





Further, a significant proportion of social protection revenue may come from the taxation of gross
social benefits. Data provided by Eurostat includes information on social contributions and taxes
levied on social protection benefits. When these are accounted for and net spending is calculated, the
gap between the high- and low-spending countries is somewhat reduced. Indeed, revenues raised from
gross benefits amount to 9 per cent of GDP in the UK and to around five per cent of GDP in NL, DK
and IE (Figure 1.7). In total, 12 Member States are found to devote more than one quarter of GDP to
net social protection spending in 2010.

Figure 1.7: Gross/net social protection expenditure as share of GDP (2010)

Source: ESSPROS. Note: Tax breaks with a social purpose not taken into account. Data are not available for HR and PL.

The picture of social protection financing is further complicated by the fact that households may not
only receive support to cope with their social needs in the form of benefits, but also in the form of tax
breaks with social purposes.'” If support is given via tax breaks rather than direct expenditure,
expenditure-to-GDP ratios will naturally be lower.

Figure 1.8: Impact of the tax system on social protection expenditure relative to GDP (2009)

5 Such as child tax allowances or tax breaks stimulating the provision of private benefits (e.g. tax relief towards the

provision of private health plans).
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Source: OECD Social Expenditure Database. Note: Account is taken of direct taxes and social contributions levied on gross
public social expenditure and of tax breaks with social purposes.

Figure 1.8 presents estimates from the OECD of both revenue raised from benefits and revenue lost as
a result of tax breaks for social purposes (note that pensions-related tax breaks are not taken into
account for methodological reasons16). It shows that the budgetary cost of such tax breaks can be
significant and in some cases (ES, PT, SK, CZ, SI) outweigh the revenue raised from benefits.

Summarising, huge differences are observed in the way Member States organise the financing of their
social protection systems, including the mix of social contributions and general government
contributions, the importance of (compulsory) private sector schemes, the level of taxes and social
contributions levied on gross benefits, and the availability of tax breaks for social purposes. The next
section provides a more in-depth analysis of the differences in the financing mix in place for the
different social protection functions.

1.2. Financing structures by social protection function

Data on the financing arrangements by social protection function are not readily available in
ESSPROS, mostly because of methodological challenges inherent to linking the financing to the
spending side. However, the structure of receipts is recorded at the level of individual social protection
schemes. In combination with information on the within-scheme allocation of benefits across
functions, these data can be used to illustrate the structure of, and recent trends in, financing at the
level of social protection functions, with some approximation.

The data at scheme level follow the general ESSPROS structure and provide detailed information on
the financing mix for each scheme. 22 Member States (BE, BG, CZ, DE, DK, EE, FR, CY, HR, IE,
IT, LV, LT, HU, MT, NL, AT, (PL”), RO, FI, SE, UK) have agreed to make these data available for
the purpose of this analysis,'® with data from 21 Members States and a total of 577 active social
protection schemes'” in 2011 used in the analysis, ranging from 64 schemes in BE to 6 in EE.*

The main challenge in the aggregation of scheme data at function level is to classify those schemes
that serve more than one social protection function at the same time. While this classification could be
based on the available qualitative description of each scheme's purpose, the depth of the provided
information varies considerably across schemes, and the heterogeneity in the design of social
protection schemes across Member States would further impede a consistent and transparent
assessment.

As this item is equivalent to financing of private social benefits, it needs to be excluded to avoid double counting when
calculating net total (public and private) social spending.

Access has also been granted by PL, but incomplete data on the schemes' receipts structure prevents a meaningful
assessment and hence the inclusion of PL in the main analysis.

Four non-EU countries participating in the Eurostat data collection exercise (IS, NO, CH, SR) have also made the scheme
level data available. While not covered in this report, the analysis can easily be extended to these countries.

Schemes are considered "active" when positive benefits are reported.

It is likely that the concept of "scheme" has been implemented by different countries in different ways. This prevents, to a
certain extent, a comparative analysis at the very scheme level.
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Therefore, a quantitative approach is chosen based the schemes' distribution of benefits across
functions. As a general rule, a scheme is assigned to a given social protection function whenever at
least 50% of the scheme's total benefits are allocated to this function (‘Method A").?' For aggregation,
the receipts of all schemes assigned to a specific function are then added up to obtain the financing
mix for a given function and Member State. Table A3 in the Appendix summarizes the resulting
classification of schemes across Member States and social protection functions.

