 4 1.3 3
Luxembourg 1.9 3 0.1 1

Social democratic
Denmark 1.0 1 0.1 2
Netherlands 4.3 8 4.3 7

EU 12 4.0 - 6.1 -
Sources: ECHP, SEP, GSOEP, BHPS; balanced dataset.

8.4.4 What does it take to satisfi~ a benchmark?

Computing the costs of reducing poverty
It goes without saying that the attainment of a particular target (i.e. the reduction of poverty
to some agreed maximum) will be costly. Additional efforts have to be made in terms of,
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for instance, investments in human capital, job creation or subsidising low-skilled
employment. Here, however, we will only estimate what it would take in terms of
additional money transfers to achieve the poverty target. We do not believe that making
unconditional transfers to the poor is an efficient way to combat poverty ( see below). Yet,
the computations presented can give us some insights into the depth of poverty and the
level of incentives that have to be generated to induce the poor to exit it.

Suppose that the countries were to agree on a poverty line equal to half-median
standardised income. They could then agree on a poverty target: i.e. a maximum poverty
rate that no country should exceed. In its NAP~inclusion, for example, Portugal sets the
reduction of its relative poverty rate to the current EU average or the reduction of absolute
poverty by half as policy targets ( European Commission, 2001). This `ideal' poverty rate
translates into a target number of poor, denoted Npy, for the country in question. To
illustrate this, we distinguish three alternative poverty targets and compute the costs implied
by achieving these.

In Figure 8.3, we depict the cumulative distribution of income F(y). Point z denotes
the poverty line and Np the actual number of poor (Np~N is then the poverty rate). Suppose
that the abolition of poverty is the objective the Member States have set ( Np~`-0). The total
cost of this first target ( denote it C~) will be given by the 0 a z area, or:

C~ -~o F~'~Y .

C~ then denotes the aggregate poverty gap. The income of the poor could be supplemented
through, say, a tax credit to those who indicate they live below the poverty threshold. How
large the income gap is will depend on the level of the poverty line and the shape of the
income distribution below the poverty line. The income distribution resulting from this
policy option will run from z to a and then follows F(v) (see Figure 8.3). Of course, it does
not seem very likely that Member States will agree to set themselves such a stringent target,
yet it remains interesting to estimate what it would take to abolish poverty.

It is presumably more realistic to assume that Member States agree to set a poverty
target that is larger than 0. We illustrate this by computing how large the financial effort
should be in order to reduce their poverty rate by half, to the EU average, and to the
average of the four countries with the lowest poverty rate. Obviously, reducing the poverty
rate by half will induce costs for all countries, while reducing the poverty rate to some
average level will only mean additional costs for the countries with above-average poverty.
In any case, the cheapest option to reduce the number of poor towards the target (Np ~`} is to
lift those closest to the poverty line out of poverty - give them just enough additional
income that their total income equates the poverty line - and thereby avoid any spillover
effects (Beckerman, 1979). Total cost (CZ) of the operation is the area a b c, or:
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C, - ~ F(y ~dv - [Np ~` ~z - d ~] .
.~

The new income distribution will be given by 0 c- b a and F(v) beyond that point. Hence,
this option generates discontinuity in the income distribution (between c and b). Moreover,
this policy line is unfair towards the very poor.

Figure 8.3: The cost of satisfying a poverty target
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It would presumably be a more acceptable policy option to give an equal part of the
transfer to all the poor while, at the same time, preventing inefficiencies by not giving more
than necessary to reach the poverty line. This means that the amount (z - d) is to be
transferred to those with income below d. It corresponds to shifting the original income
distribution to the right from that amount so that up to z, G(y) - F(y) f(z - d) - F(y) f e.
For those with income between d and z, the size of the transfer is the same as in the
previous case. The total cost (C,) is then given by:

C3 - ~ ~ F~Y ~Y' - ~ GCv ~dv .
0

As far as the costs of these three policy options are concerned, the most expensive
policy measure is to lift everyone to the level of the poverty line, while the cheapest is to
pull the least poor out of poverty. Hence we have C~ ~ C3 ~ G. We estimate the costs C~
and G that have to be incurred in order to reduce the poverty rate 1) by half, 2) to the EU
average, and 3) to the average of the four countries with the lowest poverty rate (see Table
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8.3). Obviously, alleviating poverty completely or reducing it by half will be costly to all
countries. However, for a particular country, the costs of achieving one of the other two
targets will be zero if it already meets the target.

These costs can be expressed in terms of the total income ofthe non-poor, so that

represents the cost in terms of the income of the non-poor total income. In this way, one can
interpret the numbers as indicating the proportion of income of the non-poor that should be
taxed away in order to fill the poverty gap associated with the poverty target. The total costs
can also be related to a measure of the governments' budget, to indicate the magnitude of
budget-shifts that would be needed in order to alleviate poverty.

The costs.for the EU Member States
In the first column of Table 8.6 we depict the cost associated with a complete reduction of
poverty according to the 50 percent of the country's median household income (option Ci
as explained above). In columns two and three, we report the costs associated with halving
the poverty rate. The costs are computed under two alternative assumptions as explained
above: lifting only the least poor out ofpoverty (Cz) and making an equal payment to all the
poor (C.i). The fourth and fifth columns indicate the cost to be incurred in order to reduce
poverty to the EU average, either by only lifting those closest to the poverty line (C2) or by
transferring income to all the poor as set out under option C3 above. The last two columns
report corresponding costs associated with a reduction of poverty so that the poverty rate in
each country does not exceed the average poveriy rate in the countries where poverty is
lowest.

In 1995, removing all poverty in Europe would have cost approximately I 12 billion
Euros. This is equivalent to, on average, 2,800 Euros per poor household. In some
countries, however, the costs are higher, due to a large poverty gap (Germany), or a large
poverty incidence (Greece). The amount required to fill the poverty gap in Europe
represents approximately 1.7 percent of the total income of the non-poor Europeans. This
would mean that, by taxing away 1.7 percent of the income of the non-poor and
redistributing it towards the poor, poverty could be alleviated. Such a measure might,
however, not be very popular and could induce large disincentives, both among the non-
poor and the poor. Whether or not economic growth would succeed in eliminating poverty
can be questioned. As demonstrated in previous chapters, long spells of economic growth
have not been able to reduce the incidence of poverty and they have exacerbated income
inequalities (de Beer, 2001). Filling the gap with the fruits of economic growth would mean
that, given an average growth rate of 2 percent, an estimated 0.3 percent would be left after
redistribution to the poor.
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Table 8.6: The cost of reducing poverty, in percentage of the total income of the non-
poor, 1995

Remove Halving the poverty Reduction to the EU Reduction to average
poverty rate average (1 10~0) of four best countries

(6.Soro)a

transfer to transfer to transfer to Transfer transfer to transfer to transfer to
all the the least all the to the least all the the least all the
poor poor poor poor poor poor poor

~CI) ~C2) ~C3~ ~C2) ~C3) ~C2~ ~C3)
Liberal

Great Britain
Southern

Ireland
Greece
Spain
Italy
Portugal

Corporatist
Belgium
Germany
France
Luxembourg
Austria

Social democratic
Denmark
Netherlands
Finland

L51 0.29 0.86 0.02 0.29 0.26 0.84

1.11 0.16 0.54 - - 0.03 0.24
2.34 0.52 1.61 0.09 0.80 0.62 1.74
1.77 0.35 1.10 0.00 0.14 0.27 1.00
2.19 0.39 1.28 0.02 0.34 0.38 1.26
2.28 0.41 1.37 0.09 0.68 0.52 1.47

1.46 0.18 0.59 - - 0.12 0.48
2.15 0.41 1.33 - - 0.20 1.01
1.12 0.17 0.56 - - 0.05 0.32
0.75 0.12 0.39
0.95 0.15 0.49 - - 0.00 0.01

0.84 0.15 0.47
2.02 0.38 1.23
0.92 0.16 0.57

EU 1.73 0.32 1.01 0.01 0.13

0.12 0.73
0.00 0.03
0.21 0.82

a: The four countries with the lowest poverty rate are Denmark, Luxembourg, Austria and Finland.
Sources: ECHP, SEP. GSOEP, BHPS.

The table shows that it would take I percent of the income of the non-poor to make
additional transfers to all the poor and, therefore, reduce the total poverty rate in Europe by
half. This represents a total of 67 billion Euros, a little more than twice the amount spent
within the framework of the structural and cohesion funds in 2000.R6 Should the transfers
only be made to the `richest' of the poor, the costs would only be 0.3 percent of the income
of the non-poor. This represents a total of 21 billion Euros, approximately half the total
budget of the Common Agriculturat Policy of the EU. Using the fruits of economic growth
to fill this gap would supposedly be less of a problem than in the case of the total reduction
of poverty. Given a growth rate of 2 percent, 1.7 percent would remain after transfers
towards the least poor. The budgets involved are smaller and so are potential disincentive
effects. Here again, it would be relatively more costly for southern European countries,
Germany and the Netherlands to reduce their poverty rate by half than it would be for other

gb For details on the composition of the EU budget, see European Commission (2000c).
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countries. In particular, Denmark, Luxembourg, Finland, Ireland, Austria, France and
Belgium are able to reduce their poverty rates at the relatively lowest cost.

Given that only the southern European countries and Great Britain have poverty
rates that exceed the EU average, they will be the only five countries to incur costs in order
to reduce their poverty rate to the EU average. If only the least poor receive additional
payments, the total costs would be almost insignificant (0.01 percent of the total income of
the non-poor), especially in comparison with the other options. The relative costs of
transferring income to all the poor will, however, be somewhat higher: 0.7 - 0.8 percent of
the income of the non-poor in Greece and Portugal.

When the poverty target is set equal to the average of the four countries with the
lowest poverty rate, only Denmark and Luxembourg appear to satisfy the criterion.~' All
other countries have a poverty rate that exceeds the target. In total, in Europe, an amount
equivalent to 0.2 percent of the income of the non-poor (or 14 billion Euros) would have to
be transferred to the least poor in order to reach the target. Should a transfer be paid to all
the poor, an additional gap equivalent to 0.8 percent of the income of the non-poor would
need to be filled. The costs would then be approximately 55 billion Euros.

The dynamics of poverty discussed in Chapter 6 and 7 show that labour market
status and labour market transitions appear to account for a great deal of the mobility into
and out of poverty. The reason is that there are strong financial incentives to having, or
gaining, employment (see also Muffels 8c Fouarge, 2002b). Unconditionally lifting the poor
out of poverty might, therefore, induce disincentives and create inefficiencies in the labour
market. One should keep this in mind when viewing these results.

8.5 Fiscal competition and replacement income

8.5.1 Operationalisation

In models of fiscal federalism, factor mobility plays an important role in determining the
effect of fiscal competition. In Section 8.6, we address the issue of labour migration. In this
section, migration of the unemployed and the poor is discussed. According to theories of
fiscal federalism (Oates, 1972, Musgrave, 1959), if federal entities conduct different
redistributive policies - with some states redistributing more than others - there are
incentives for the poor and unemployed to migrate towards regions where they can get
higher replacement incomes and incentives for the rich to migrate towards regions where
taxation is lower. While migration as a result of relative price or wage differences is an
economically efficient process, migration resulting from differences in levels of social
protection is inefficient since it results in the aforementioned selection effect between rich

R' As turns out from Table 8.3, the four countries with the lowest poverty rates are Luxembourg, Denmark,
Finland and Austria. The weighted average of poverty rate in these four countries equals 6.5 percent.
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and poor and undesired changes in the fiscal base. One possible solution is to centralise, or
at least co-ordinate, redistributive policies (Lejour, 1995).

The fear is that fiscal competition might lead to social dumping (see Chapter 3).
However, presently within the EU, migration flows are low and consist largely of high-
qualified workers. The unemployed are only mobile under restrictive conditions. Moreover,
as OECD (2000) data show, the spread in unemployment rates within regions of the EU is
much larger than in the US, Canada or Japan while, at the same time, internal mobility is
lower (see Figure 8.4). It can be concluded that mobility flows within Europe are not
responsive to differentials in unemployment rates (see also van Riel, 2001).x8 Therefore, the
fear of a large flow of welfare migrants seems to be unwarranted.

Figure 8.4: Internal migration in percentage of total population and disparities in
unemplo~-ment rates around 1995
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However, migration within and from outside of the EU is expected to continue to
play a role in the growth of European economies in the future (Smit, 2001). The wage

0 1 2 3 4 5 6 7 A

N8 In 199~, the coefficient of variation of unemployTrtent rates in the various regions of the EU equals 5.7. In the
US, Canada and Japan it equals, respectively, I.I, 2.3 and 0.7 (OECD, 2000: 39)
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differentials within Europe (with the exception of the southern countries) are apparently not
large enough to induce migration flows within the EU or to compensate for potentially
large migration costs. However, the difference in unemployment rates and income levels
between EU countries and the candidate countries from Central and Eastern Europe are
larger. As a consequence, migration flows are expected to be larger than they are now (van
Riel, 2001, SER, 2001). Given the large number of vacancies in most of the EU countries,
new workers from the applicant countries could easily be inserted into the labour market.
However, as the educational ]evel of those workers is generally lower, this is likely to affect
the income distribution in the EU, especially at the lower end (de Mooij, 2000). Lejour et
al. (2001) show that migration indeed negatively affects the low wage I high wage
differential and, at least in some countries, the level of GDP per capita. Migrants from the
applicant countries are also expected to be more responsive to welfare differentials than the
EU citizens. As Borjas (1998) demonstrated using data for the US, the income maximising
behaviour of individuals implies that a clustering of immigrants in high benefit states is
likely to take place. He shows that the welfare participation of immigrants is more sensitive
to changes in welfare benefits than that of natives: less skilled immigrants will be more
concentrated in high benefit states. This sorting effect, he argues, will take place
irrespective of migration costs.89

The hypothesis of welfare migration also becomes more relevant when the idea of
EU citizenship is introduced. Creating an EU of citizens implies that all barriers to
migration are removed and that the poor are free to cross borders where conditions for
receiving benefits are more favourable. In this section, we assume that the creation of an
EU of citizens is indeed the direction in which Europe is heading. Assuming this, we
simulate various policy reactions of the Member States in the field of minimum protection.
First, if Member States indeed engage in a process of social dumping, we assume that
replacement incomes will converge towards the lowest level in the EU (race to the bottom),
until they reach the point where there is no incentive left to reduce replacement incomes.9~
Secondly, we assume that Member States engage in a process of co-ordination that leads
them to equalise the level of replacement incomes to some average level so that, again,
incentives for welfare migration are removed. Finally, we assume that Europe is evolving
towards the creation of a strong social model. In that process, the countries strive for high
levels of social benefits and the nation with the highest benefits, in fact, exports its benefits
conditions (California effect). Once again, the race to the bottom scenario and the
California effect scenario set the lower and higher boundaries, respectively, for the
convergence process of replacement income.

As we stated earlier, replacement income is computed at the household level. It
equals the sum of unemployment benefits, unemployment assistance, disability payments

"9 This is because immigrants are part of a selective group who have chosen to endorse the costs of migration, in
any case (Borjas, 1998: 3).
~ Ultimately, social dumping will induce states to reduce benefits to zero.
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and social assistance received by all individuals in the household. The analyses in this and
the following sections are limited to persons living in households where both the head and
his~her partner (if there is one) are of prime working-age (aged 25 to 55). We will refer to
them as persons in a working-age household. In the race to the bottom scenario, we
simulate a situation in which replacement income is adjusted downward in all countries so
that, on average, it equals the lowest level in the EU.91 In the convergence scenario, we
simulate that household replacement income is adjusted in such a way that it equals the EU
average in all countries. In the California effect we simulate an increase of replacement
incomes in all countries such that it equals the highest level in the EU. For each scenario,
we estimate how it affects the distribution of income in the EU and the level ofpoverty.9'`

Above, we argued in favour of a relative view on poverty by saying that people
compare their income positions to those of others in the same community. Thus, the
unemployed compare their incomes to those of the workers. For this reason, we simulated
changes in household replacement incomes relative to household labour earnings. In terms
of the scenarios just described, we assume that replacement income, relative to earnings,
converges to the lowest, the average and the highest ratio in the EU for the race to the
bottom, convergence and California effect scenario, respectively. However, absolute
welfare gains are probably more important in triggering welfare migration than relative
welfare gains. Hence, the scenarios are also implemented by simulating changes in absolute
replacement income to equal the lowest, the average and the highest level in the EU for the
three respective scenarios. Before proceeding, however, we present some data on
replacement income dependency and replacement rates in EU Member States.