Box 1.1: Illustrating the methodological alternatives — the example of survivors benefits in Austria

The example of Austrian schemes that provide survivors benefits (in 2010) is used to illustrate the two
alternative approaches to aggregating scheme data at function level, and to demonstrate how the methodological
choice can affect the results.

Share of Benefits spent on... Receipts: Share of...
Schemes with Receipts , Classification
Survivors benefits in Mio. €| Old Age M .Othgr SC S¢ Gen. | Earm. Other | (50% threshold)
Share  (Amount) function| Empl. | _PP | Rev. |Taxes |~ -
| Stttory pension |35 663 | 7400 1405 (=4,615)  12% | 34% | 33% | 27% | 0% | 6% Old Age
msurance
o Pension ofpublic | 'y 407 | 900, 10% (=1,050)  10% | 28% | 23% | 49% | 0% | 0% Old Age

body
3 Maintainance acts 271 34% 51% (=138) 15% 0% 0% | 100% | 0% 0% Survivors

Occupational

- . 1,440 17% 12%  (=173) 61% 93% 0% 2% 0% 5% Disability
accident insurance

A total of 4 schemes provide survivors benefits in Austria. Under method A, schemes are included whenever at

least 50 % of benefits are allocated to a function. This is only the case for the (small) third scheme, which

devotes 51% of the total benefits to survivors. The other three (larger) schemes' main emphasis is on the old age

and disability function, respectively. Under method B, all four schemes are included and weighted by the amount

of benefits spent on survivors under each scheme, irrespective of whether survivors' protection is the scheme's
main purpose.

The figure to the left illustrates the resulting financing mix
from the two methodological options. When considering
only the scheme that primarily provides survivors benefits,
receipts are entirely raised in the form of general revenues
(method A). This approach illustrates the financing of
schemes with a focus on survivors benefits, but covers only
2% (138 out of 5,976 Mio. €) of the total survivors benefits
in Austria, as 95% are distributed through the two large
pension schemes.

When all schemes that provide survivors benefits are taken

into account, the financing is found largely based on social

p— T —— contributions (method B). However, as no information on the

link between receipts and benefits within schemes is

- T - orroesear B oo available, method B is based on the assumption of an even

allocation of the different types of receipts across the old age

and the survivors function. If this assumption does not hold

and, for instance, survivors benefits are mainly financed through general revenues under the pension schemes 1

and 2 (while old age benefits are funded through social contributions), method B would rather reflect the
financing of old age than of survivors henefits

21 As the 50% threshold results in a relatively small number of schemes classified under the social exclusion and housing

functions, a lower threshold of 33% is employed for these functions (hence a given scheme is assigned to these functions
if at least one third of the schemes' funds is spent on the respective function). Lowering the 50% threshold allows
increasing the number of schemes classified under these functions and hence broadening the evidence base, without
altering the main findings.
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However, while the inclusion of only those schemes that allocate the majority of benefits to a given
function allows highlighting function-specific financing patterns, this approach misses out on relevant
schemes whenever the benefits of a given function are mainly subsumed under another function. In
particular, survivors benefits tend to be distributed through general pension schemes that mainly serve
the old age function; likewise, disability benefits are often integrated in old age or health
care/sickness** schemes.

Therefore, in an alternative approach, every scheme that provides benefits under a given function is
included in the analysis, irrespective of the scheme's main functional purpose (‘Method B'). For the
aggregation at function level, the schemes' receipts are then weighted by each scheme's share in the
total benefits allocated to the respective function. This method takes into account the relative
importance of each scheme for a given social protection function, but relies on the strong assumption
of an even distribution of receipts across functions within schemes, which is likely to result in a
dilution of function-specific financing patterns. Box 1.1 provides the example of survivors schemes in
Austria that illustrates the advantages and drawbacks of both approaches.

In general, both approaches provide valuable and mostly similar results (and could also be combined
in the future for an intermediate approach). Large discrepancies between the two approaches, as in the
example of survivors benefits in AT, indicate (i) that a major share of benefits under a given function
is allocated through (large) schemes that mainly serve a different function; and (ii) that these large
schemes employ a different financing mix than the 'pure' schemes covered under method A. This is
mostly the case for survivors and disability schemes, which are often subsumed under old age and
health care schemes. Therefore, these two functions are not part of the analysis, as the actual financing
mix of these functions cannot be meaningfully derived from the ESSPROS scheme data. For
illustration purposes, Figure A1l in the Appendix reports the results for the survivors and the disability
function and shows how the observed outcomes change considerably under the alternative
methodological approaches.

In what follows, the results from the '50% threshold' approach are reported. Figure 1.9 presents the
results for the two largest social protection functions, old age and health care. On average across the
sample of 21 Member States, old age schemes are mainly financed through social contributions
(66.4%), with almost two thirds of these contributions paid for by the employers. General revenues
account for 23.8% of the receipts, while earmarked taxes contribute to the financing of the pension
system only in FR (where they represent 4.3% of the total old age receipts) and in UK (1.5%). A more
important role is played by "other receipts" (sample average: 9.5%), which are particular relevant in
BE (51%), NL (21%), IE (17%), FR (17%), UK (15%), CY (14%), F1 (13%) and IT (12%).

Overall, the heterogeneity in the financing mix of old age schemes across Member States is
considerable, with the main emphasis, for instance, on employers' social contributions (EE: 75%; LT:
70%), contributions by the protected persons (HR: 58%), general taxation (BG: 60%), or as well with
a rather balanced mix of the different pillars (e.g., NL, DE, AT). In general, however, the majority of
the 19 Member States deploys a rather strong link between social contributions and pension benefits.

22 Under ESSPROS, health care and sickness schemes are grouped together; for readability, the term "health care" schemes

is used in the remainder of the report whenever referring to "health care/sickness" schemes. The same holds for
"family/children" schemes, which are referred to as "family" schemes.
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Table A4 in the Appendix provides the detailed estimates on the financing structure of old age and
health care schemes for all Member States.

The financing patterns observed for the health care function are more oriented towards public
contributions. On average, social contributions account for 39.4% of the receipts used to finance the
health care schemes in the sample, with employers paying roughly two thirds of these contributions
(25.3% of total receipts). Where general government contributions (51.3%) are used to finance health
care schemes, receipts are almost entirely drawn from general revenues; it is only in FR (35 %, here:
CSG), BE (11%) and UK (6%) that earmarked taxes are in place to finance health care schemes. Other
receipts account for 9.4% of the revenues on average, though represent a more substantial share of
receipts in BE (79%), AT (35%), SE (15%), BG (11%), HU (11%), FR (10%) and CZ (10%). As for
old age, very different arrangements are in place to finance health care schemes, ranging from
contribution-based systems mainly paid for by the employers (EE, HR), to systems with a larger share
of the receipts levied on protected persons (NL, DE, LT), and systems that are largely reliant on
government contributions (RO, DK, IE, IT, LV, SE, UK, FI, CY).

Figure 1.9: Financing structure by function in 2011: old age and health care schemes
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DG EMPL calculations. @ represents the average across all schemes included in this sample of 21 Member States.

Figure 1.10 presents the 2011 financing mix for the remaining four social protection functions,
according to the ESSPROS methodology (the detailed figures are provided in Tables A5 and A6 in the
Appendix). Family benefits, on average, are mainly financed through general revenues (73.5%) in the
Member States in the sample,” while employers' social contributions account for 20.7% of the
receipts. Social contributions by the protected persons (3.0%), earmarked taxes (6.8%, which is
entirely driven by a share of 92% in UK, a share of 34% in BE and a share of 29% in FR) and other
receipts (2.9%) hardly contribute to the financing of family benefits. It is in SE, FR, BG, LT and AT
where more than 50% of the receipts are raised in the form of social contributions, while the other
Member States in the sample mainly draw on general tax revenues to fund family benefits.

2 No results are reported for EE and CY; as no explicit 'family and children' schemes (schemes with at at least 50% of the
benefits allocated to the 'family and children' function) exist in these countries. See Figure A3 in the Appendix for the
results when all schemes are taken into account (‘Method B').
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Unemployment schemes, on average, are mostly financed through social contributions (61.4%), which
are mainly paid for by the employers (49.0%). An exception to the rule is EE, where contributions by
the protected persons (46%) are higher than those of the employers (24%) and UK, where most of the
social contributions are paid by the employers.”* General revenues account for 28.3% on average, but
constitute the main financing pillar of the unemployment schemes in DK (100%)*, IE (94%), MT
(75%), F1 (62%) and DE (59%).

Figure 1.10: Financing structure by function in 2011: other functions
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) represents the average across all schemes included in this sample of 21 Member States. The social exclusion and housing
functions include all schemes with at least 1/3 of all benefits spent on these functions (threshold for the other functions:
50%).