8.5.2 Replacement income and replacement rates

Assuming that the poor and the unemployed are indeed mobile, the extent of potential
welfare migration will depend on the numbers receiving replacement income and the
income gain from migration: i.e. the level of replacement income relative to wages and the
difference in absolute level of replacement income (see Table 8.7 and Figure 8.6). The first
column in Table 8.7 shows that, in the EU, a fifth of those in working-age households
receive at least some replacement income. As the scenarios implemented here will only
affect the income positions of those receiving replacement income, the simulations
performed will affect a fifth of all income recipients. However, those for whom
replacement income is the main source of income will be more affected.`'3 The second
column in Table 8.7 shows that the percentage of persons whose main income source is
replacement income varies largely among EU Member States. On average, 4 percent of

~~ A more sophisticated way to perform such simulations would be to use EUROMOD ( see Immervoll, 1999).
At present, however, EUROMOD does not contain behavioural equations.
9' The poverty line equals half the national median standardised household income.
4' Replacement income is the main source of income when it constitutes more than fifty percent of total
household income.
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those in working-age households have replacement income as their main source of income,
but this percentage is significantly higher in Ireland (13 pereent), Great Britain and
Belgium (9 percent). The third column in Table 8.7 displays the empirical replacement rates
for those who made a transition from employment to unemployment during the 1993-1995
period. These data are interesting because they provide insights into the labour market
incentives of the social security system. However, the numbers are merely indicative of the
true effects since the computations are made on annual income and no attempt was made to
control for the number of months that replacement income was received. Moreover, we did
not examine whether or not conditions for full entitlement were met. Nevertheless, the data
do not differ significantly from other published data (see, for example, OECD, 1998). From
the point of view of replacement rates, the numbers do show that these are substantially
lower in Greece and Italy, but that the magnitude of the differences among the other EU
countries is much smaller. These differences are indeed not very likely to induce large
flows ofwelfare migration.

Table 8.7: Receipt of replacement income, replacement income as main source of
income and empirical replacement rate, persons in a prime working-age household
(head and partner, if any, aged 25 to 55), 1995 (percentages)

[n receipt of Replacement income as Empirical replacement
replacement income main source of income ratea

Liberal
Great Britain

Southern
Ireland
Greece
Spain
Italy
Portugal

Corporatist
Belgium
Germany
France
Luxembourg
Austria

Social democratic
Denmark
Netherlands
Finland

80.6

EU 20.0
a: The empirical replacement rate is the a~erage ratio
household earnings in t for persons making a transition
the 1993-1995 period.
Sources: ECHP, S6P, GSOEP, BHPS.

39.3 13.1 67.7
10.4 0.7 55.3
26.0 5.9 68.2
8.5 1.3 55.7

16.1 L8 64.1

8.9 76.8
1.8 71.2
2.6 75.4
1.7 79.8
1.2 -

36.4
12.3
25.4
11.3
18.4

7.4 80.4
7.4 73.7
6.3 -
4.0 70.6

of gross household replacement income in ttl to gross
from employment to unemployment between t and ttl in

34.6
20.9
43.4
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8.5.3 Simulating changes in replacement income

Relative approach
Median gross replacement income, related to gross median earnings, can be seen as an
indication of labour market incentives. Figure 8.5 shows the ratios for the various EU
countries. Adopting a relative view on poverty, one can assume that there are incentives for
the poor to migrate when replacement income relative to earnings is higher in the
destination country. By moving, the poor can improve their income position relative to
those in employment. Overall in the EU, median replacement income represents some 15
percent of inedian wages. Therefore, other things being equal, there are large incentives to
work rather than to be unemployed. However, the ratios differ greatly among countries.
This ratio is relatively low in Greece (4.4 percent) but relatively high in the Netherlands
(almost 26 percent).

Figure 8.5: Gross standardised household replacement income relative to gross
standardised household earnings (percentages), 1995, persons in a prime working-age
household (head and partner, if any, aged 25 to 55)

Sources: EC'HP, SEP, GSOEP, BHPS.

The idea of the race to the bottom scenario is that replacement income will have to
be adjusted downward such that the ratio of replacement income to earnings is everywhere
equal to the lowest level in the EU (Greece). In practice, for each country, we multiply
replacement incomes by a factor such that the ratio of replacement income to earnings
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equals that of Greece. Only then are there no more relative gains to migration.94 To
simulate the convergence hypothesis, a similar procedure is adopted such that the ratio of
replacement income to earnings is made equal to the EU average, assuming this is the
convergence point. To simulate the California effect scenario, replacement incomes are
corrected so that the ratio to earnings is equal to that in the Netherlands.

For each household i in country c, the procedure followed simulates a new income
vector y;~ for each of the scenarios according to the following formula:

Y,~ - Y,~. if RI;~. - 0,

Y,~. - Y,~- }(1- tx~. ~RI;~. q, if RI;~. ~ 0,

where y;~. is the net standardised household income of individual i in country c, y~;~. is the net
standardised household income excluding replacement income, RI;~. is the gross
standardised household replacement income, t.x~. is the average tax rate and q~. and q,. are the
ratio of gross median replacement income to gross median earnings in country c and the
country of reference, respectively. qr is the ratio of replacement income to earnings in
Greece, the EU and the Netherlands in the case of the race to the bottom scenario, the
convergence scenario and the California effect scenario, respectively.

The simulated incomes are compared to the national poverty line in order to evaluate
the impact of the scenarios on poverty. The results of this exercise are displayed in Table
8.8. The numbers in the first column of the table depict the actual situations in the 14
countries.9' The numbers in the other three columns depict the outcome from the simulated
incomes. They are to be compared to those in the first column.

Let us first consider the situation in which countries engage in social dumping in
order to avoid welfare migration and diminish their replacement income, in percent of
earnings, to the lowest level in the EU. The countries with large numbers of replacement
income recipients (Finland, Ireland, Belgium and Denmark) are the most affected by this
scenario. Poverty would more than double in Finland, Ireland and Denmark. In Belgium, it
would increase by some 6.5 percentage points. Poverty would increase in other countries,
as well (except of course in Greece), but these changes would be less spectacular. Overall,
poverty among persons in working-age households would increase from 10.2 to almost 13
percent. Due to an increase in inequality within countries, this scenario is expected to
increase overall inequality within the EU.

By definition, the convergence scenario leaves the overall EU poverty rate
unchanged, but it does affect the poverty rate within the countries. It leads to a poverty

4' For example, in the Netherlands, the simulated replacement income for each household equals the
replacement income of that household times 4.4I25.7.
9` The data diverge for those in Table 8.2 and Table 8.3 because they refer to persons in households where the
head or partner is ofworking age.
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reduction of about one percentage point in France, Germany and Greece and a large
absolute increase in the poverty rates in Ireland (from 9.2 to 17.1 percent), Spain (from 12.5
to 14.4 percent) and the Netherlands (from 8.5 to 12.9 percent).

Table 8.8: Simulations on replacement income (relative). Percentages of individuals
with standardised household income and simulated standardised household income
below half country median, within and between-country inequality, 1995, persons in
working-age households

Actual poverty Simulations
rate Race to the Convergence California effect

bottom
Liberal

Great Britain 10.9 15.5 10.7 5.2
Southern

Ireland 9.2 23.2 17.1 7.5
Greece 10.1 10.1 9.4 9.1
Spain 12.5 17.4 14.4 12.3
Italy 13.3 14.0 13.3 12.5
Portugal 12.5 I 3.6 12.7 11.9

Corporatist
Belgium 9.5 15.9 9.5 6.2
Germany 9.6 I 0.5 8.7 8.2
France 7.9 10.1 6.9 5.2
Luxembourg 5.5 7. I 5.3 4.9
Austria 6.6 7.9 6.3 5.5

Social democratic
Denmark 3.6 10.1 4.0 3.2
Netherlands 8.5 15.0 12.9 8.5
Finland 5.3 1 L5 6.9 4.7

EU 10.2 12.9 10.2 8.3

Theil coefficient: 0.179 0.196 0.180 0.172
Within-country 0.165 0.180 0.165 0.157
Between-countrv 0.014 0.014 0.015 0.015

Sour~es: ECHP. SEP, G.SOIiP, BHPS.

Simulating an increase in replacement income in all EU countries - making the ratio
of replacement income to earnings equal to that in the Netherlands - results in an overall
EU decrease in poverty of two percentage points, from 10.2 to 8.3 percent. With some
exceptions (Great Britain, France and Belgium), the magnitude of the effect of this scenario
on the poverty rate is smaller than that resulting from the race to the bottom scenario. The
simulated California effect does result in an overall decrease in inequality. More precisely,
within-country inequality is decreased in this simulation while between-country inequality
is unchanged.

The outcomes of the three scenarios depict the expected poverty outcome of fiscal
competition in the field of replacement income: 8 percent poor at best, 13 percent in the
event of a race to the bottom. This relatively small range results from the fact that we
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considered relative adjustments to replacement incomes. Below, we consider absolute
adjustments and show that the expected effects on poverty are much greater.

Absolute approach
It is probably more realistic to suppose that potential `welfare migrants' seek to improve
their absolute income position instead of their relative one. Hence, one could assume that
the poor compare the absolute level of replacement income in the various countries and
base their decision to migrate on that. In this case, there is an incentive to migrate to a
particular country when it offers more generous benefits than the country of origin. With
the introduction of the Euro, such comparisons have indeed become easier.

By analogy with the previous analyses, what we do here is to simulate new incomes
for the recipients of replacement incomes, where their income is corrected to make them
equal, in absolute terms, in all EU countries. In the race to the bottom scenario, countries
engage in social dumping until replacement income in all countries is equal, on average, to
the level in the country where this income is lowest. Following the convergence scenario,
countries are expected to co-ordinate the level of their replacement incomes so that it is
equal to the EU median. Eventually, assuming the Member States are working towards the
creation of a strong social Europe, they are expected to upgrade their minimum to the level
of the country paying the largest amounts. Figure 8.6 displays median standardised
household replacement income in 14 EU Member States in Euro PPS. Median standardised
household replacement income in the EU amounts to about 2,000 Euros PPS per year. In
Greece, however, it is less than 400 Euros per year and in the Netherlands as much as
4,800.

The simulated incomes ( y,~. ) were computed as follows:

Y;~ - Y;~ ifRI;~ - 0,

Y;~ - Y,~. f(1- tx~. XRI,~ t(RI,. - RI~, ~~ ifRI;~ ~ 0,

where y;,. is the net standardised household income of individual i in country c, y';~, the net
standardised household income excluding replacement income, RI;~. the gross standardised
household replacement income, tx~. is the average tax rate, RI~ and RI, are the median gross
standardised household replacement income in, respectively, country c and the country of
reference. RI, is taken to be the median household replacement income in Greece, in the EU
and in the Netherlands in the case of the race to the bottom, the convergence and the
Califomia effect scenario, respectively. As before, these simulations change the distribution
of income and have consequences for the poverty rates in the various countries.
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Figure 8.6: Gross median standardised household replacement income, in Euro PPS,
1995, persons in a prime working-age household (head and partner, if any, aged 25 to
55)
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Sotn-ces: ECHP, SEP, GSOEP, BHPS.

Table 8.9 shows the poverty rates and inequality indices resulting from these
simulations. Broadly speaking, the results are comparable to the previous ones, only the
magnitude of the effects on the poverty rate and the inequality index is much larger. A
consequence of subtracting sometimes large, absolute amounts of replacement incomes - in
countries other than Greece - is that the relative poverty rates are substantially increased.
They are, in fact, increased to such an extent that all poverty rates then exceed the Greek
one. The overall EU poverty rate resulting from the simulated race to the bottom equals 17
percent, instead of the actual 10.2 percent. Poverty is increased to 28 percent in Ireland and
19 to 23 percent in Great Britain, the Netherlands and Spain. This scenario also leads to a
substantial increase in within-country inequality.

Should median replacement income in all countries converge towards the EU
median, poverty would be aggravated in countries where replacement incomes are larger
than the EU median, while it will diminish in countries where these incomes are lower. This
scenario results in poverty rates ranging from 5 percent in Greece to almost 17 percent in
the Netherlands.

Improving the income position of benefit recipients such that, across Europe, median
replacement income is equal to the Dutch level, obviously results in a sharp decrease in
poverty and inequality. The EU poverty rate is reduced from 10.2 to 3.1 percent while
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overall inequality is reduced by some 30 percent. Within-country inequality, in particular, is
reduced sharply, as is between-country inequality, albeit to a lesser extent. According to
this scenario, poverty is reduced below 3 percent in Denmark, Greece, France, Austria,
Portugal, Finland and Great Britain. However, whether this scenario is a realistic one can be
questioned. It would indeed require massive money transfers towards replacement income
recipients which implies that their incomes would be increased to such an extent that, in
many instances, labour incentives would be removed.

Table 8.9: Simulations on replacement income (absolute). Percentages of individuals
with standardised household income and simulated standardised household income
below half country median, within and between-country inequality, 1995, persons in
working-age households

Actual poverty Simulations
rate Race to the Convergence California effect

bottom
Liberal

Great Britain 10.9 19.2 12.4 1.5
Southern

Ireland 9.2 28.1 14.9 3.3
Greece 10.1 I 0.1 5.0 0.7
Spain 12.5 23.1 13.3 3.8
Italy 13.3 19.9 12.1 5.0
Portugal 12.5 17.9 9.1 0.6

Corporatist
Belgium 9.5 17.9 12.3 3.6
Germany 9.6 14.0 9.1 4.1
France 7.9 13.1 5.4 0.7
Luxembourg 5.5 11.2 7.1 3.6
Austria 6.6 10.4 6.6 2.7

Social democratic
Denmark 3.6 10.6 6.9 2.4
Netherlands 8.5 22.3 16.8 8.5
Finland 5.3 12.0 6.6 1.7

EU 10.2 16.9 10.2 3.1
Theil coefficient: 0.179 0.206 0.176 0.125

Within-country O.165 0.192 0.163 0.115
Between-country 0.014 0.014 0.013 0.011

Source: ECHP, SEP, GSOEP, BHPS.

8.6 Fiscal competition and labour costs

Thus far, we have focused on the poverty incidence of various outcomes of fiscal
competition in Europe, assuming the achievement of European citizenship. However, in the
short run, it is more realistic to assume that competition among Member States will take
place through the reduction of production costs. Here, we focus solely on labour costs. The



194 Minimum protection andpoverty ru Europe

sample considered for the analyses in this section consists of persons in working-age
households where an average of at least I S hours a week is worked.9ó We refer to them as
persons in working households. Median gross standardised household earnings of persons
in prime age working households with positive earnings are reproduced in Figure 8.7. The
figure shows that the differences among the countries are large. Gross wages are lowest in
Poriugal (about 55 percent of the EU average), Greece and Spain (about 65 percent of EU
average). Other things being equal, these countries have a competitive advantage compared
to other countries. Labour costs, as measured by gross median income, are highest in
Luxembourg, followed by Denmark, the Netherlands and Belgium.97

Figure 8.7: Gross median standardised household earnings, in Euro PPS, 1995,
persons in working households
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Sources: ECHP, SEP, GSOEP. BHPS.

The final simulations in this chapter relate to the assumptions made with respect to
the effect of fiscal competition on wages. The wage is but one aspect of the terms of
employment. Employee benefits, working conditions and safety standards, labour market
regulations and social protection are also part of the package. These are all aspects of the
labour relations that determine a company's competitive advantage. Aspects of social

9`' This was done in order to pin-point our analyses to households with a substantial attachment to the labour
market.
o' Total labour costs include employers' contributions.
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protection were discussed in the previous section and in previous chapters. However, due to
a lack of data on the other aspects of the terms of employment, we will focus on wages.

As above, we first assume that fiscal competition among Member States will drive
them to adjust the level of their gross income to the lowest level in the EU (race to the
bottom). Then, we assume that co-ordination will take place and that gross wages will
converge towards the EU average. Eventually - i.e. through investing in a well-educated
and skilled workforce - wages will converge towards the highest level in the EU. Following
these hypothetical scenarios, we simulate the household income ( y,~. ) for persons in a
working household:

v;~ - ynl;~ t(1 - rx~. )vl,~. yl ~;

where ynl,~ is the net non-labour household income of person i in country c, yl,~. gross
household labour earnings, t.x~. the average tax rate, yl~. national median gross household
labour earnings and yl, median gross household labour earnings in the country ofreference.
The country of reference is Portugal in the race to the bottom scenario, as it has the lowest
gross median earnings. In the convergence scenario, we take the EU median earnings as the
reference point. Although Luxembourg has the highest earnings - due to its special labour
market situation highly specialised in commercial services and banking - we take Denmark
(second highest earnings) as the reference country for the California effect scenario. The
computations were carried out on the following population: persons living in a household
where the head and partner (if any) are aged 25 to 55 and where the average number of
hours worked per working-age adult in the household is at least 15 hours a week. We labe]
these working households.

From the first column of Table 8.10, we see that 5 percent of the individuals can be
said to live in working poor households. This amounts to half that percentage in the
Netherlands, but twice that in Portugal. Obviously, because labour income is the main
income source for the great majority of EU citizens, implementing the above scenarios has
a tremendous impact on poverty statistics. Assuming that Members States engage in wage
competition that induces them to reduce wages to the lowest EU level, implies that the
poverty rate among workers will increase from 5 to almost 28 percent. This race to the
bottom scenario particularly affects the income position of individuals in countries where
earnings are high. Hence, substantially high poverty rates are found in Belgium (39
percent), Germany, the Netherlands, Denmark (47 to 48 percent) and Luxembourg (52
percent). According to this scenario, inequality within countries is increased but, due to the
levelling-down effect of the simulation, inequality among countries is diminished.
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Table 8.10: Simulations on gross wages. Percentages of individuals with standardised
household income and simulated standardised household income below half countrv
median, within and between-countr~. inequalih, 1995, persons in working households

Actual poverty Simulations
rate Race to the Convergence California effect

bottom
Liberal

Great Britain 2.8 26.0 4.5 1.8
Southern
Ireland 2.8 10.3 2.5 1.1
Greece 7.9 11.3 4.7 2.6
Spain 7.7 11.8 5.1 3.9
Italy 9.2 21.6 6.4 4.2
Portugal 10.0 I 0.0 5.4 4.2

Corporatist
Belgium 5.8 39.0 9.9 4.8
Germany 3.4 47.0 6.7 2.5
France 4.1 15.4 2.7 l.3
Luxembourg 3.7 52.9 17.4 4.5
Austria 4.8 31.7 7.1 3.6

Social democratic
Denmark 2.7 48.1 6.5 2.7
Netherlands 2.5 47.9 8.2 2.2
Finland 3.6 8.7 3.0 2.1

EU 5.0 27.7 5.4 2.7
Theil coefficient: 0.152 0.151 0.157 0.164

Within-country 0.138 0.143 0.148 0.154
Between-country 0.014 0.008 0.009 0.010

Sources: ECHP. SEP, GSOEP, BHPS.

By construction, simulating the convergence scenario increases poverty in countries
with median earnings above the EU median (the poverty rate in Luxembourg is increased
from 3.7 to 17.4 percent) while it reduces poverty in countries where median earnings are
below the EU median (the Portuguese poverty rate is reduced from ]0 to 5.4 percent).
Overall, poverty and inequality are slightly increased. Once again, this scenario reduces
inequality between countries but increases within-country inequality. The final scenario
implemented here, the California effect scenario where earnings are assumed to converge
towards the highest level in the EU, implies that poverty is halved to 2.7 percent but that
inequality is increased by 8 percent. Compared to the actual situation, within-country
inequality is substantially increased but between-country inequality in decreased. Under
this scenario, the number of working poor persons ranges from 1.1 percent in Ireland to 4.8
percent in Belgium.
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8.7 Conclusions and prospects

As we have shown, substantial amounts of money are needed to completely alleviate
poverty in Europe. In financial terms, filling the poverty gap would absorb a large part of
the fruits of economic growth. Both from an economic and political point of view, this is
undesirable. A more modest objective in terms of poverty reduction, such as halving the
poverty rate in all EU countries, could, however, be achieved at substantially lower costs. A
budget equivalent to half the Common Agricultural Policy budget would be enough to lift
half the poor out of poverty. Of course, we do not suggest that poverty could be alleviated
through money transfers. Not only would that be inefficient, but poverty is not solely a
matter of insufficient income. It is a multi-faceted concept associated with, for example, the
lack of elementary goods, a low educational level, poor housing and few labour market
opportunities. it can also be associated with psychological and social distress, which are not
helped by money transfers. The calculations aim at presenting some relevant boundaries
when it comes to discussing income poverty.

The basic simulations carried out in this chapter have shown that the cost of fiscal
competition in terms of increased poverty and inequality - leading to social dumping - are
high. Downward adjustments in the level of replacement income, whether relative to
earnings or in absolute terms, lead to a rise in the poverty rate and in the inequality index.
However, downward equalisation of the absolute level of replacement income has a larger
effect than downward equalisation relative to earnings. The reverse holds true for the
hypothesis that a social Europe with high standards of minimum protection is the ideal.
This California effect scenario implies a reduction in poverty and inequality rates. This
reduction is more substantial when absolute levels of minimum income are upgraded rather
than when this upgrading is only relative to earnings. Upgrading of the absolute level of
replacement income in Europe also leads to a reduction of income inequalities among EU
Member States.

Whether or not substantial geographic mobility among EU regions is going to take
place in the near future and generate a race to the bottom is questionable. As Krueger
shows, migration within Europe is low and more or less constant over the years (around 0.2
percent; Krueger, 2000: 122). Only a very small increase was witnessed in the period
following the Maastricht Treaty. As to migration from non-EU countries, it has been falling
since 1992. The pressure from migration is, therefore, not likely to provoke a race to the
bottom in social transfers or wages. [t is also not likely that social protection arrangements
will be dismantled since, as we showed in Chapter 3, they contribute positively to the
economy (see Berghman et al., 1998, Atkinson, 1999). These results, however, also show
that, at present, cross-border labour mobility is unlikely to be an effective instrument to
correct for local economic shocks in the EU. Alternative answers to economic unbalances
can be found, for example, in the flexibilisation of the labour market. In the prospect of the
open method of co-ordination, it is possible that increased political integration will induce
countries to raise their labour and living standards (see also Krueger, 2000). The `laggards'



198 Minimzrm protection undpoverty in Europe

might be induced to improve their standards while the `leaders' are encouraged to keep
their standards high. Such a process, along with of the setting of minimum standards,
should be stimulated. From the point of view of positive subsidiarity, the EU could play a
role here.



9 Poverty in Europe:
which way to go now?

9.1 Introduction

Large efficiency gains are expected from market integration in the EU. However, market
integration also limits the way Member States can operate independently trom one another.
Monetary, budgetary and fiscal policies are constrained by the Stability and Growth Pact
and the EMU framework. As a consequence, the possibility for the Member States to use
such policies as corrective mechanisms for temporary shocks is limited. This has
implications for the social protection systems. However, the European construction is
primarily based on economic integration and social policy issues have generally remained
in the background. The basis for this dissertation is the following question: is there a role
for the EU to play in social policy or should social policy remain an area of exclusive
competence of the Member States? Within the limited scope of this study, only a partial
answer could be given. Firstly, we only examined the question from an economic point of
view.9K Secondly, we focused almost exclusively on redistribution and minimum income
protection to the poor.

Several steps were taken to tackle this broad question, the findings of which could
be useful for re-shaping socio-economic policy in Europe and for defining the role of
Europe in this policy field. First, it was noted that the improvement of the standard of living
and quality of life of those living in the EU - as well as economic and social cohesion and
solidarity among Member States - are among the objectives of the EU (article 2 of the EU
Treaty). The fight against social exclusion is also recognised as one of its fundamental aims
(articles 136 and 137 of the Treaty). The EU competencies in this policy field, however, are
subject to the unanimity rule and the subsidiarity test. Hence, the tirst step towards
answering the general question formulated above was to investigate the theoretical basis of
the principle of subsidiarity and its implications for redistribution policy (Section 9.2). This
is one of novelties of this research.

The second step was to argue that future developments in the EU are likely to affect
poverty and redistributive policies within the Member States. These developments relate to
the consolidation of the EMU, the presence of economic shocks and the future EU
enlargement. From a theoretical perspective, fiscal federalism literature suggests the need

9x See Jaspers et aL (20021 and Vansteenkiste (1995) for a legal perspective.
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for balancing mechanisms in such a context. From an empirical perspective, we
investigated the effect on poverty and inequality of a number of scenarios pertaining to the
future of social policy in Europe (Section 9.3). Such an investigation was, thus far, absent
in the literature.

Finally, throughout this dissertation we elaborated and quantified a number of
poverty indicators, one of the dimensions of social exclusion. Using dynamic data for a
number of EU countries, we evaluated their performances with respect to these indicators.
We paid particular attention to the distinction between short and long-term poverty and
investigated the processes underlying poverty transitions. We used these empirical insights
to emphasise that social protection, far from being just a financial burden to the economy,
can be seen as a productive factor (Section 9.4). Hence, more equity is not necessarily
conducive to less efficiency. This is one of the interesting findings of this study. The
resulting effect of the interaction between equity and efficiency does in practice, however,
depend on the welfare state design. With respect to poverty relief, the research findings
endorse active policies to stimulate the processes leading to favourable socio-economic
outcomes and preventing the deterioration of living conditions. Active labour market
policies have an important role to play in this respect, since unemployment and
employment loss were found to be strong determinants of poverty. Human capital
formation is also significant because it contributes to the improvement of life chances.
High-skilled people have better socio-economic prospects and less probability of moving
into precarious economic positions.

We also support an increased involvement of the EU in social matters. Within the
limits of subsidiarity, however, the open method of co-ordination seems to be the only
workable option. It is also the most respectful of the great diversity in institutional settings
in Europe. Within the framework of the open method of co-ordination, the role of the
Commission should be to promote and stimulate the exchange of information on economic
and social policy. Encouraging the Member States to set up minimum guaranteed income
schemes could also be part of this process. The policy implications of this research are
discussed in Section 9.5.

9.2 Subsidiarity, income redistribution and the EU

The creation of a common market was the primary goal of the six original founding
countries of the EU - the Benelux countries, France, Germany and Italy. At the time -
despite the ongoing debate about social security - harmonisation of the social protection
systems was not thought to be a prerequisite to the creation of a common market.
Successive enlargements have strengthened the idea that harmonisation was impossible and
unnecessary because of the great diversity of the various social protection frameworks
(Chassard, 2001). However, the EU does have some competencies at its disposal for
harmonisation of social security systems (Vansteenkiste, 1995, Jaspers et aL, 2002). Free



Poi~ert}~ in Europe: x~hich x~Ur to go nox ? 20l

mobility, the working of the internal market and general as well as social objectives (Social
Chapter) of the Treaty can be the basis for harmonisation of the social security laws of the
Member States. Any action at the EU level, however, is subject to the subsidiarity test. In
practice, efforts to co-ordinate or harmonise social policy schemes have been strongly
opposed (Chassard, 2001). Nonetheless, softer forms of policy co-ordination might well be
possible (Section 9.5).

9.2.1 The dua! character ojsubsidiarity

Subsidiarity applies both to the distribution of responsibilities between lower-tier and
higher-tier levels of government (vertical subsidiarity) and the distribution of
responsibilities among the individuals, the family, social partners and the State (horizontal
subsidiarity; see Figure 2.2 in Chapter 2). In general terms, the principle of subsidiarity
states that it would be wrong for entities of higher rank to assume the tasks that could be
performed at a lower plane. Subsidiarity involves an efficiency test favouring
decentralisation - needs and preferences are better perceived at decentral levels - where the
burden of the proof for shifting responsibilities to higher levels of government lies with the
advocates of centralisation. This principle is central in policy practice at the European level.
It is used by the Member States to limit the transfer of national competencies to the EU.
However, subsidiarity has distant historical origins and implications that go beyond its
actual usage in the EU. In Chapter 2, we indicated a second meaning of subsidiarity. There,
it was argued that subsidiarity has a broader interpretation: higher entities have the duty to
aid the fuller development of lower entities, in particular when human dignity and human
rights are at stake. This aspect, which was termed positive subsidiarity, originates in
Catholic social teaching. Positive subsidiarity has implications for defining the role of
higher levels of governance when it comes to poverty relief. To the extent that poverty is a
breach of human dignity, it is the role of the State to support and assist individuals.
Moreover, higher levels of governance also have the duty to support and assist lower plane
entities. This does not necessarily contradict individual liberties: it is not that higher
authorities are substitute for the individuals or lower tier entities, but rather that higher
authorities are to help to protect and uphold these liberties. Such support should not be seen
merely in terms of money transfers to secure people's standard of living. It can be seen
more broadly in terms of developing people's ability to cope for themselves, for example,
by providing jobs and education, and by developing social and economic skills. The duty of
the central entities is to support the lower tiers of government in the design and
development of the policies they wish to implement.
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9.2.2 Economic subsidiarity and redistribution

Justification for support to the poor does not have to be based on normative precepts alone.
Subsidiarity is also rooted in economics, so that there is a case for public interference in
income distribution. In compound states, economic subsidiarity suggests that, when
productive factors are immobile, social protection should be assumed by the lowest level of
governance because preferences for redistribution are better perceived at that level.
However, the literature also suggests that, when production factors are mobile,
decentralisation of redistribution is not efficient. Hence, economic theory does not seem to
provide a definite answer concerning the most efficient level of governance to carry out
redistributive policy. Much depends on the assumed level of factor mobility and the degree
of homogeneity in the preference for redistribution. Nevertheless, developments at the EU
level, such as the consolidation of the EMU, the existence of asymmetric economic shocks
and the EU enlargement, are expected to affect Member States in their redistributive policy.
This is likely to lead to inefficient policy outcomes (see Section 9.3). As we argue below,
an increased role for Europe would lead to a more efficient outcome in that the existing
differences in the social protection settings impede factor mobility or are conducive to
inefficient factor mobility. With respect to positive subsidiarity, the EU could stimulate co-
operation among Member States in shaping a strong European social model and preventing
the negative effects of fiscal competition.

On the individual-State nexus, economic subsidiarity suggests that the labour market
and the family are the primary institutions for the support of one's standard of living.
Minimum income protection by national governments compensates for the failure of the
market to offer such schemes. We have shown that social protection, rather than simply a
financial burden, could be seen as a productive factor and have argued that it can enhance
both social and economic efficiency (Section 9.4).

9.3 Migration, fiscal competition and the EU

9.3.1 Theoretical insights

In the wake of the Luxembourg Process, the European Employment Strategy was launched,
primarily in order to render labour more flexible so that Member States could accommodate
upcoming structural changes. The idea is to elaborate and monitor the employment policies
of the Member States along four pillars: employability, entrepreneurship, adaptability and
equal opportunity. These guidelines constitute the template for drawing up annual national
action plans (NAPs). Within the European Employment Strategy, participation in the labour
market is perceived as the key way to fight social exclusion. Although the fight against
exclusion was introduced in the Treaty of Amsterdam - despite the Commission and
Member States' recognition that social exclusion is "one of the major challenges faced by
our economies and societies" (European Commission, 2000a: 4) - social protection and
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social exclusion are primarily responsibility of the Member States. Nevertheless, following
the Nice summit, the European Council also requested that the Member States draft
national action plans to fight poverty and social exclusion (NAPs~inclusion), much in the
spirit of the NAPs~employment. As was the case with the European Employment Strategy,
the open method of co-ordination was chosen.`'`' This so-called soft-law approach leaves the
Member States free to decide on the details and implementation of policies, within a
common framework and using common objectives set at the European level. Four aims of
this process have been agreed upon: to facilitate participation in employment and public
access to resources, rights, goods and services; to prevent the risks of exclusion; to help the
most vulnerable and to mobilise all relevant bodies. By now, the first NAPs~inclusion have
been sent to and evaluated by the Commission (European Commission, 2001).

What can economic literature tell us about whether or not Europe should play a role
in redistributive policy? Although the EU is not a federation, parallels can be drawn from
the teachings of fiscal federalism literature. In Chapter 3, it is argued that there are some
risks involved with decentralised redistribution for countries operating in a federal setting
or within the framework of an economic and monetary union. In the presence of factor
mobility, social tourism and social dumping frustrate the possibility for decentral
governments to conduct redistribution policies. The volatility of the tax base is conducing
to this. To put it bluntly, the poor - or the unskilled workers - will tend to migrate to
regions with attractive redistribution policies (social tourism) while the rich - or the skilled
- will tend to migrate towards regions with low levels of redistribution and,
correspondingly, low levels of taxation. Decentral levels of government, in turn, will
compete for productive factors by sobering their fiscal policies (social dumping). These
processes, at least in theory, lead to an inefficient allocation of production factors and the
rolling back of the welfare state - i.e. decentral authorities are impeded in their ability to
deliver the socially preferred level of income redistribution. Depending on the assumptions
of the theoretical models in the presence of factor mobility, a centralised redistribution
policy (when there is one single social welfare function to maximise at the level of the
federation) or a co-ordinated solution involving compensation mechanisms (when decentral
entities differ with respect to their preference for redistribution) would make it possible to
internalise these externalities. When production factors are immobile, decentral
redistribution is optimal since it most closely corresponds to the local preference for
redistribution.

Apart from the fact that the EU lacks the legitimacy (and the necessary budget) to
carry out interpersonal income redistribution, many would argue that the fears of social
tourism and social dumping are unfounded. Primarily, this is because the mobility argument
is not a strong one in the EU context. Although workers are freely mobile across Europe,
there is, at present, no such thing as free mobility of citizens and free access to general

v' The open method of co-ordination refers to a process of exchange of information with respect to policy
measures and research with the aim to compare and adapt policies in the Member States of the EU.
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assistance schemes. The social tourism argument is, therefore, largely unconvincing.
Though capital is highly mobile, workers are not that willing to cross borders. Cross-border
labour mobility is found to be significantly lower in the EU than in the US. It is also far less
responsive to unemployment differentials. This means that the pressure on social dumping
in Europe is low.

However, labour mobility is expected to increase in the future, as a consequence of
EU enlargement. This will make it difficult for the Member States to deliver their preferred
level of redistribution. The prospective member countries from Central and Eastern Europe
are characterised by a different socio-economic structure. The wage differentials between
these countries and EU countries are large - indeed, larger than with the Iberian countries at
the time of accession to the EU. Labour mobility from these countries - especially from
low-skilled workers - is expected to be large and to affect the general level of welfare and
its distribution in EU Member States (de Mooij, 2000, Lejour et al., 2001). It is no
coincidence that Germany and Austria are willing to introduce a temporary migration stop
when the applicant countries join the Union.