Finally, social exclusion and housing schemes are almost entirely financed through general
government contributions; only in BE (47%), IT (26%), FI (17%) and DK (8 %) social contributions
by the employers are employed, and in IT social contributions by the protected persons account for
49% of the receipts raised for social exclusion schemes. Earmarked taxes are used only in UK and FR
to fund both social exclusion (UK: 100%; FR: 17%) and housing (UK: 100%; FR: 35%) schemes,
while other receipts contribute to the financing of social exclusion schemes in IT (25%) and FR
(12%), and to housing in MT (99%), FR (21%), DE (11%), RO (7%) and LT (3%).

** Inthe UK, protected persons contribute to the national insurance fund, which is not included here as only about 1% of the

total receipts under this scheme are spent on unemployment. However, payment of contributions by the insured person is
an important condition of entitlement and hence access to benefit. Figure A3 in the Appendix of the report provides the
alternative results with the national insurance fund included.

2 The Danish "unemployment funds" are not considered here, as the scheme mainly provides benefits under the old age

function. When all schemes are considered ("Method B"), 25% of unemployment benefits are financed through social
contributions paid by the protected persons (see also Table A3 in the Appendix).

16



Overall, the results are quite robust to the chosen methodological approach. For comparison, Figures
A2 to A4 in the Appendix present the financing mix for all functions when (i) a 33% threshold instead
of a 50% threshold is applied for the classification of schemes; and (ii) all schemes are included and
weighted by the schemes' share in the total benefits under a given function ('method B'). The overall
patterns in the financing of social protection schemes are stable across the different approaches; still,
substantial deviations for single areas in some Member States are observed and indicate the existence
of large social protection schemes that serve several social protection schemes at the same time.

To summarize, the analysis of financing arrangements by social protection function reveals
considerable differences in the structure of receipts both across countries and functions. Before
discussing potential arguments in favour or against certain financing options, the next section assesses
some of the major trends in social protection financing in recent years.

1.3. Trends in social protection financing

In recent decades, social protection financing in the EU has been shifting from social contributions
towards government contributions. This trend was very apparent until the early phase of the current
crisis, as mirrored in declining social contributions and increasing government expenditures as a share
of GDP (Figure 1.11).%° Since 2008, both social contributions and government contributions have
significantly risen as a share of GDP, with a still more substantial increase in government
contributions.

Figure 1.11: Trends in social protection financing in Europe 1995-2011 (as a share of GDP)
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Source: ESSPROS. Note: Receipts from the Esspros category of 'other receipts' have been added to the ones from the
category of government contributions.

These developments reflect substantial shifts in the structure of social protection financing across
Member States. Figure 1.12 illustrates changes in the composition of social protection for the period
2000-2007.%” On average, the share of social contributions in total social protection receipts decreased

26 Covering social protection in a broad sense, as reflected in the harmonised European system ESSPROS.

2" Figure A5 in the Appendix illustrates the changes in the structure of social protection financing for the period 2000-2011.
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by 2.7 pp. (EU-25) during this period, which was mainly driven by a decrease in contributions levied
on the protected persons (-2.4 pp.). Consequently, the share of government contributions in the
financing of social protection increased on average in the same period. The share of earmarked taxes
in total receipts increased in particular in UK, BE and FR, which led to a rise in the EU-25 average by
4.3 pp. (while the average share of general tax revenues decreased by 1.4 pp.).

The average developments at the EU level generally mask considerable differences and partly
opposing trends in Member States between 2000 and 2007. The observed changes in the social
protection financing mix are particularly substantial for RO, UK; NL and LV, where (with the
exception of the UK) the relative importance of general revenues increased considerably. Overall, a
mixed picture is observed for the evolution of the taxation share in social protection financing, with
total government contributions increasing in 15 countries and decreasing in 10 countries. As to social
contributions, the share of social contributions levied on the employer in total social protection
receipts decreased in 17 Member States and increased in 9 Member States, and particularly so in UK
(+ 6.6 pp.) and NL (+3.2 pp.). A rather opposing trend is observed for the share of social contributions
levied on the protected persons, which increased in 13 Member States and decreased in 9 Member
States in the same period.

Figure 1.12: Changes in the structure of social protection financing (pp. differences, 2000-2007)
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Source: own calculations; Data source: EUROSTAT [spr_rec_sumt]. Note: 2000 data for EU-27, BG and HR - not available;
2007 data for HR — not available.