In addition, by taking part to the EMU Member States have, de facto, constrained
themselves in the use of budgetary and monetary policy as balancing mechanisms. It was
argued in Chapter 3 that, while the local level responds best to the local demand for
redistribution, a centralised system of redistribution is superior when economic shocks are
asymmetric. This is even more the case when local jurisdictions are constrained in their
possibilities to correct imbalances through monetary and fiscal policies. This leaves the
Member States with a limited set of corrective instruments. Stimulating in and out
migration of production factors is one of them, but we noted already that mobility, at
present, is low and biased towards high-skilled workers. Above all, it is a variable that is
difficult to steer. This implies that the possibility for labour migration to operate as a
corrective mechanism for regional imbalances is limited. Increased labour market
flexibility, or variations of the costs of production factors through taxation, are other ways
to accommodate economic shocks. However, implementing either of these measures is not
without consequences for the well-being.

9.3.2 Fiseal competition and eo-ordination: ejjects on poverry

The inclusion of a social chapter in the Amsterdam Treaty has given a new impulse to the
debate on the social dimension of Europe. The subsequent European Councils at Lisbon,
Feira, Nice and Laeken have put the issue of social exclusion on the policy agenda. The
principle of subsidiarity, however, constrains the scope of action of the EU in this policy
field. Still, the council has urged the Member States to draw up national action plans
against social exclusion. Although the debate at the EU level is formulated in terms of
social exclusion, all the analyses in this book focus on income poverty and income
distribution. The concept of social exclusion has a rich history (see Vleminckx 8c
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Berghman, 2001). It is a broad - but also vague - concept that encompasses many aspects
of life: bad health; poor living conditions; low socio-economic status; absence of social
contacts, etc. Nevertheless, the concepts of income poverty and social exclusion are related,
and - as we showed elsewhere (Muffels 8c Fouarge, 2002a) - the relationship between both
is stronger in the long run than the short run: the long-term income poor display higher
levels of deprivation. Therefore, while financial hardship, in the short run, does not
automatically lead to social exclusion, the longer one remains income poor, the higher the
probability that one will become socially excluded.

We used data from the European Community Household Panel (ECHP) in order to
describe the poverty situation in the EU in Chapter 8. In 1995, 1 1 percent of the EU citizens
were living in income poverty, but the disparity among countries was large.~oo The number
of poor ranged from 6 percent in Luxembourg and Denmark to almost l5 percent in
Portugal. With a common poverty line for all EU countries - half the EU median income
rather than half the national median - the differences among countries are even more
pronounced. The poverty rates then range from 1.5 percent in Luxembourg to 40 percent in
Portugal. The absolute differences in welfare are, we see, even larger than the relative ones.

In dealing with social policy in the EU, the open method of co-ordination was
chosen because it is not binding for the Member States. But where will this method lead?
Will the Member States agree to set common poverty targets and how much effort will it
take them to achieve the set target? We carried out some simple computations to illustrate
the magnitude of the effort needed to achieve alternative poverty targets. Suppose the
Member States set themselves the target of the complete eradication of poverty. We
computed that, in that case, 1.7 percent of the total income of the non-poor would need to
be taxed away and redistributed towards the poor. This is not to say that transferring
income is the ultimate solution to the poverty issue. Indeed, assuming a growth rate of 2
percent a year, that would mean that almost all the fruits of economic growth would be
swallowed up by such transfers. This would have large disincentive effects. A more modest
poverty target - the Member States reducing poverty to the EU average - would be far less
costly, amounting to 0.01 and 0.13 percent of the income of the non-poor depending on
whether transfers are made only to the least poor or to all of them (see Chapter 8 for
details). The disincentive effects of such a scenario would be much smaller. However, the
major drawback of this scenario is that it only has the poorest countries of the Union - or
rather the countries with above average poverty rates, i.e. the southern European countries
and Great Britain - committed to reducing their poverty rate. An alternative target that
would commit all Member States is one that opts for reducing poverty by fifty percent.
Again, the costs incurred to meet this target will depend on whom these transfers are made
to. If we mean all the poor, then 1 percent of the income of the non-poor would have to be
transferred to the poor. If we mean only the least poor, then that implies a transfer of 0.32

'~ Poverty was defined as having an income below half inedian standardised national income.
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percent of the income of the non-poor. This latter scenario, supposedly, would have lower
disincentive effects.

Some of the theories scrutinised in Chapter 3 predict that, for countries operating in
a federal setting, fiscal competition will lead to a race to the bottom on replacement income.
One can also point to the possible deflationary effect on wages of low-skilled labour
migration. Alternatively, one could hypothesise that, under the open method of co-
ordination, some spontaneous convergence of replacement income and wages towards the
EU average will take place.~"~ Finally, it is possible that the open method of co-ordination
will result in strengthening the European social model. In that respect, it can be assumed
that countries with the best developed model manage - for example, through the peer-
review process imbedded in the open method of co-ordination strategy - to export their
social model. This could lead to an upgrading of the replacement income schemes.
Alternatively, starting from a similar premise, one could assume that the European
Employment Strategy will result in a general upgrading of the qualification level of the
labour force, leading to the convergence of wages towards higher levels. The scenarios will
affect economic well-being and its distribution. The substantive results presented above in
Chapter 8 show that there are clear risks of increased poverty and inequality, should the
Member States fail to co-ordinate their policies and engage in policy competition. We
showed that social tourism and social dumping - resulting in a race to the bottom - would
significantly affect the income distribution and the level and distribution of poverty in
Europe. Fiscal competition, leading to downward adjustments of replacement income to the
lowest common denominator in Europe, would have a large effect on the poverty figure -
poverty for those in working-age households could increase from 10 to 17 percent - and
would exacerbate inequality. However, a general upgrading of the minimum protection
level and wages would result in lower poverty rates. The numbers in Chapter 8 are, as
stated above, merely illustrative for the true effect.

9.3.3 Conclusion

The conclusion is that increased co-operation and co-ordination of social protection policies
among Member States is required in the future. This need emanates from the lack of
instruments available for the Member States to correct for economic shocks as the EMU
consolidates and from the probable increase in low-skilled labour mobility in the wake of
the EU enlargement. The consolidation of the EMU constrains Members States in the use of
budgetary and monetary policy to correct for economic shocks. Structural funds are also
inadequate as corrective mechanisms. The risk is that Member States will engage in fiscal
competition in order to correct imbalances and to gain competitive advantage. Because of
the potential risk of social dumping, this will have a large effect on poverty and jeopardise

~"~ Some signs of autonomous comergence of social protection expenditure, taxation regime and active and
passive labour market expenditure (Greve. 1996, Alonso et al.. 1998, Broekman et al., 2001).
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the European social model. The increased labour mobility following enlargement is also
expected to have a major effect on welfare and hamper Member States in their
redistributive policy. In accordance with positive subsidiarity, the role of the EU should be
to stimulate co-operation among the Members States in this policy field, following a model
that is respectful of the institutional diversity within the Member States. The open method
of co-ordination fits well into this line of thought.

9.4 Social protection and the promotion of economic and social efficiency

The discussion on the redistributive function of the welfare state is generally framed around
equity and efficiency. From a theoretical point of view, as Okun (1975) pointed out, there
appears to be a trade-off between the two. However, the relationship between equity and
efficiency is a complex one. Considering economic and social efficiency solely in the light
of this assumed trade-off would be a simplification of reality. Economic and social
performance are interrelated in such a way that more of the one does not necessarily imply
less of the other. Applauding fiscal competition as a way to tame Leviathan fails to
appreciate the productive aspect of social protection. Aside from its obvious function in
terms of redistribution, social protection also has an allocative and stabilisation function.
More precisely, social protection is not only profitable from the point of view of equity or
social efficiency, it can also be a productive factor since it promotes economic efficiency.
Both aspects, as summarised in Figure 3.1 (Chapter 3), are conducive to improving well-
being. The equity and productive contribution of social protection and minimum protection
in particular have been investigated from a theoretical (Chapter 3) and empirical point of
view (Chapter 5, 6, 7). The findings are summarised in the next paragraphs.

9.4.1 Subsidiarity and welfare state design

How social protection works in terms of social and economic efficiency depends on the
way the welfare state is designed. A substantial part of the empirical chapters above
focused on monitoring poverty and the redistributive effects of public transfers in various
welfare state settings. Emphasis was put on the distinction between short and long-term
poverty and on identifying the events triggering poverty entries and exits. This approach
makes it possible to compare the economic and social performance of the various welfare
state settings. Moreover, within welfare state, the approach also permits the evaluation of
economic and social performance over the course of time. Social efficiency was measured
in terms of income inequality, income poverty and the extent of income redistribution
through public transfers. Economic efficiency was assessed in terms of income levels,
growth and labour market incentives.

Esping-Andersen's typology of welfare regimes (Esping-Andersen, 1990) has been
used to investigate the effect of welfare state design on economic and social efficiency.
This typology distinguishes among the liberal, the corporatist and the social democratic
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types of welfare regime. We added another type - the southern regime - to these types (see

Chapter 4). These regime types represent a particular institutional framework, a particular

type of policy intervention and set of policy tools. In terms of horizontal subsidiarity, these

types vary as to who is primary responsible for the individual's welfare: the individual
hirr~herself, through the workings of the market as in the liberal regime; the family, as in

the southern regime type; social groups or the corporation, as in the corporatist regime; or

the State, as in the social democratic regime. ln reality, no country fits perfectly into one of

these types, nor are they stable features of a country's socio-economic policy over time.

Nevertheless, such a typology is found to be a useful analytical tool.
In this study we present one of the first in-depth analyses - based on micro-data - of

poverty dynamics in Europe within the framework of the above typology (see also Goodin

et al., 1999). For three European countries - the Netherlands, Germany and Great Britain -

we use longitudinal data to carry out the analyses. As argued in Chapter 4, data for the

Netherlands (SEP) are used to describe the social democratic model and Germany

(GSOEP) is taken to illustrate the corporatist model. Great Britain (BHPS) exemplifies the

liberal welfare model. The income data used cover the years 1985-1994 for the

Netherlands, 1985-1995 for Germany and 1991-1997 for Great Britain.

Welfare regimes and socia[ effrciency
With respect to poverty levels and the income distribution, the British welfare state, which

operates in the liberal tradition, tends to produce more inequality and poverty (Chapter 5).

This finding confirms our expectation. Welfare states with a universal character (the

Netherlands) produce lower levels of poverty and inequality. To some extent, this also

holds for the German welfare state. Given the residual role of the state in liberal welfare

regimes and the stress put on labour incentives, income redistribution through state

transfers is found to be lowest in Great Britain. Again, this is conform to our expectations.

The redistributive efficiency of social protection transfers in Germany and the Netherlands

is more or less equal.
Across time, poverty turns out to be lower due to income smoothing over the years

and the resulting elimination of single-year poverty ( Chapter 6). There are large turnover

rates in and out of poverty. We have used several methods to demonstrate this. One of these

was the notion of poverty profiles. Poverty profiles distinguish among the never poor, the

transient poor, the recurrent poor and the persistent poor.'o' When studied over a long

period of time, more people experience poverty than over a short period. In the first half of

the 1990s, some 18 percent of the Dutch and German population were hit at least once by

poverty, compared to 9 to 10 percent on a cross-sectional basis. A quarter of the British

experienced poverty at least once during that period, as opposed to a little more than 12

percent in 1995. Mobility is large: between 50 and 60 percent ofthe poor manage to escape

poverty from one year to the next. Nevertheless, large numbers remain persistently poor. In

~o' See Chapter 6 far a detinition of these poverty profiles.
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the five-year period 1991-1995, about 4 percent of the Dutch and German population and 8
percent of the British could be said to have been persistently poor. In Great Britain, another
9.5 percent were recurrently poor and 10 percent transient poor. The corresponding
percentages for the Netherlands and Germany are 4.4 and 9.7, and 5.4 and 8.4, respectively.
The long-term poor are primarily concentrated among lone parents and unemployed and -
especially in Great Britain - among women, single elderly and social transfer recipients.
These findings illustrate the great added value of considering panel data (or the film of
people's socio-economic condition) rather than only cross-sectional information (or
snapshots of their socio-economic position).

9.4.2 Allocation and stabilisation: tlzeoretieal and enzpirical insights

AlJocation and equiry
In the first place, as was shown in Chapter 3, social protection, because it accommodates
market failures and (some) informational problems, contributes to the improvement of
allocative efficiency which, in turn, can lead to an improvement of well-being. A first
theoretical argument is that public provision makes it possible to use plainly increasing
returns to scale. As increasing returns to scale lead to an inefficient market outcome,
enlarging the scope of the insurance programme is a method of dealing with this type of
market failure. Income externalities can also justify the existence of public income
transfers. Whenever the income of the poor matters to the rich, then income transfers from
the former to the latter can be warranted. However, the free-rider problem makes a market
solution difficult so that compulsory cash transfers might be preferable on efficiency
grounds. Public provision is also better able to produce merit goods, such as education and
training. Furthermore, evidence in the literature suggests that, to the extent that human
capital is a determinant of growth, greater income equality will contribute to better
economic performance (Chiu, 1998). The reason for this is that redistribution to the poor
allows them to purchase education and build up human capital. This is an important
argument within the framework of the knowledge-based economy. In our empirical
analyses (in particular, Chapters 5 and 6), human capital was shown to be an important
determinant of the poverty risk: the higher the educational level, the lower the probability
of being or becoming poor.

Sinn (1996) also pointed out that income protection schemes stimulate risk-taking
behaviour (see Chapter 3). When people know they are protected by a benefit system, they
are more likely to engage in risky and profitable economic activities that they would
probably not undertake otherwise. In support of this, Bird (2001) indeed showed
empirically that measures of risk are positively correlated to the share of GDP used for
social spending.
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Finally, it was argued in Chapter 3 that income protection schemes can improve job
matching. Income protection for people out of employment allows them to look for a job
that best matches their abilities and human capital endowment. Income protection schemes
can, therefore, also contribute to increased labour market flexibility. The corollary,
however, is that social protection schemes induce disincentive effects. Although there is
some evidence suggesting that specific welfare programmes affect labour participation,
taxes and transfers generally have a greater effect on female than on male participation (see
also Chapter 8). According to our empirical analyses in Chapter 5, on a cross-sectional
basis and with respect to economic efficiency, the British system generates stronger work
incentives. Relative income differentials between the employed and unemployed are larger
than in the Netherlands and Germany. The other side of the coin is that differences in
poverty risk between those who are working and those who are not is smaller in the
Netherlands and Germany than in Great Britain. From a dynamic point of view, however,
the Netherlands - despite its high level of social spending - has managed to keep incomes
relatively high and to maintain labour market dynamics as an effective mechanism in
triggering poverty exits. At the same time it has kept poverty and inequality low compared
to Great Britain (see Chapters 6 and 7). From this perspective, the redistributive Dutch
welfare state does not seem to have resulted in economic inefficiencies.

From a theoretical perspective - with respect to informational problems and equity -
the following points were made (see Chapter 3). Although the market performs well in
terms of wealth creation, it does a poor job of bringing about the socially optimal income
distribution (see Chapter 5 and 6). This equity argument can be introduced to justify the
existence of redistributive mechanisms though the welfare state. The other side of this
equity argument is one of efficiency and is based on incomplete information. When placed
behind the veil of ignorance - without knowing what their factor endowments or market
perspectives will be - risk adverse individuals are willing to insure themselves against
possible income risks. However, there is no straightforward way to organise such an
insurance market once the veil of ignorance has been lifted. Adverse selection will lead to
the breakdown of the insurance market. The welfare state can solve this problem by making
insurance compulsory."'3 Interdependence of the insured risk can also make the market
solution impossible.'04 This will be the case for private income insurance with respect to
unemployment because the unemployment risk cannot generally be spread over a large
enough risk pool.

Stabilisation, growth and eguiry
Macro-economic literature points out that social protection acts as a stabilisation
instrument. Social protection has a counter-cyclical effect in that it works as a buffer during

1f3 Moral hazard, however, is an informational problem of a different order. Solving it would require careful
monitoring of the insuree's behaviour. This could equally well be implemented within a private or public setting.
~~ Interdependence means that the individual risks are positively correlated.
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economic downturns, and thereby contributes to the diminishing volatility of aggregate
demand. Our empirical findings show that welfare states with a social democratic or
corporatist tradition have large redistributive effects (Chapter 5). These effects are even
larger in the long-term than in the short-term (Chapter 6). Although this increased
redistributive efficiency in the longer term also holds for countries in the liberal tradition -
and thus with small transfer programmes - the effects are smaller. In addition, in Chapter 7
we showed that permanent income displays larger fluctuations in liberal welfare states. In
that chapter, a panel regression model was used to disentangle permanent and transitory
components of household income. Although such models are commonly used to study the
dynamics of wages, there are only very few applications in the context of household income
dynamics. To our knowledge, ours is the first international comparative study using such
techniques. The purpose is twofold: to estimate the proportion of the population in
persistent poverty, and to produce evidence with respect to the extent of transitory shocks in
people's income. The idea behind the model is that people are poor when their permanent
income falls below the poverty threshold. Using seven years of panel data - ranging from
the end of the 1980s through the early 1990s - the results presented show coherent
differences among the regime types. As expected, permanent income inequalities and
permanent poverty are largest in Great Britain. An estimated 5.5 percent of the British
population is found to live in permanent poverty, as opposed to 2 percent in the Netherlands
and 1.6 percent in Germany. Temporary income shocks tend to be lowest in the status-
oriented German system, but such shocks die off faster in the more egalitarian Dutch
system. Our computations confirm that adverse shocks in the labour market
(unemployment) and at the household level (lone parenthood) exacerbate the poverty risk.