A more homogenous development in social protection financing structures is observed for the period
2007 to 2011 (Figure 1.13). The overall trend of a decreasing share of social contributions in total
receipts is observed in a total of 22 out of 27 countries. This is mostly driven by a decreasing share of
social contributions levied on employers, though the share of social contributions levied on protected
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1.4. Pros and cons of different financing methods

The overview of social protection financing structures in the EU has illustrated the diversity of
available financing vehicles and the heterogeneous choices made across Member States, social
protection functions and time. Historical legacies and cultural preferences, divergent policy goals, and
very different economic and employment environments may all contribute to the observed
heterogeneous mix of social protection receipts. This section intends to (i) provide some general
conclusions on the characteristics of financing methods; and (ii) lay the ground for a more in-depth
analysis of alternative ways in which social protection systems and their functions are financed.

The main types of receipts for the financing of social protection differ, in particular, with respect to
their revenue generating ability, their sensitivity to evasion, their impact on economic behaviour, and
their distributional implications. In general, financing vehicles should be judged both on their ability to
generate funds and on their implications for economic performance. Whether financing primarily
comes from general or earmarked taxes and whether the latter are primarily levied on employers or on
the insured, as well as the tax/contribution base, the tax/contribution rate and the exemptions, can
affect the efficiency and will have different consequences for the demand and supply of labour as well
as other relevant behavioural responses (e.g. savings, household composition).

At the core of the assessment of reform needs and options should be the economic and social effects of
shifting social protection financing from labour to capital and consumption taxes. The 2012 ESDE
report examines to what extent the design of the tax and benefit system can create (dis-)incentives to
participate in the labour market and society. The analysis shows that the effects are very much
dependent on the characteristics of the workforce and the specific institutional framework. In line with
related results from the empirical literature,” the findings do not point to a generally positive
employment, and hence social exclusion, effect of a shift from social contributions to consumption
taxes.

Such interventions can rather have a sizeable impact on the labour supply of specific populations, such
as low-skilled workers, single parents and second earners. A measure tailored to the needs of the
people most at risk may therefore prove more effective to boost employment in particular at the
margins of the labour market. The 2012 ESDE report also shows that a shift from social security
contributions to consumption taxes can have unfavourable distributional effects, as consumption
expenditures represent a larger share of poorer households' income. The burden of labour taxation can
also be shifted towards green and wealth taxes and lowered with the fight to tax evasion and a revision
of tax expenditures. The latter tax reforms would simultaneously achieve employment and social
outcomes.

The relative appropriateness of different financing vehicles is further likely to vary across social
protection functions. For instance, the OECD** finds social contributions to be particularly suited in
fields where individuals perceive a strong(er) link between contributions and benefits. Payroll taxes
may reduce the incentives for work, while taxes on non-labour income may reduce the incentives to

3 For an overview, see European Commission (2012), Employment and Social Developments in Europe 2012, Chapter 4.4;

and OECD (2011), Taxation and Employment, OECD Tax Policy Studies, No. 21.

M OF inancing Social Protection, the Employment Effect, OECD, 2007
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save. User fees (as well as tax exemptions) can be particularly regressive and hence favour higher
income groups. VAT can generate great volumes of revenue, but holds no possibilities for tying
entitlement to contributors. It is also important to consider that different financing compositions may
imply different degrees of ability to adapt to changing circumstances. As social protection expenditure
are intimately connected with population structures and economic conjunctures, demographic change
and economic volatility can considerably affect the ability to raise revenues.

In general, the advantages and disadvantages of the alternative ways to finance different social
protection functions are common to more than one social protection function. Still, a function-specific
assessment of the pros and cons of different financing vehicles can be helpful to develop a common
understanding of which financing vehicle is most advantageous for which function and possibly also
under which circumstances (taking into account the socio-economic structure of a country, as well as
cultural issues). Focusing on the two biggest social protection functions, old age pensions and health,
Table 1.1 presents such an analysis.

While social contributions as an instrument to raise revenues for social security benefits have
implications for both labour costs and work incentives, they generate an entitlement to a benefit. This
certainly plays a meaningful role in the motivation of employees to pay social security contributions.
Thus social security contributions provide an immediate sense of entitlement to certain benefits. From
a governance point of view, social partners have a greater role in social protection systems or branches
funded through social security contributions. The shifts of taxes away from labour will have
implications for the role of social partners in the management of social protection systems. As for
taxes, social security contributions could also be subject to evasion and fraud. However as they are
related to the employment contracts, they are generally less subject to fraud compared to taxes. Yet in
Member States with weak labour inspection, some employers may not register all of the contracts
leading to losses of social security revenues. The perception of an inadequate provision of benefits is
another driver of undeclared work (EC, 2013). Nevertheless, a cut in social security contributions is
not necessarily linked to a loss in the entitlements to benefits, while the sustainability of social
protection can be maintained by earmarking general tax revenues.