In Chapter 3, reference was made to theoretical and empirical developments in
relation to the notion of social capital. It was argued that social protection acts as a
stabilisation instrument because it contributes to social capital and social peace and,
therefore, to a stable investment climate. Dense social relationships enhance social trust and
reciprocity and thereby increase the chance that people will engage in economic exchange.
Hence, social integration and the development of social capital - which are enhanced by the
social protection systems - are key elements ofeconomic progress.

As shown in Chapter 6, government transfers are even more effective at reducing
poverty and inequality in the medium or long-term than in the short-term. What our results
show is that, in the counterfactual situation of no government intervention in the area of
social security, the market does a poor job at reducing spells of poverty. Not only does the
market fail to generate fair income distribution on a cross-sectional basis, it also fails over
the course of time. Nevertheless, when modelling poverty entries and exits, labour market
events prove to be highly influential. A low attachment to the labour market (working few
hours), for example, tends to increase the poverty risk. The strong effect of labour market
variables in the dynamic context found in all three countries leads us to conclude that the
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higher social efficiency of the social democratic and corporatist models do not necessarily
lead to lower economic efficiency.

A review of the literature discloses that the evidence of the alleged negative effect of
social spending on economic growth is non-conclusive (Atkinson, 1999). There is also
evidence that large amounts of public spending lead to better outcomes in terms of social
indicators and have only minor effects on economic performance. There are, however,
boundaries to this relationship. As Mayes 8c Viren (2002) demonstrate, the relationship
between social spending and economic performance is asymmetric. While increasing social
spending will initially stimulate economic performance, the relationship is reversed when
some turnover point is passed. Moreover, it seems that spending on active policy is better
for economic growth than spending on passive policy (Arjona et al., 2001). In the period
under scrutiny (1985-1995) the Dutch model has managed to keep poverty and inequality
lower than the liberal British model while, at the same time, the economy generated above-
EU average GDP and labour market participation growth rates. Nevertheless, although
income and employment have been rising in all three countries over the past decade,
poverty and inequality levels have certainly not decreased. In all three countries, both pre-
and post-transfer inequality and poverty increased these years. Hence, contrary to Kuznet's
hypothesis, the fruits of economíc growth do not seem to have trickled down to the poor in
a way that reduces the incidence of poverty.

9.4.3 Conclnsion

We have discussed the social and economic efficiency-enhancing effects of social
protection systems. From the point of view of distributional justice, social protection
compensates people for their economic weaknesses. Social protection is also a productive
factor because it remedies market failures and informational problems: it makes up for
failures of the insurance market. It is also a productive factor through its effect on factor
endowments (human capital), on allocative efficiency and as an automatic stabiliser. The
subsidiary role of social protection does not necessarily result in less economic efficiency.
On the contrary, active social security spending seems to be profitable for growth.
Reforming the welfare state to make it even more efficient would require governments to
switch - rather than diminish - spending towards activation policies. To some extent, a
switch towards more active policies is already taking place in Europe (Madsen et al., 2002).

Employment, both at the individual and the household level, was shown to be an
efficient way to prevent poverty and promote poverty exits (Chapter 5 and 6). Nonetheless,
periods of economic and employment growth have not lead to decreasing poverty and
inequality levels (see also de Beer, 2001, Muffels 8z Fouarge, 2001b). In particular, poverty
traps seem to be in effect so that the lower end of the distribution does not automatically
take advantage of economic growth. Substantial parts of the population still live in
persistent poverty, even in welfare states which had high levels of economic grow~th during
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the 1990s. Upon studying the effects of the welfare regime, however, we found that long-
term poverty is lower in countries with social democratic or corporatist characteristics
(Chapter 6 and 7). Targeted policy seems necessary to ensure that those people at the lower
end also take part to the economic process.

9.5 Discussion

9.S.1 The tin:e nature ofpoverty

The economic reality is that short and long-term poverty coexist. At any point in time, some
ofthe poor will probably manage to exit poverty rapidly while others will remain poor for a
longer period of time, or even permanently. To some, it may sound strange to speak of
poverty in the relatively wealthy nations of Europe. In a way we can agree with this.
Discussing poverty without distinguishing between short-term and persistent poverty masks
the temporary aspect of some poverty spells. We believe that people's long-term economic
prospects and positions - more than their cross-sectional economic status - matters more
for policies. Hence, poverty research in developed countries should focus much more on the
time nature of poverty and understand better the processes leading to it.

Aspects of mobility are important, as welL In this study, we showed that adverse
household formation events (loss of partner through separation or divorce, a reduction in
the household size) positively affect the probability of becoming poor. Chapter 7 supplied
evidence that lone parenthood increases the risk of persistent poverty. Hence, increased
individualisation is likely to keep poverty on the policy agenda. Labour market events - at
the individual but also at the household level - also significantly affect one's economic
position (Chapters 6 and 7). Losing employment or working fewer hours decreases market
income and increases the probability of being poor. The reverse holds for job gains and
increascs in the number of hours worked.

9.5.2 Flexible and dynamic labour market

The coexistence of short and long-term poverty has policy implications. In order to be
effective, it is important that anti-poverty programmes differentiate between the two types.
Given the positive contribution of labour market dynamics to the probability of escaping
poverty, an employment policy and temporary income support will supposedly be sufficient
for the short-term poor. For the long-term poor, however, an active labour market policy is
not likely to be sufficient. Because the long-term poor lack the skills and work experience,
they require an adequate level of income protection and more targeted measures, such as
reintegration programmes and debt management. When paid employment is not a solution
for avoiding poverty (for the elderly, the sick, etc.) an adequate level of income protection
should be offered through social protection programmes in order to prevent these people
from sliding into long-term poverty. More generally, investing in human capital - in the
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form of productive and social capabilities - is a prerequisite for both social and economic
efficiency (see Section 9.5.3).

Although increased participation, at the macro level, does not lead to a general
decrease in poverty rates finding or losing employment, at the micro level, accounts for a
substantial part of the transitions into and out of poverty. In particular, unemployment
significantly affects the probability of long-term poverty. Because it is easier to get people
out of short-term than long-term poverty, it is better, from the point of view of both
economic and social efficiency, to keep people employed and employable. Active labour
market policies help in this respect. Such policies are best designed at the level of the
Member State. However, the advantages of policy learning in the European context should
not be underestimated. The EU should stimulate the debate and the exchange of
information among Member States. EU participation in this field will also generally be less
controversial than in the social policy field.

Given the importance of labour market mechanisms as determinants of one's socio-
economic position, it would be natural to strive for a better integration of social and
employment policy. This is important for the design of European economic and social
policy. From the point of view of social exclusion in the EU, framing national action plans
for employment and inclusion using two different processes should be reconsidered.
Employability, entrepreneurship, adaptability and equal opportunity as EU employment
policy objectives also have significance in the social field. The fine-tuning of employment
and social inclusion policies could generate returns on both fronts.

Member States, having lost their major instruments for economic stabilisation to the
EU, will have to rely more heavily on flexible and dynamic labour markets in order to
absorb employment shocks. Flexibilisation is also required to make - and keep - the EU
competitive. Flexibilisation, however, requires a well-designed safety net because it will
generally have a substantial effect on one's income level (Muffels 8t Fouarge, 2002b). To
the extent that flexibilisation drives people out at the lower end of the labour market,
increasing their productive capacities - human and social capital - needs policy attention.
Flexibilisation also refers to increased dynamics within the labour market. In transitional
labour markets, mobility is expected to become more common. Periods of employment
might be followed by periods ofunemployment. Thus, transitions between employment and
caring activities are expected to increase, as are transitions between employment and
education, full-time and part-time employment, etc. (Schmid, 1998). Adequate safety nets -
possibly at a higher than minimum level - might be necessary in order to bridge periods of
unemployment, education and care on the transitional labour markets. However, increasing
the dynamics in the labour market also necessitates recasting social protection systems to
make them more adaptable to new economic situations. The key here is the safeguard of
social protection rights when people make transitions in the labour market.
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9.5.3 Minimum ineome and investment in capabilities

Member States seem to recognise the necessity of striking a better balance between
economic and social policy. This interplay between economic and social policy will
determine the socio-economic outcome. Flanking the economic dimension of the EU with a
social dimension is also expected to improve public support for Europe. Harmonisation
imposed from the top is not necessary and would encounter strong protest. In a monetary
union, however, something must be developed in order to avoid a downward spiral of social
protection and wages. This also holds for the expected effect on the income distribution
from EU enlargement (see Chapters 3 and 8). A number of policy tools are required to
make our social protection systems `Euro-proof. These include agreements in the field of
employment policy to operationalise the newly included title on employment in the Treaty
of Amsterdam, a federal compensation mechanism to compensate the losers from the
integration process and European minimum floors (see also Westerlaken 8z. van Dijk,
1996). Stimulating the Member States to agree upon minimum standards of subsistence is a
first step towards meeting this challenge. It could also function as a mechanism to absorb
asymmetric shocks. No absolute minima at EU level have to be considered, but Member
States should agree on minimum floors that are relative to the economic situations of the
individual Member States. These could be linked to the average wage level, for example.
Obviously, in order to avoid poverty traps and to circumvent possible disincentive
problems, these minimum floors should not be too high.

Nonetheless, there is more to the fight against poverty than the use of minimum
income protection schemes. Keeping people employed and employable means that they
have to be given adequate, marketable skills. The models estimated above do indeed show
that human capital has a significant effect on the poverty risk (Chapter 6). A skilled labour
force is the key to Europe's economic success, especially in the advent of the knowledge-
based economy. This is also endorsed within the framework of the European Employment
Strategy. Investing in people's capabilities - i.e. providing them with the means of action -
could be a new road for social policy (Raveaud 8c Salais, 2001). Improving people's
productive capabilities (relating to the economic domain) and social capabilities (relating to
the social domain) will serve both economic efficiency and equity. From a long-term
perspective, investing in people's capabilities is expected to be fruitful because it makes the
labour force more responsive to changing economic conditions. Focusing on the promotion
of life chances fits into a preventive approach to social protection. It also corresponds to a
role of the State that is in line with positive subsidiarity (see Chapter 2). This preventive
approach is believed to be more fruitful than the curative one, based on the reparation of
damages caused by the realisation of social and economic risks. Training and activation
programmes should be integrated. Shaping the role of the State along the line of positive
subsidiarity and the development of capabilities involves more pro-active policies focussed
on developing one's life chances, especially for the long-term excluded. The Commission
should encourage developments towards active and human capital-enhancing policies, since
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that would contribute towards making Europe both social and competitive. The fight
against poverty should be accompanied by investments in human capital through education
and training programmes.

9.5.4 The open method of co-ordination

In order to progress in the social field in Europe, the decision to co-operate should be left to
the Member States. The cultural dependence of such schemes is strong because social
protection arrangements have grown historically under the influence of voters and political
parties in the Member States of the Union. Social protection schemes reflect the preferences
of the population in the various Member States with respect to, among other things,
redistribution. In such a context, it follows from the theory of fiscal federalism that a top-
down harmonisation is inefficient (Chapter 3) and also against the principle of subsidiarity.
Hence, in the light of the institutional diversity within the EU, harmonisation of social
protection schemes does not make much sense. Voluntary co-operation seems the only
workable solution, especially in the light of the expected EU enlargement.'os It also follows
that one must accept a`multiple-speed' Europe and give room for multi-lateral agreements.
This does not have to be a bad thing, provided that nations can join when they are ready -
as it is the case now with the EMU construction. This could take the form of open
partnerships, where Member States agree on a certain number of policy aims and common
strategies without forcing other countries to participate. As long as the agreements do not
harm the EU objectives, such a solution would be acceptable.

The issue of social exclusion has now been put on the EU agenda. In that respect
articles 136 and 137 of the Treaty of Amsterdam are of interest since they make it possible
for the Commission to support Member States in various areas. These include the combat
against exclusion, the improvement of knowledge, the exchange of information and best
practices, the promotion of innovative approaches and the evaluation of experiences. At this
time, the EU has no role to play in the delivery of social protection or the combat against
exclusion, but it only has a role in facilitating the exchange of information, data, best
practices and research. In the wake of the European Employment Strategy, the EU is taking
part in the development of the employment policy of the Member States through soft laws,
the introduction of national action plans and a peer-reviews monitoring system. The EU
does not have any formal competencies in that area, but it plays a stimulating role which it
takes seriously. It is also rather effective, since, in that exchange of information no Member
State wants to be at the bottom of the class. Madsen et aL (2002) indicate that there is a
potential for policy learning and the transfer of policy practice among Member States in the
wake of the European Employment Strategy. On the basis of an analysis of the
NAPs~employment 1999 and 2000, they note a shift towards more active policies in a
number of European countries. Changes in policy practice are associated with positive

ios A co-operative solution was shown to be possible within a federal settíng (Cremer á Pestieau, 1996).
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achievements in terms of employment and social exclusion. Although these changes cannot
simply be ascribed to the open method of co-ordination, the authors show that the findings
are in line with the hypothesis that policy learning is taking place.

The model applied in the tield of social protection could be similar to the one used
within the framework of the European Employment Strategy. This is especially the case
now that Member States are starting to agree on a number of issues including the setting of
poverty targets. In fact, the open method of co-ordination has now been chosen for the
setting up of national action plans in the field of social exclusion, as agreed upon at the
Nice summit. This is not to say that the open method of co-ordination is devoid of
disadvantages. The method does have a number of drawbacks (Begg 8t Berghman, 2001).
Chassard (2001), for example, points out the deficient democratic legitimacy of the method,
as well as the risk that unpopular policy measures might be presented as being imposed
from `Brussels' - potentially casting the Commission in the role of scapegoat. Another
issue relates to the sensitivity of such soft approach of policy convergence to general
economic conditions. The underlying risk here is that, following an economic downturn,
Member States would diminish their efforts to co-operate. Despite these criticisms, the
open method of co-ordination could help shape co-operation at the EU leveL It is possible
that the exchange of information through the peer-review process induces Member States to
copy best practices in such a way that upward convergence can be achieved. Rather than a
race to the bottom, this option would strengthen Europe's socio-economic heritage.
However, one should not rely solely upon the open method of co-ordination. This process
should be accompanied by EU legislation ( Vandenbroucke, 2001).

9.6 Conclusion

Social integration and economic performance are not contradictory. Social protection is not
only a cost factor to the economy. It is also source of economic welfare. Thus far, the EU
has undertaken relatively little in the area of social policy. Although it has some
competencies, these are subject to the unanimity rule and the subsidiarity test. Economic
subsidiarity entails an efficiency test favouring the most decentralised level of government,
unless market failures - such as externalities - and informational problems make higher-tier
intervention efficiency-enhancing. There are two types of externalities. First of all, from a
macro-economic perspective the consolidation of the EMU limits the possibilities of the
Member States to correct for external shocks so that there is a looming risk of fiscal
competition. Fiscal competition would lead to a down-sizing of the welfare state and a
reduction of welfare. Secondly, the planned EU enlargement is also expected to have
effects on the welfare level of the Member States and their ability to conduct their income
policy. The EU enlargement is also expected to increase low-skill labour mobility and a
possible race to the bottom with respect to wages. This, in turn, could deter investments in
human capital.
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In order to secure Europe's strong social heritage, co-operation among Member
States is necessary. In the short and medium-term, imposed co-ordination from the
Commission is doomed to fail: it fails to recognise the differences in institutional settings
among the various Member States and it is counter to the principle of subsidiarity. Relying
on the open method of co-ordination seems to be more fruitful because it leaves the
initiative to the Member States. More than a defensive instrument, it is also a constructive
instrument on which to base the consolidation of Europe's social model (Vandenbroucke,
2001).