At the same time, social security contributions suffer from certain disadvantages. First, they are
dependent on the overall employment situation, on the number of employees and ultimately on the
growth of wages. As they are strongly linked to employment, social security contributions are more
sensitive to the economic cycle than other taxes. This situation creates a cyclical mismatch between
the evolution of social security needs and available revenues for social security. In addition, social
security contributions will fluctuate in function of the demographic changes affecting the labour force
and in particular the number of workers. Second, in terms of universalism, social security
contributions seem less suited to ensure a high degree of universalism because there are tied to labour
contracts and therefore exclude people with no labour market attachment. Usually, the collection of
social security contributions is performed by the administration in charge of the social security system,
which creates separate administrative cost (which can however be relatively less costly), except where
the tax authorities are also tasked with the administration of social security contributions.

In a number of Member States, taxes are used as a main source of social protection funding. They
appear particularly appropriate for social protection schemes with universal coverage and correspond
to political choices to fund certain benefits regardless of attachment to the labour market, which results
in less sensitivity to the economic cycle. The level of funding based on taxes is subject to annual
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budget decision and provides greater flexibility and overall government control over public sector
financing. It could also make social protection more progressive if the underlying tax policy pursues
such an objective. In a great majority of the schemes analysed in this report, taxes are used to fund
coverage against specific social risks such as health or loss of income (minimum income schemes) but
also specific benefits such as family benefits or school allowances.

In conclusion, the stock-tacking of existing evidence on the financing structures of social protection
systems in the EU has illustrated the plurality in the level and structure of social protection financing
across both Member States and social protection functions, as well as some recent trends in the ways
in which funds for social protection purposes are raised. This heterogeneity may in many cases be
explained by the historical evolution of social protection systems and the emphasis that is placed on
different financing and spending arrangements, but might as well allow identifying potential efficiency
gains from the comparisons with peers. The different financing arrangements across Member States
and the reforms that have been implemented over time provide a repository of experiences that can
feed into a better understanding of how various, and potentially new, financing vehicles can be used to
achieve different policy goals and optimise financing methods for more sustainable social protection.
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Table 1.1: Overview of the characteristics of alternative financing methods by social protection function

Function and financing Criteria
Social
. Fi ] . . . : . L . . Adaptability to d hic / L ,
Protection tnancing Work incentives Labour costs Risk of evasion iddministrative / collection costs aptability o demographic Distributive effects
Function vehicle economic SWings
Income taxes are generally
Risk of income evasion Income taxes react more to progre§s1ve(jbut cguld be
. . . : regressive depending on
If income taxes are too high, equivalent to the general tax Neutral, depends on the economic cycles. thfir des\.,i 0 rgﬂec " ng
Income taxes this may reduce incentives to | Neutral evasion risk for each country | complexity of the income tax | Do not create coverage- political agn d socic talgv alucs
ork may rise with an increasin system. ion li . '
w Eax gurder:;, g Y exclusion linked to the Income evasion tends to
labour contract reduce the progressivity of
the tax system
Distribute the risk among
At th ti ial Low risk of evasion as The number of employed those contributing .but
© same tme; socla Considered as increasing : - Can be high because special | and the overall employment | exclude those outside
contributions give an . social contributions are At K . . P - employment.
entitlement to a benefit and labour costs with contract-related administration collects social | Sltuation is Crltwfﬂ for thev ploy! :
Social therefore may increase implications for demand for . contributions, but unit costs revenue genere}tlng capacity Dependent on the growth of
contributions | : X Y ! labour (notably low-skilled In specific cases, weak generally low since collected | of social contributions. wages : if wages stagnate, so
incentives to work in order . labour inspection could . . . L
workers) and possibly o > . at the level of companies and Dependent also on will social contributions
to reduce the personal competitiveness facilitate informal labour in not individuals :
exposure to social risks P the shadow economy ’ demography of the labour They could be progressive
force and regressive depending on
their design
Dependence on the
economic cycle.
Old age Issue of trade-off between
pensions the room for raising
. consumption taxes and the
. Low because it does not nee duto preserv:
Consumption | Neytral Neutral None require a special consumption Regressive
taxes, general administration for collection ption.
Issue of interlinks with
prices (inflation) and
therefore wages in case of
raise in consumption taxes
(second round effect).
Dependence on the
economic cycle
Issue of trade-off between
the room for raising
Consumption L . consumption taxes and the
. Lo ow because it does not :
taxes Neutral to positive (reduces Same evasion risk as for W use need to preserve Regressive
> Neutral . . require a special for .
earmarked labour costs through shifts) VAT collection collection consumption.
(e.g., VAT) Issue of interlinks with
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Function and financing

Social
Protection
Function

Financing
vehicle

Work incentives

Labour costs

Criteria

Risk of evasion

Administrative / collection costs

Adaptability to demographic /
economic SwWings

Distributive effects

Capital taxes,
general

Capital taxes;
earmarked (e.g.
inheritance)

Neutral

Neutral

Neutral

Neutral

Low

Low

Unknown

Unknown

Dependence on economic
cycle and tax policy

No dependence on economic
cycle and demographic
factors. Limited capacity to
generate revenues because of
limited size and number of
transactions (narrowness of
the tax base)

Progressive

Progressive but politically
charged because of issues of
business transmission and
intergenerational equity

Health Care

Social
contributions

(Flat)
contribution
by every
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2. Social protection spending in the EU: structure and trends

Moving from the financing of social protection systems to the spending side, chapter 2 provides an
overview of the level and structure of social protection spending in the EU and illustrates some of the
trends in the allocation of social budgets since the turn of the Millennium. Section 2.1 provides an
overview of current levels of social protection spending in the EU, both in absolute and relative terms.
Section 2.2 illustrates spending patterns across social protection functions and provides an analysis of
the orientation of social protection expenditure, taking demographic and economic conditions into
account. Section 2.3 then disentangles different types of social spending, that the provision of benefits
in cash versus in kind, and means-tested versus non-means-tested.

2.1. Social protection spending in absolute and relative terms

This section gives an overview of the level and structure of social protection spending in the EU,
based on the information that is available from the ESSPROS database. By definition, social
protection benefits represent "transfers, in cash or in kind, to households and individuals to relieve
them of the burden of a defined set of risks or needs." Total social protection expenditure, which also
includes administration costs and other expenditure, amounted to 29% of GDP in the EU-28 in 2011.
As illustrated by the horizontal lines in Figure 2.1, the share of GDP that Member States spent on
social protection varies substantially across the EU, with total expenditure ranging from less than 20%
of GDP in many of the Eastern European countries (LV, EE, RO, LT, BG, SK, MT and PL) to more
than 30% of GDP in Western and Northern European Member States (DK, FR, NL, BE, EL and FI).

Figure 2.1: Expenditure on social protection in Purchasing Power Standard (PPS) per inhabitant, and
as a percentage of GDP (in 2011)
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Source: Eurostat ESSPROS; data not available for EU-28 in 2000 & 2007; EU-27 in 2000; HR in 2000 & 2007; BG in 2000.

On the whole, Member States with a higher GDP tend to spend relatively more on social protection,
which results in an even more pronounced spread in social protection spending when actual
expenditure levels are considered. The bars in Figure 2.1 display the total social protection expenditure
per inhabitant for the year 2011, which are converted into purchasing power standard (PPS) units to
account for price level differences between countries. With an EU-28 average of 7,260 PPS in 2011,
absolute social protection expenditure per inhabitant in LU, NL and DK (above 10,000 PPS) is around
five times higher than in LV, RO and BG (below 2,200 PPS). Overall, a total of 10 Member States
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spent more than 8,500 PPS per inhabitant on social protection, and therefore more than twice as much
as the 8 Member States with expenditure below 4,000 PPS.

This huge disparity suggests that the concept of relative spending (measured as share of GDP), which
is suitable to map the fiscal dimension of social protection, needs to be complemented by absolute
spending figures for an accurate assessment of the actual input in social protection systems. For
instance, while DK, FR, NL, BE, EL and FI all spent around 30% of their GDP on social protection,
this translates into substantially different spending levels when the size of the economy and price
differences are taken into account, with absolute expenditure per inhabitant ranging from 10,377 PPS
in NL to below-average 6,172 PPS in EL.

2.2. The allocation of resources across social protection functions

Beyond the heterogeneity in total spending levels, social protection arrangements in the EU differ
considerably with respect to the allocation of resources within the systems. Figure 2.2 maps the
distribution of benefits across social protection functions in 2011. ** As in Figure 2.1, Member States
are sorted by total social protection spending (in PPS) per inhabitant.