To a large extent, social policy is a domain of experimentation. Learning-by-doing is
part of this process. Sharing experience on the effectivity of policy measures is important in
this respect. The open method of co-ordination should be the platform for this exchange of
information. It seems, for example, that there is something to be learned from the Dutch
experience. The country has managed to keep poverty low while, despite its relatively high
level of social spending, realising high rates of economic and employment growth. This
study has shown that it is crucial to understand the events that trigger poverty entries and
exits and persistent poverty. Only then can a policy framework be designed that focuses
appropriately on the improvement of people's living conditions. Labour participation and
dynamics determine, to a large extent, these living conditions and how they change.
Investment in productive and social capabilities - i.e. the improvement of one's ability to
take part to the economic and social process - is crucial for improving one's socio-
economic prospects. It also fits within a preventive approach to social policy and is in line
with positive subsidiarity. The improvement of social and economic efficiency of social
protection systems could be achieved through shifting budgets from passive to active policy
and towards human capital formation - especially at the lower end of the labour market - in
order to keep people productive. To achieve this, integrating social and employment policy
is a necessity. The Dutch and Irish experiences tell us that the involvement of the social
partners is required in order to come to a better integration of social and economic policy. ~t'~

The above elements could be the elements of the European social model. From the
point of view of positive subsidiarity, the Community's role in the near future should be to
actively stimulate and support the Member States in developing this policy framework. The
EU should be supportive of the open method of co-ordination and the platform for the
exchange of information of social and employment policy. The EU's role is to encourage
learning-by-doing and learning-by-sharing experiences in activation and training
programmes for the poor. Merging the EU employment and social inclusion policies could
benefit both policy fields.

~~ See Muffels R Fouar~e (2001b), Arents et aL (2001), Hodson (2001).



Appendix 1: Description of the data

1.1 The data

[n this study, we use microdata for three EU countries: the Netherlands, Germany and Great
Britain. Panel data were used, which means that the same respondents were interviewed at
regular intervals. With each `wave' of data collection - i.e. each year - the same people
were interviewed, following similar routines and questionnaires. However, this does not
exclude new samples from being added in order to compensate for attrition: the drop out,
whether selective or not, of panel members. The advantage of panel data is that - besides
allowing for cross-sectional and trends analysis - they make it possible to monitor changes
in the observed variables (household composition, labour market status, health, attitudes,
income, etc.) at the individual level. The datasets used include the interviewed persons and
their children.

1.1.1 Dutch Socio-Economic Panel

The data for the Netherlands are from the Socio-Economic Panel (SEP) and were made
accessible by Statistics Netherlands (CBS). The panel has been running since 1984. On a
yearly basis, the panel contains around 10,000 representative persons (aged 16 and older)
living in 5,000 households. Until 1989, the survey had been conducted biannually in April
and in October, with a large question block on income. Since 1990, the survey has been
conducted annualy in April. In this study, we use the October waves of 1985-1989, as well
as the waves 1990-1994. For a description of the Dutch data, see CBS (1991) and Lemmens
(1992).

1.1.2 German Socio-Economic Panel

The German Socio-Economic Panel (SOEP), which has been running since 1984, was
provided by the German Institute for Economic Research (DIW). ln 1990, the survey was
extended to incorporate a sample from the former GDR. However, no income data are
available for the Eastern sample for the 1990 and 1991 waves of the panel. The sample was
also extended on several occasions in order to include, among other things, samples of
migrant workers. The 1996 data contain more than 13,000 interviews of respondents (16f)
in almost 7,000 households. We make use of the PSID-SOEP equivalent data file, as well
as of the original SOEP data files for the survey years 1986-1996. Unless otherwise
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mentioned, we used both the East and West samples in our computations. Wagner et al.
(1993) and Burkhauser et aL (1999) provide a description of the German data.

1.1.3 British Household Pane! Survey

The British Household Panel Survey (BHPS) is a survey following 10,000 representative
British persons (16f) living in 5,000 households (see Taylor et al., 1999). The data were
made available by the Data Archive at Essex University. It is an annual study that has been
carried out since 1991. The data we used here cover the years 1991-1997.

1.2 The income concept

1.2.1 Dutch incomes

The above-mentioned change in the setting of the SEP was accompanied by a change in the
way the data on income are gathered.~o' Previous to 1990, respondents were asked for their
net personal income of the previous month. For some income components, respondents
were asked for the net income received the previous quarter (e.g. child allowance) or year
(e.g. holiday allowances, 13`h month pay). Multiplying the monthly amounts by 12 (the
quarterly amounts by 3) and adding them up produces total yearly personal income. Since
1990, however, respondents have been asked for their gross income in the previous year.
Taxes paid then have to be estimated and subtracted in order to produce a net yearly
income. This change in measurement has had an impact on the level of income and its
distribution (see below).

As we use the 1985-1995 waves of the panel, we have 10 years of income data
(1985-1994) at our disposal. The incomes for the Netherlands do not include imputed
missing components. Households with missing income components were dropped from the
analyses.

Correction of the Dutch incomes
In terms of income distribution, the main effect of changing income measurement in the
Dutch data was to increase inequality and poverty. In an internal note (Fouarge 8c Muffels,
1998), we describe the method that was implemented to correct the income series so as to
reduce the distributional effects of the measurement change. Without going into too much
detail, we will briefly discuss the procedure. In the first step, a model was estimated to
explain the degree of over- or under-estimation of the monthly income components (labour
income, social security income, private transfers and income from assets) in total annual
income for 1989. It is possible to use the model for that year because income was measured

'o' All Dutch income data used in this study were computed at Tilburg Uni~ersity.
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both on a monthly (in the 1989 wave) and annual basis (in the 1990 wave). The following
model was specified and estimated on the data:

Y~ - a, wagex9 - ~ a,sttx9 t a,ssKy t a,~.sshhny ~- a5stucívR9 f afi ptrR9 i- a,a.ssyR9 t E [A.1 ]

where y~ is the total net household income in 1989 derived from the gross yearly income
data (from the 1990 SEP wave);
wage - labour income;
su - income from self employment;
ss - social security benefits such as unemployment, disability and old age benefits;
sshh - other social security benefits such as child and housing benefits;
study - study grants;
ptr - private transfers such as alimony;
assv - income from assets.

The 89 subscript indicates that the variables are measured using the 1989 SEP wave. All
income components are at the household level and have been annualised (multiplied by 12).
The a;'s represent the parameters to be estimated and e is an error term. Assuming that the
new method improves the quality of the income measurement, the a;'s can be interpreted as
the extent to which the net incomes from the 1989 SEP wave are more accurately measured
using the net yearly income from that year as derived from the gross income data in the
1990 SEP wave. Coefficients below unity indicate that the old method of income
measurement over-estimates the importance of the income component in total income. The
reverse holds for coefficients above unity. Labour income, social security income and
income from assets were found to be well measured under the old method of income
measurement (coefficient close to unity). Assuming this discrepancy in income
measurement is constant over time, the coefficients from the model were applied to the
monthly income components for the years 1985-1989.

However, there is still a difference between the level of the corrected 1989 income
and that derived from the gross income data. [n a second step, we used the information on
the residuals to inflate the income series as described in the following formula:

Y~-y,~`(1fc) with c-(3'~o-Ysv)~Ys9

where y, - the corrected net annual income;

y~ - the income estimated from equation A1;
v9„ - the average annual income as derived from the 1990 SEP wave;

y~9 - the average estimated annual income for 1989.
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The total estimated income for 1985-1989 has thus been inflated by approximately 3
percent.

In the analyses for the years 1985-1988, we used the income data corrected as
described above. For the years starting in 1989, we used the net income variables as derived
from the retrospective gross annual income data.

L2.2 Gern:an incomes

The SOEP also contains retrospective data on gross income and estimates of taxes paid by
the household. The income data we used for Germany are from the PSID-SOEP equivalent
datafile and were generated at Syracuse University. The data cover the years 1985-1995
and include imputed values for missing income components.

1.2.3 British incomes

In the BHPS, respondents are asked to report on their gross income from the previous years
to August of the current year.~"x Gross incomes have been converted into net incomes,
which are supplied as a supplement to the BHPS data (cf. Bardasi et al., 1999). We then
have income data for Great Britain for the year 1991-1997 at our disposal.

1.2.4 Post andpre-transfer ineome

Income variables at the household level were obtained by adding up the incomes received
by all household members. Post-government - or post-transfer - income is defined as the
sum of wages (11` and 2"`~ jobs, including holiday allowances, 13`h month pay, etc.), income
from self-employment, alimony (paid and received), private transfers, income from assets,
private pensions, public pensions, maternity benefits, unemployment, invalidity, widow(er),
orphan and housing benefits, child allowances, study grants and cash social assistance, from
which taxes are subtracted. We took no account of imputed rent for owner occupied
housing and non-cash benefits.

Pre-government - or pre-transfer - income equals post-government income minus
all public transfers: public pensions, matemity, unemployment, invalidity, widow(er),
orphan and housing benefits, child allowances, study grants and cash social assistance.

Comparing pre- to post-transfer income distribution enables us to assess the
redistributive impact of income support by the State. By thus assessing the redistributive
impact of social protection transfers, we implicitly assume that households pay taxes but
receive no direct payments from the State. This amounts to the assumption that the State

~rx The income data cover the period running from September of the year precious to interview to August of the
year of interview. For the sake of clarity, we will assume the variables relate to annual income in the year of
inten iew.
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collects taxes that it either consumes, invests (in infrastructure such as roads, schools, etc.)
or redistributes in the form of non-cash benefits. In Chapter 5, we also disaggregate the
redistributive effect of government intervention in order to account for the effect of taxation
and income transfers separately.

The comparison of pre- to post-transfer income has, of course, a number of
drawbacks. First, the procedure assumes that individuals and households pay taxes while
they do not receive cash benefits in return. While this is not problematic as such, it can be a
problem when a nation indeed spends a substantial part of its budget on non-cash
assistance. Since this would not be accounted for in pre-transfer income, the measured
redistributive impact of transfers would - erroneously - be low. In our case, this would not
be so significant because none of the three countries under study spends a substantial
amount of social protection for non-cash benefits (see also Chapter 4).

The second problem that arises from such comparison is that no account is taken of
the effect of the decrease in public transfer income on labour market behaviour.

In the following table, we indicate the proportion of the sample with zero or negative
income.

Table A.1.1: Percentages of negative and zero incomes in 1994
the Netherlands Germany Great Britain

Post-transfer income 0.7 0.5 0.1
Pre-transfer income 9.1 16.4 6.5

Sources: SEP (1995); PS~D-GSOEP (199.í); BHPS (1994).

1.2.5 Equivalised income

Households that vary in size or composition also have varying needs. Hence, the total
household income of a given household type is not straightforwardly comparable to that of
another household. One way of comparing income levels across household types is to use
equivalised income. This means that income is corrected for differences in household size,
composition, region ofhabitation, etc.

The choice of an equivalence scale reflects assumptions as to the economies of scale of
household size, the consumption requirements of the household, as well as its home production
capacity. Usually, equivalence scales are defined according to household size, the age of the
household members and the position within the household (head, partner, child, etc.).

We can represent the working of an equivalence scale more formally. Consider an
equivalence scale that only con-ects for household size. Call y the income level of a given
household. Say hs is the size of the household. Then, ye - y I hse is the standardised income
level of that household, where e is a parameter in the 0-1 interval. This general presentation
was first proposed by Buhmann et aL (1988). One extreme alternative is to set e equal to 0. In
that case, the equivalence scale is totally flat and does not differentiate among households of
different sizes. Hence, the parameter e assumes the existence of full economies of scale. The
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other extreme alternative is to set e equal to 1. It is then assumed that the relevant notion of
equivalent income is income per capita. The weights are given irrespective of the size of the
household to which the persons belong such that economies ofscale are disregarded. This leads
to a very steep equivalence scale which is unfavourable for large households as it assumes that,
if the income level of a single person is x, the equivalent income for a family of two would
have to be 2x, 3x for a family of three, etc. This is highly questionable. Therefore, equivalence
scales usually use an elasticity value between 0 and 1.

There is no consensus about the equivalence scale to be used, but the choice of one is
likely to affect the level of income, inequality and poverty (see Buhmann et al., 1988 and
Coulter et al., 1992). However, unless the population under scrutiny is going through major
demographic changes, it is not likely to affect the assessment of changes and trends in income,
inequality and poverty. A large body of literature has been devoted to the question of
equivalence scales and their effect on measures of welfare, inequality and poverty.'09 It is,
however, beyond the scope of this study to review this vast literature. The scale used here is the
so-called modified OECD equivalence scale. It accounts for the total household size and the
age of household members. A weight of 1 is attributed to the first adult, a weight of 0.5 to
every other person aged 14 and older and a weight of 0.3 to every person aged younger than 14
(see Hagenaars et al., 1994).

1.3 LJnit of analysis, weighting and sample size

1.3.1 Unit of analysis and weighting

In cross-sectional studies, the household is the usual unit of analysis. However, because
households change over time - due to marriage, separation, children born or leaving home
- this does not make it an appropriate unit of analysis for panel studies (see Duncan 8c Hill,
1985, Jenkins, 2000). All analyses are, therefore, canied out at the individual level,
although the household remains the unit of observation. It is assumed that individuals
within the same household share a number ofcommon characteristics. Characteristics of the
household - i.e. composition and income - were assigned to every person, including the
children, within the same household. With respect to household income, it is thereby
assumed that income is equally shared within the household and that, if household income
is found to be below the poverty line, all household members are poor. It could, however,
be the case that income is not equally shared within the household. Yet, the data at our
disposal are not sufficient to test this assumption. Socio-economic characteristics of the
household head - his~her age, gender, economic activity, etc. - are matched to every person
within the household. Many analyses of the poverty risk will be made with respect to socio-
economic characteristics of the household head. This procedure will possibly wrongly

""' See, for example, Blundel 8c Lewbel (1991), Buhmann et aL (1988), Coulter et aL (1992), Kapteyn 8c Van
Praag (1976), Pollak 8c Wales (1979).
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classify some households; for example, when a poor household's head is unemployed but
the other adults in the household are employed. For this reason, a number of labour market
variables have been constructed at the household level: number of employed adults, number
of hours worked by all adults (see below).

All cross-sectional data are weighted using the cross-sectional weights available in
the original datasets. For the dynamic analyses, the data were weighted by longitudinal
weights to correct for selective attrition. For each period of time, these weights were
computed as the product of the cross-sectional weight for the first year and the sequence of
attrition weights up to the end of the period. The attrition weights are to account for
selective losses between each adjacent pair of waves. Such weights were readily available
in the PSID-GSOEP data and the BHPS. We estimated wave to wave attrition in the Dutch
SEP using logistic regression modelling. The models estimated included variables such as
age, income position, primary activity and house ownership. The predicted value from the
model - denote it s- is the staying probability; the probability to remain in the panel
between wave t and tfL Longitudinal weight (lu~,.,.;) for the period t to tfj can be computed
as follows:

Iwr rt;
r.rtl i-~.rt j

e

where w, represents the cross-sectional weight in t.

1.3.2 Sample size

Table A.1.2 describes the number of persons - including children - in our data. The table
also shows the number of persons with a valid household income.

In this study, a distinction is made among the short, medium and long term. Cross-
sectional results will be taken to represent the short term. The medium term will be
approximated by considering five consecutive years of data and the long term by combining
seven or ten years of panel data. Given the waves of data available to us at the time of the
research, it was not always possible to have the years of data used to define the medium and
long term overlap perfectly. For example, comparing income over the five-year period
1991-1995 requires the 1991-1995 waves of the BHPS and the 1992-1996 waves of the
GSOEP, containing income for the years 1991-1995.~~o At the time of the research, the
1995 wave of the Dutch data was the most recent one available. Comparisons had to be
carried out using the 1991-1995 waves of the SEP containing income data for the years
1990-1994. The sample sizes of the datasets used for the medium and long-term
comparisons are given in Table A.1.3.

~~u Remember that in Germany - and in the Netherlands since 1990 - the income variables refer to the year
previous to the year of interview.
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Table A.1.2: Sample size of the three panels

Wave

the Netherlands Germany
SEP PSID-GSOEP

Great Britain
BHPS

Sample size Valid Sample size Valid Sample size Valid
household household household

income income income
1985 11,838 11,696
1986 14,042 13,882 13,079 13,076
1987 13,875 13,844 12,856 12,849
1988 13,772 13,643 12,212 12,209
1989 11,783 1 1,777
1990 13,404 13,028 17,304 1 1,329
1991 12,278 1 I,7 I4 16,909 1 1,5 I 2 13,902 11,634
1992 13,426 12,192 16,504 16,497 13,151 11,001
1993 13,083 11,215 16,176 16,171 13,104 10,475
1994 13,029 12,098 16,503 16,490 12,851 10,477
1995 12,791 11,981 16,973 16,960 12,549 10,125
1996 16,558 16,545 12,720 10,544
1997 15,042 10,556

Sources: SEP (1985-1995); PS~D-CSOEP (1986-1996); BHPS (1991-1997~.

Table A.1.3: Sampte size for longitudinal analysis

the Netherlands
SEP

Wavesa Valid
household

income

Getmany Great Britain
PSID-GSOEP BHPS

Waves Valid Waves Valid
household household

income income
Medium-term:

five years 1985-1990 7,470 1986-1990 9,486
1991-1995 6,753 1992-1996 12,713 1991-1995 7,197

Long-term:
seven years 1988-1995 5,722 1990-1996 7,830 1991-1997 6,450
ten years 1985-1995 3,636 1986-1995 7,057

a: Since 1990 income has been asked retrospectively for the year before interview.
Sources: SEP (1985-1995); PSID-GSOEP (1986-1996); BHPS ( 1991-1997).

1.4 Constructed variables

The results in this study are reported in relation to a number of variables, among which
demographic, income, labour market and human capital.

As to the demographic variables, we distinguish seven family types: single non-
elderly, single elderly, couples without children, couples with children, elderly couples,
lone parents and other household types. The description of these family types is given in
Table A.1.4. Besides distinguishing between households with and without children, we also
consider the impact of a larger number of children in the household (none, one, two, three
or more) on the poverty status. Gender and age of the household head are included as
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general demographic characteristics of the household. In a sense, they can also be
interpreted as measures of human capital of the household.

Table A.1.4: Description of family types
Household type Description
Single non elderly Single person household
Single elderly Single person of pensionable age (65 years or more, 60 if female

in Great Britain)
Couple without children Couple, head is below retirement age, no child below 16 years
Couple with children Couple, head is below retirement age, children below 16 years

old
Elderly couple Couple, head is ofpensionable age (65 year or more, 60 if female

in Great Britain)
Lone paren[s Single person, children below 16 years old
Other All other household types

The educational level of the household head is introduced as a measure of human
capital. As it is difficult to compare educational achievements internationally, we use a
basic classification of educational level: low (less than high school), average (high school)
and high (more than high school). It appears in fact, that this rough classification performs
rather well in our analyses.

Three variables are used to represent the labour market status of the household. The
first one indicates whether or not the household head has paid employment not. The
category `not employed' includes the unemployed, disabled, housemen and housewives,
shtdents, etc. Assuming that the more the household members are engaged in gainful
employment, the lower the chances of being poor will be, our tables also include the total
number of employed persons in the household. The last variable is a composite one
indicating the `use of work potential by the household'. [t is defined as the total number of
hours worked by all household members divided by the potential number of working hours
for the household on a weekly basis (number ofadults times 38 hours).

Finally, the social security status is accounted for by the proportion of social security
income in total disposable income.



Appendix 2: The measurement of
inequality

There are a great variety of analytical tools to describe the distribution of income, each of
which measures different aspects of inequality. Some measurements are simply common
sense, others rest on complex mathematical constructions. An overview of inequality
indices can be found in Coulter ( 1989) and Cowell ( 1995). In this study, we use a limited
set of inequality indices to measure the degree of inequality of the income distribution in
the Netherlands, Germany and Great Britain. The measurements applied are: the percentile
ratio, the relative mean deviation, the Gini coefficient, the Theil coefficient and the
Atkinson coefficient.

A simple measurement of inequality is the P75~P25 percentile ratio. [t incorporates
information on two particular points in income distribution by relating the income level at
the top quarter of income distribution to that at the bottom quarter. Hence, it gives an easily
interpretable measurement of the distance between the income of those at the top and those
at the bottom of the income distribution.

The relative mean deviation (tl~ is the average absolute distance separating one's
income from the mean. This quantity is expressed as a proportion of the mean in order to
have a measurement of inequality that is free of ineasurement unit. In terms of Pen's Parade
of Dwarfs (Pen, 1971) - all persons are ranked according the their income level, as in
Figure A.2.1 - it amounts to computing the area above and below the mean ( represented by
point A in the figure) and relating it to ( twice) total income. In terms of the notations in
Figure A.2.1, the relative mean deviation equals the OAB area plus the BDE area divided
by twice the OADN area.

For a population n with an income distribution vectory (yi 5 ti'Z 5... 5 Yn) where y; is
the adult equivalent income of the ith recipient ( i-1, ... n) and ~ the average income, M is
defined as follow:

1
M~''n~- 2n~ ~,-ily'~ -,ul .

The minimum value of M is 0(complete equality) which would be the case if the
OBE curve were equal to the AD line so that everybody has an income equal to the mean.
The maximum value of M- in the cases of full inequality - is 1 and applies to situations in
which income is monopolised by one person so that the OBE curve runs along the dotted
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line. ~~~ Defined as such, the relative mean deviation can be interpreted as the percentage of
the income of the rich (income above the mean) that should be redistributed to the poor
(income below average) in order to get an equal distribution of income (everyone with an
average income). Hence, this measure is also referred to as the Robin Hood indicator of
inequality.

Figure A.2.1: Pen's Parade of Dwarfs

Incomc

This inequality measure M has the major drawback that it is insensitive to the
distribution of incomes above and below the mean. Any redistribution of income among
those with a below-average income ( a change in the curvature ofOB, everything else being
equal) or those with above-average income (a change in the curvature of BE, everything
else being equal) would leave the value of M unchanged. It thereby violates the Pigou-
Dalton transfer axiom.

Another well-known summary index of inequality used in this study is the Gini
coefficient. The Gini coefficient can be directly derived from the Lorenz curve, as is
depicted in Figure A.2.2. It represents the income share enjoyed by the p per-cent of the
population with lowest income, to be called L(y,p). The horizontal axis represents the
cumulative percentage of the population while the vertical axis represents the cumulative

~~~ The relative mean deviation is sometimes computed as ~y~~,:n)- tiN ~`- I~, -~I ( see for example Cowell,

1995, Sen á Foster, 1997) with values between 0 and 2(n-I)In. Dividing M by 2, as we do here, does not
change the descriptive value ofMbut has the advantage that, for large samples, M has values between 0 and I.
as with other widely used summary measures of inequaliry.
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percentage of total income. Given that 0 percent of the population enjoys 0 percent of total
income (point O in the figure) and that 100 percent of the population enjoys 100 percent of
total income (point B), the Lorenz curve will run from the bottom left corner to the upper
right corner of the figure. The straight line OB represents a situation of perfect income
equality where everyone has an equal share of total income. A curve running along the
corners O, A and B, indicates a situation of perfect inequality. A Lorenz curve will
typically lie between these two extremes. Hence, whenever a Lorenz curve for an income
vector y lies above that for the income distribution y', we will say that y Lorenz dominates
distribution y '. ~ ~`

Figure A.2.2: Lorenz curve

However, when Lorenz curves cross (as in Figure A.2.3), ranking become
ambiguous. This led Shorrocks ( 1983) to introduce the notion of the Generalised Lorenz
curve. A Generalised Lorenz curve (GL(v,p)) is obtained by scaling the Lorenz curve by the
mean level of income in the distribution: GL(y,p)-~L(v,pl. Shorrocks argued that this
scaling will often reveal dominance relationships that are not apparent from Lorenz curves.
A second advantage is that the Generalised Lorenz curve incorporates information
regarding equity (L(v,p)), as well as efficiency (~). However, the same limitation applies to
Generalised Lorenz curves as to Lorenz curves: if two curves intersect, it is not possible to
rank one distribution as more equal than another.

"' Distribution y Lorenz-dominates v' if b' L ~ L and L v, )~ L v' , ) for at least one. P- (v.P)- [y'~,P) C P C P P.
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Figure A.2.3: Inequality and crossing Lorenz curves

l OOoro

0 Cum. percentage of income recipients 100 oro

In any case, the distance between the Lorenz curve and the line of perfect equality
can be seen as an indicator of inequality, and the Gini coefficient uses this information.
Gini is the ratio of the area between the Lorenz curve and the line of perfect equality to the
total area below the OB line. Given the same notations as above, The Gini coefficient (G)
can be computed as follows:

„ „

G~~~~- 2n~u ;-i ~-i Y~ - y~ .

Unlike the relative mean deviation, Gini does not view inequality in terms of
deviations from a central measurement of income (such as the mean), but takes the
differences between all pairs of income. Gini has a maximal value of 1 and a minimum
value of 0. Although it is sensitive to transfers all along the income distribution - and
thereby satisfying the transfer axiom - it is more sensitive to transfers towards persons in
the middle of the distribution than towards them at the ends of the distribution. Whenever
two Gini coefficients are equal for two distributions y and y~ , they will be said to display
the same degree of inequality.

In the case depicted in Figure A.2.3, where the two Lorenz curves intersect, it is not
at all obvious that both distributions display the same degree of inequality. In distribution
y~, incomes at the lower end are obviously more equally distributed than in distribution y.
However, high incomes are more equally distributed under y than under y~. Hence, when
evaluating the degree of inequality, one might want to explicitly incorporate value
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judgements into the inequality index such that, when desired, a distinction can be made
between distributiony andy~ ( see the Atkinson inequality index below).

Inequality is also computed using the Theil coe~ficient. Unlike the other coefticients,
Theil has no straightforward graphical representation. ~~' Using the notations introduced
earlier, the Theil coefficient ( T) can be computed according to the following formula:

T(y;n~- 1 ~ t-' InYi .
n ~i-' ~ ~

This index is actually part of a wider class (Generalised Entropy) of inequality indices. The
Generalised Entropy family of inequality indices is given by:

GEa~Y;n) - 1 1 " yi a l a~ 0,1
n a(a-1~~~-~ ~~ ~ ~

with GE~w;n~-T~y;n~,and GEow;n~-~~~~ln~~ ~.n ;-i y;

Generalised Entropy indices share a number of interesting properties, one of them being
that they are additively decomposable by subgroups. Subgroup decomposability implies
that total inequality can be decomposed into `within-group' and `between-group' inequality
(Shorrocks, 1980):

TCV,i7) ~ y7 ki~kTV'k,nk1} ~ nk~k ln ~k

- ~k-1 rl~ J ~A-1 rt~ ~

The second term measures between-group inequality and T(vk; n~ stands for within-group
inequality. The first term then represents the weighted sum of within-group inequality with:

,~l ~
T~vk ~nk I-

. i.k ln i,k '

~-~ nkluk ~k

where k is the subgroup number (k-1,..., 1~, nk the number of individuals in subgroup k, y;.k
the equivalent income of the ith person in group k, ~ the average income, and ~k the
average income in group k. The Theil coefficient has values between zero, when there is no
inequality, and In(n), when inequality is maximal.

~~~ See Cowell's (1995) graphical presentation of TheiPs entropy measure.
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The last index we will use in this study is the Atkinson index of inequality (Atkinson,

1970). This is a normative index since it incorporates a parameter for inequality aversion

that can be varied by the researcher. Increasing the parameter corresponds to increasing the
value given to low incomes in the computation. This does not mean that `positive'
inequality measures such as the relative mean deviation, Gini and Theil are value free. In
fact, it has been shown that the Gini is more sensitive to transfers around the modal income
class and the Theil coefficient to transfers at the upper and lower end of income distribution
(Atkinson, 1970, Kakwani, 1986) which, in fact, means that a number of implicit value
judgements are made. The Atkinson measure makes such value judgements explicit. The
Atkinson (A) coefficient is defined as follows:

,~
,i-t

A(v;n,e~-1- 1( ~n 1~ forE~ 1,
~ l ~-~ nY t-e~

Aw,n,s~-1- 1 ~~ 1 fOIE-1,
~t ~-~ n lny;

where E is a coefficient of risk aversion for inequality. If E is set to zero, the measure is

totally insensitive to income differences and transfers among individuals. As E increases,

more weight is given to inequality among individuals. See also Mitchell (1991: 109) for the

interpretation ofE.



Appendix 3a: Description of the data
used for the estimation of the error
component model

The Dutch data used for the estimation of the panel regression model in Chapter 7 are from
the Dutch Socio-Economic Panel (SEP; see also Appendix 1). The German data come from
the German Socio-Economic Panel, as made available through the PSID-GSOEP equivalent
file. The British data are from the British Household Panel Survey (BHPS). The panel
regression model was estimated using a balanced panel dataset. Because the model was
found to be quite sensitive to a small number of extreme values, some cases have been
removed: sample members with logarithm of income-to-needs ratios below -3 or above f3
were excluded from the analysis, as well as respondents whose variance of log income-to-
needs exceeds 2. These restrictions exclude most of the respondents for whom large
measurement error of income can be expected. This selection is similar to that performed
by Duncan and Rodgers (1991).

Table A.3.1 summarises the main features of the balanced datasets used for
estimation of the error component model.

Table A.3.1: Main features of the balanced panel
the Netherlands Germany Great Britain

(SEP) (PSID-GSOEP) (BHPS)
Time period 1988-1994 1989-1995 1991-1997
N each year 5,423 5,751 6,382
Median net standardised f 42,218 DM 48,665 f 8,061
household income
Mean income-to-needs .720 .767 .687
(variance; ~,.) (.259) (.227) (.320)

Sources: SEP (1988-1995), GSOEP (1990-1996). BHPS (1991 -1997); balancedpanel.

Given the seven years of data, we had 28 unique moments at our disposal to perform
the minimum distance estimation. The covariance matrices of the polled cross-sections
residuals used in the minimum distance estimation (see Appendix 3b) are shown in the next
three tables.
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Table A.3.2: Covariance matrix of polled cross-sections residuals for the Netherlands
1988 1989 1990 1991 1992 1993 1994

1988 0.221
1989 0.133 0.225
1990 0.130 0.153 0.259
1991 0.123 0.147 0.183 0.252
1992 0.111 0.137 0.163 0.176 0.288
1993 0.108 0.125 0.153 0.165 0.182 0.236
1994 0.105 0.127 0.148 0.158 O.168 0.183 0.226

Sourre: SEP (1988-1995); balanced panel.

Table A.3.3: Covariance matrix of polled cross-sections residuals for Germany
1989 1990 1991 1992 1993 1994 1995

1989 0.184
1990 0.140 0.212
1991 0.124 0.156 0.220
1992 0.112 0.143 0.158 0.221
1993 0.102 0.122 0.134 0. ] 59 0.230
1994 0.091 0.113 0.119 0.140 0.165 0.242
1995 0.079 O.I01 0.107 0.122 0.143 0.156 0.223

Source: GSOEP (1990-1996); balanced panel.

Table A.3.4: Covariance matrix of polled cross-sections residuals for Great Britain

1991 1992 1993 1994 1995 1996 1997
1991 0.316
1992. 0.242 0.322
1993 0.222 0.253 0.323
1994 0.204 0.228 0.257 0.311
1995 0.191 0.212 0.231 0.253 0.317
1996 0.179 0.196 0.216 0.227 0.249 0.301
1997 0.173 0.195 0.210 0.216 0.226 0.241 0.325

Source: BHPS (1991-1997); halanced panel.



Appendix 3b: Estimation procedure of
the error component model

To date, there is no statistical software with ready-to-use routines to estimate the type of
models presented in Chapter 7. Therefore, using the same methodology as Abowd and Card
(1989) and Dickens (2000), we estimated the parameters of the model by fitting the
theoretical covariance structure to the empirical second moments (minimum distance
estimation).14 These calculations were performed in two steps on a balanced dataset (see
Appendix 3a). In a first stage, a pooled cross-sections regression was estimated. In a second
step, the residuals of the first stage regression were used in the estimation of the minimum
distance function, as explained below.

Given a balanced sample (N x T), let us define the vector u' -(u; ,,..., u; T), the
vector of error derived from a first stage pooled cross-sections regression. The constant
term in the pooled cross-sections regression equals the income-to-needs ratio averaged over
time and individuals (~). The error term u;, corresponds to the variance of ,u; and 5;., in
equations [ 1] and [2] in Chapter 7.

The covariance matrix Mcan be written as:

M - ~ ~ru;u~ .

M is symmetric and has T(Tf1)~2 distinct elements. Define m; as a column vector
containing the distinct elements of the individual cross products u;u; , m; - N(m,V ) , where
m is a column vector of the elements from M and V ís the fourth moments matrix:

V- 1 ~~m;-mXm;-m~.
N ~

Given the model represented by equations [ 1] and [2] in Chapter 7, the theoretical
covariance matrix accounting for the AR( I) process equals:

( l P~`-s' ( 1
E1u;.rui.sl-óufóf Z-f`6~~6ë~pl'

1-p

"' We are grateful to Lorenzo Cappellari from the University of Essex for his help and his STATA programme
used for our estimations (see Cappellari, 1999).
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E(u; ,u; ,) can be represented by a column vector f(b) - f(6N,6F , p) . Following the
minimum distance estimation method, we obtained the parameters by minimising the
quadratic form (m - f(b))' A(m - f(b)) with respect to b, where A is some suitable
weighting matrix. With A as the identity matrix, as suggested in Altonji and Segal (1994),
the method is equivalent to non-linear least squares estimation. The standard errors of the
estimated parameters are then given by: (G'G)-'GVG(G'G)-' , where G is the gradient
matrix evaluated at the estimated value of b:

G-~f~b~
Sb h-h .

Note that, because we estimate the model at the individual level and assign
standardised household income to each person within the same household, the observations
are not truly independent, while they are assumed to be so in the modeL This might result in
an underestimation of the standard error of our estimates.

Given the number of estimated parameters (p), a test of correct model specification
against the alternative hypothesis of unrestricted covariance structure is given by:

N~m-.Í~b))v '~m-.flb))--.i~T~~''~-v~~

The model was estimated separately for the three countries using the STATA procedure
written by Cappellari (1999).
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Samenvatting

Met het verdergaande proces van economische en monetaire integratie in Europa wordt de
wederzijdse afhankelijkheid tussen lidstaten versterkt. Hoewel grote efficiency winsten
worden verwacht, beperkt dit proces ook de beleidsruimte van de EU landen. Zo beperken
de in het kader van de EMU gemaakte afspraken de mogelijkheden van lidstaten om
tijdelijke macro-economische schokken te corrigeren door middel van monetair en
budgettair beleid. Dit is niet zonder consequenties voor het sociaal beleid. Met name wordt
er in de literatuur geregeld gewezen op de mogelijke neerwaartse spiraal van fiscale
concurrentie en de daarmee gepaard gaande `social dumping'. Toch vindt Europese
integratie voornamelijk plaats op economisch vlak en het onderwerp van sociaal beleid
blijft op de achtergrond. Achterliggende vraag in deze dissertatie is of er een rol voor de EU
is weggelegd op het terrein van sociaal beleid of dient dit terrein onder de
verantwoordelijkheid van de lidstaten te blijven. Deze vraag wordt benaderd vanuit
economisch perspectief en wordt toegespitst op inkomensherverdeling en de bestrijding van
(langdurige) inkomensarmoede.

Om deze onderzoeksvraag te beantwoorden werd in eerste instantie verwezen naar
de sociale doelstellingen van Europa zoals geformuleerd in het EG-verdrag. Daarbij wordt
opgemerkt dat, sinds kort, sociale uitsluiting een belangrijke thema wordt in Europa.
Echter, de EU bevoegdheden inzake sociale bescherming zijn onderworpen aan de
subsidiariteittoets. Subsidiariteit neemt een belangrijke plaats in bij het beoordelen van de
opportuniteit van gemeenschapsoptreden. Het subsidiariteitsbeginsel neemt als uitgangs-
punt de verantwoordelijkheid van de kleinste sociale eenheid. Pas als dat niveau faalt zal
een hoger niveau de verantwoordelijkheid op zich nemen. In Europa wordt dat beginsel
door de lidstaten voornamelijk gebruikt om hun soevereiniteit te waarborgen en overdracht
van verantwoordelijkheden naar de EU te beperken. Uit onze analyse van de oorsprong van
het subsidiariteitsbeginsel (hoofdstuk 2) blijkt echter dat een andere, positieve, invulling
gegeven kan worden aan dit beginsel: hogere entiteiten hebben de plicht om entiteiten op
een lager niveau te helpen bij het verwezenlijken van hun doelstellingen. Dit geldt met
name wanneer menselijk waardigheid niet gewaarborgd wordt. Dit heeft consequenties
voor de rol van de overheid en de EU als het gaat om de bestrijding van armoede. Om te
bezien wat deze rol zou kunnen zijn wordt gezocht naar een economische
operationalisering van subsidiariteit en worden de implicaties daarvan voor sociale
bescherming en herverdelingsbeleid onderzocht (hoofdstuk 3). Het gaat zowel om gebruik
te maken van de economische theorieën om te bezien of inkomensbescherming in Europa
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op centraal (EU) dan wel decentraal niveau (lidstaten) dient plaats te vinden, alsook of,
binnen lidstaten, de overheid of juist de markt deze functie op zich moet nemen.

Wat betreft dat eerste suggereert de economische invulling van subsidiariteit dat in
samengestelde staten, wanneer productiefactoren immobiel zijn, herverdeling beter op lager
niveau kan plaatsvinden omdat daar behoeften en preferenties beter waargenomen worden.
Wanneer productiefactoren mobiel zijn, daarentegen, is decentrale herverdeling inefficiënt.
Hoewel de mobiliteit van de factor arbeid momenteel laag is in Europa, wij beargumenteren
dat toekomstige ontwikkelingen in de EU een invloed zullen hebben op armoede en de
mate waarin lidstaten vorm kunnen geven aan hun herverdelingsbeleid. Deze
ontwikkelingen hebben te maken met de consolidatie van de EMU, het optreden van
economische schokken en de toekomstige uitbreiding van de EU. Vooral dat laatste zal naar
verwachting gepaard gaan met een toename van de (laagbetaalde) arbeidsmobiliteit in
Europa en de welvaartstaten onder druk zetten. Vanuit theoretisch perspectief worden een
aantal scenario's uitgewerkt met betrekking tot toekomstige ontwikkelingen op het terrein
van sociaal beleid (hoofdstuk 4). De effecten daarvan op annoede en inkomensongelijkheid
worden empirische vastgesteld aan de hand van microdata van het European Community
Household Panel (hoofdstuk 8). Geconcludeerd wordt dat fiscale concurrentie tussen
lidstaten leidt naar suboptimale niveaus van sociale bescherming en toename van armoede.
Daarentegen, armoede zou substantieel kunnen afnemen indien een sterk Europees sociaal
model wordt gerealiseerd.

Ook de rolverdeling tussen individu, gezin, markt en de Staat kan bezien worden in
het licht van het subsidiariteitsbeginsel. In dat perspectief suggereert de economische
invulling van subsidiariteit dat het huishouden en de arbeidsmarkt de primaire instituties
zijn voor het waarborgen van individuele welvaart. Zelfredzaamheid staat centraal in het
economisch denken. Toch moet worden vastgesteld dat de Staat de herverdelende functie
op zich neemt. Dit komt doordat marktmechanismen niet in staat zijn om een systeem van
minimuminkomenbescherming voor de armen tot stand te brengen. Marktfalen en
informatieproblemen zijn daarvan de oorzaak (hoofdstuk 3). De discussie omtrent de
herverdelende functie van de welvaartstaat vindt doorgaans plaats tegen de achtergrond van
een veronderstelde afruil tussen economische efficiency en rechtvaardigheid. Een van de
interessante bevindingen uit de dissertatie is dat, zowel vanuit theoretisch als empirisch
perspectief er niet per definitie een uitruil bestaat tussen economische en sociale efficiency.
Met andere woorden, een goed niveau van sociale bescherming hoeft niet ten koste te gaan
van de economische prestaties van een land. Integendeel, sociale bescherming, bijvoorbeeld
door middel van investeringen in het menselijk en sociaal kapitaal van haar burgers, kan
zelfs de economische efficiency stimuleren, doordat het zorgt voor een betere match op de
arbeidsmarkt en doordat het de productiviteit bevordert. Sociale bescherming kan daarom
worden gezien als een productieve factor.

De mate van samenhang tussen sociale en economische efficiency hangt overigens
af van het tvpe welvaartstaat (hoofdstuk 4). Een diepgaande vergelijkende analyse wordt
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gepresenteerd van de economische en sociale efficiency van armoedebestrijding in een
aantal kenmerkende welvaartstaten in Europa: Nederland, met een welvaartstaat in de
sociaal-democratische traditie (nadruk op de Staat), Duitsland in de corporatistische traditie
(nadruk op sociale groepen) en het Verenigd Koningrijk in de liberale traditie (nadruk op
marktmechanismen). Er is gebruik gemaakt van longitudinale datasets en panel
analysetechnieken die licht werpen op de aard, omvang en oorzaken van (langdurige)
armoede in Europa. Daarbij is gekeken naar het korte- en langetermijn effect (tien jaar) van
het optreden van de overheid op de bestrijding van armoede (hoofdstukken 5, 6 en 7). Onze
analyses laten zien dat de Britse welvaartstaat de minst herverdelende is van de drie. Daar
is ook meer armoede.

Over een langere periode bezien komen veel meer mensen in aanraking met
armoede dan wordt gesuggereerd met cross-sectiegegevens. In de eerste helft van de jaren
negentig (1991-1995) zijn 18 procent van de Nederlanders en Duitsers tenminste één keer
arm geweest ten opzichte van 9, respectievelijk 10 procent in 1995. In diezelfde periode
kwam een kwart van de Britten in aanraking met armoede tegenover iets meer dan 12
procent in 1995. De mate van mobiliteit in en uit armoede is groot: 50 tot 60 procent van de
armen slaagt er in uit armoede te komen van de ene jaar op het andere. Desalniettemin
verblijft een niet te verwaarlozen groep permanent in armoede: 4 procent in Nederland and
Duitsland, het dubbele in het Verenigd Koningrijk. Het arbeidsmarktstatus en menselijk
kapitaal zijn belangrijke determinanten van langdurige armoede.

De bevindingen onderschrijven het belang van actieve sociaal beleid op het niveau
van de lidstaten. Toch is dat, met name voor de langdurig armen, niet voldoende. Investeren
in de capaciteiten van mensen - door scholing, sociaal kapitaal - is noodzakelijk vanuit
sociaal en economisch oogpunt (hoofdstuk 9). Omdat fiscale concurrentie tussen lidstaten
naar suboptimale niveaus van sociale bescherming leidt wordt gepleit voor betere
afstemming tussen lidstaten op dit terrein. De EU zou hier een faciliterende rol in kunnen
hebben. Vanuit het oogpunt van positieve subsidiariteit dient de EU de lidstaten te
ondersteunen en te stimuleren bij het ontwikkelen van een goed sociaal beleid. Verder is het
wenselijk de werkgelegenheidsbeleid en sociale uitsluitingsbeleid in de EU nader tot elkaar
te brengen.



Résumé

Suite au processus d'intégration économique et monétaire, la dépendance mutuelle entre les
États membres de l'Union Européenne (UE) s'est intensifiée. Bien que des gains
d'efticience soient escomptés, ce processus limite également la marge de maneeuvre des
pays membres. Ainsi les accords pris dans le cadre de 1'Union Economique et Monétaire
limitent-ils les possibilités qu'ont les États membres de corriger des chocs économiques
temporaires à l'aide de politiques monétaires ou budgétaires. Ceci n'est pas sans
conséquences pour les systèmes de politique sociale. Une large littérature indique le risque
potentiel d'une spirale descendante de concurrence fiscale conduisant à une situation de
dumping sociaL L'intégration européenne prend principalement forme sur le terrain
économique et le sujet de politique sociale reste souvent à l'arrière plan. La question sous-
jacente à cette dissertation est celle de 1'inscription spatiale des politiques sociales en
Europe : y a-t-il un róle à jouer par 1'UE en ce domaine ou ce terrain doit-il rester celui des
États membres ? Cette question est abordée du point de vue d'un économiste et se
concentre essentiellement sur la problématique de la redistribution des revenus et de la lutte
contre la pauvreté persistante.

Afin d'apporter une réponse à cette question nous avons d'abord fait référence aux
objectifs sociaux de I'Europe tels que formulés dans le Traité Européen. Nous remarquons
en outre, que I'exclusion sociale est en train de devenir un thème important au niveau
européen. Cependant, les compétences de 1'Europe en matière de politique sociale sont
soumises au test de subsidiarité. La subsidiarité prend par ailleurs une place importante
quant à juger de l'opportunité d'action au niveau de la Communauté. Le principe de
subsidiarité a comme point de départ 1'autosuffisance des entités sociales du niveau le plus
bas. Ce n'est que quand celles-ci échouent dans leur objectif que des entités d'un niveau
supérieur prennent la relève. Le principe est utilisé par les États membres essentiellement
dans le but de préserver leur souveraineté et de limiter le transfert de responsabilités vers le
niveau européen. De notre analyse des origines du principe de subsidiarité (chapitre 2), il
ressort qu'une interprétation positive peut être donnée à ce principe : elle signifie que les
communautés de rang supérieur ont le devoir de soutenir et d'assister les entités de rang
inférieur. Dans cette optique, le róle de la société est de s'assurer que les plus vulnérables
soient adéquatement protégés. Elle se doit également d'entreprendre une action positive
pour assurer le développement des capacités des individus qui la composent. Les
implications économiques de ce principe ont été développées (chapitre 3). Par référence aux
théories économiques existantes, il s'agit de déterminer si les politiques redistributives
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doivent être mises en place au niveau central ou décentralisé, mais également si, au sein de
pays membres, 1'État ou le marché doit prendre en charge cette responsabilité.

L'interprétation économique de la subsidiarité suggère que dans les États à caractère
fédéral, lorsque les facteurs de production sont immobiles, la fonction redistributive doit
être exercée au niveau décentralisé car les besoins et préférences sont mieux per~us à ce
niveau. Lorsque les facteurs sont mobiles, par contre, la redistribution au niveau
décentralisé est inefficiente. Bien que la mobilité du facteur travail soit faible actuellement,
nous argumentons qu'un certain nombre de développements en Europe vont avoir une
incidence sur la pauvreté et la capacité des États membres à mener leur politique de
redistribution. Ces développements ont trait à la consolidation de 1'UEM, la présence de
chocs économiques et le futur agrandissement de 1'UE. Ce dernier va vraisemblablement
s'accompagner d'une augmentation de la mobilité du travail - en particulier des bas salaires
- mettant les systèmes redistributifs sous pression. D'un point de vue théorique un certain
nombre de scénarii quant au développement futur sur le terrain de la protection sociale sont
présentés (chapitre 4). Les effets de ceux-ci sur la pauvreté et 1'inégalité des revenus sont
quantifiés de manière empirique sur base du panel européen des ménages (ECHP ;
chapitre 8). Nous concluons que la concurrence fiscale entre les pays membres va conduire
vers des niveaux sous-optimaux de protection sociale et une augmentation de la pauvreté.
Par contre, la pauvreté diminuerait substantiellement si un modèle social européen robuste
était réalisé.

La distribution des responsabilités entre 1'individu, la famille, le marché et 1'État est
également analysée à la lumière du principe de subsidiarité. Dans ce contexte,
I'interprétation économique de la subsidiarité suggère que la famille et le marché du travail
sont les entités primaires pour garantir le bien-être individuel. L'autonomie individuelle est
effectivement un élément central de la pensée économique. II faut cependant bien
reconnaitre que l'État a largement pris en charge la fonction redistributive. Cela est du au
fait que le marché n'est pas en mesure de mettre sur pied des mécanismes de protection du
minimum vital pour les pauvres. Les défaillances du marché et les problèmes d'information
en sont les raisons (chapitre 3). Le débat quant à la fonction redistributive de 1'État-
providence a communément lieu sur fond d'un prétendu compromis entre efficience
économique et équité sociale. Un des résultats intéressant de cette dissertation est que, aussi
bien d'un point de vue théorique qu'empirique, il n'y a pas nécessairement d'arbitrage entre
efficience économique et sociale. En d'autres termes, un niveau généreux de protection
sociale n'est pas nécessairement au détriment des prestations économiques d'un pays. Au
contraire, la protection sociale, par exemple sous forme d'investissements en ressources
humaines et capital social, peut même stimuler 1'efficience économique car cela engendre
un meilleur équilibre sur le marché du travail et promeut la productivité. La protection
sociale peut par conséquent être per~ue comme un facteur productif.

Le degré de cohésion entre efficience sociale et économique dépend par ailleurs du
type d'État-providence (chapitre 4). Nous présentons une analyse comparative approfondie
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de I'efficience sociale et économique des politiques redistributives dans quelques États-
providences caractéristiques en Europe : les Pays-Bas, État-providence dans la tradition
social-démocrate ( accent sur 1'État), 1'Allemagne, État-providence dans la tradition
corporatiste (accent sur les groupes sociaux) et le Royaume Uni, État-providence dans la
tradition libérale ( accent sur les mécanismes de marché). Nous avons fait usage de données
longitudinales et de méthodes d'analyse de panel pour mettre à jour la nature, 1'ampleur et
les causes de la pauvreté permanente en Europe. Nous avons considéré les effets de court et
long terme de 1'action publique sur la pauvreté (chapitres 5, 6 et 7). Nos analyses montrent
que 1'État-providence Britannique est le moins redistributif des trois. C'est également là
qu'il y a le plus de pauvreté.

Sur une période longue, beaucoup plus de personnes sont confrontées avec la
pauvreté que les données transversales ne suggèrent. Dans la première moitié des années
quatre-vingt dix (1991-1995), 18 pour-cent des néerlandais et des allemands ont été au
moins une fois pauvres. En 1995, par contre, ce pourcentage était, respectivement, de 9 et
10 pour-cent. Dans la même période, un quart des britanniques se sont trouvés au moins
une fois pauvres contre 12 pour-cent en 1995. Le degré de mobilité dans et hors de la
pauvreté est élevé : 50 à 60 pour-cent des pauvres parviennent à sortir de la pauvreté d'une
année à 1'autre. Cependant, un groupe non négligeable est pauvre de manière permanente :
4 pour-cent aux Pays-Bas et en Allemagne, le double au Royaume Uni. Le capital humain
et le type d'activité économique sont des déterminants importants de la pauvreté
permanente.

Les résultats acquiescent 1'importance des politiques sociales actives au niveau des
États membres. Cependant, ceci n'est pas suffisant, plus particulièrement pour les pauvres
de long terme. Investir dans les capacités des gens - par 1'intermédiaire de formation,
développement du capital social - est nécessaire d'un point de vue économique et social
(chapitre 9). Parce que la concurrence entre les pays membres conduit à un niveau sub-
optimal de protection sociale nous plaidons pour une meilleure collaboration entre les pays
sur ce terrain. L'UE pourrait avoir un róle de soutien. Du point de vue de la subsidiarité
positive, 1'UE a le devoir d'épauler et de stimuler les États membres dans le développement
d'un bon système de protection sociale. De plus, il est souhaitable de concilier davantage
les politiques d'emploi et d'exclusion sociale de 1'UE.
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