Figure 2.2: Allocation of social protection benefits across functions (2011)
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Source: Eurostat ESSPROS. Sorted by total social protection spending (in PPS) per inhabitant.

The relative weight of different social protection functions varies significantly across Member States,
which can reflect different policy preferences, economic conditions or demographic settings. For
instance, the share of pensions (which refers to benefits under the old age and survivors functions) in
total social protection benefits ranges from around 60% in PL and IT to below 40% in FI, NL, HR,
DK, LU, and a low 21% in IE. Less variation across Member States is observed for the share of social
expenditure spent on health-related benefits, with 22 out of 28 Member States spending between 30%

33 ESSPROS allows for a largely consistent classification of expenditure across all Member States. However, to the extent

that institutional setups differ across Member States, inconsistent classifications cannot be ruled out (e.g., early childhood
education and care (ECEC) spending may be subsumed under social protection or education expenditure).
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and 40% of their total social budget on health care®® and disability schemes. CY reports a share of
health care and disability expenditure of 26%, while IE (49%) and HR (51%) allocate around half their
social protection spending to health care and disability benefits.

Overall, Member States tend to spend relatively more on the remaining four social protection
functions (unemployment, family, housing and social exclusion) the higher their total social protection
spending. The Member States with below-average social protection spending (in PPS) per inhabitant
allocate, on average, a significantly higher share of their social protection budget to pension benefits
(49%, vs. 42% in MS with above-average total spending), and accordingly spent a smaller share of
their budget on benefits other than pensions and health care/disability (16%; vs. 20% in MS with
above-average total spending). In absolute terms, this translates into particularly large cross-country
differences in spending on unemployment, family, housing and social exclusion benefits (Tables A8 to
A10 in the Appendix provide detailed figures on relative and absolute spending levels by function).

An important determinant of the observed differences in expenditure structures may be the different
socio-demographic situation in the Member States. In a next step, demographic and employment
characteristics are therefore taken into account for a more comparable assessment of the orientation of
social protection spending. This is particularly relevant in the areas of pensions, unemployment and
family benefits, which are targeted towards specific sections of the population. Spending levels for
these social protection functions are therefore corrected for the size of the target population, using as
reference population (i) unemployed people for unemployment expenditure; (ii) people aged 65 and
older for pension expenditure; and (iii) people aged under 18 for family expenditure. Box 2.1 provides
an overview of the (adjusted) indicators of social protection expenditure; the data is summarised in
Table A15 (Annex 3).

Box 2.1: Structure of social protection expenditure, corrected for socio-demographic differences

The following six indicators of social protection expenditure are used, all derived from ESSPROS
expenditure:

1. Total: total expenditure as a share of GDP

2. Pensions: total pension (old age and survivors) expenditure per population aged 65+ as a share
of GDP per capita. The correction for the size of the population aged 65+ allows for an
approximate correction for the demographic situation and, in particular, the extent of population
ageing.

An alternative would be the correction for the number of pension beneficiaries, which, however,
is not exogenous to the characteristics of the pension system (see Annex 3 for further
discussion).

3. Health and disability: total health and disability expenditure as a share of GDP

4. Unemployment: total unemployment expenditure per unemployed person (according to the ILO
definition) as a share of GDP per person of working age

5. Family: total family expenditure per population less than 18 as a share of GDP per capita. As for
the pension function, the correction for the population below 18 allows for a rough correction
for differences in the demographic situation in Member States.

¢ Under ESSPROS, health care and sickness schemes are grouped together; for readability, the term "health care" schemes

is used in the remainder of the paper whenever referring to "health care/sickness" schemes. The same holds for
"family/children" schemes, which are referred to as "family" schemes. Along similar lines, "pensions" refers to old age
and survivors benefits.
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6. Social exclusion and housing: total social exclusion and housing expenditure as a share of GDP
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The analysis illustrates both total expenditure levels and the relative level of expenditure across the
various social protection functions, as to allow analysing potential asymmetries in the orientation of
social protection expenditure which can then, in a second step, be compared to the achieved outcomes.
As different reference populations can be considered (especially in the areas of pensions), Annex 3
presents a more detailed assessment of how results are driven by alternative correction factors.

Box 2.2.: Values displayed in the 'orientation of social expenditure' radars

The radars display (i) total spending on social protection; and (ii) spending by social protection
function, corrected for socio-demographic factors as described in Box 2.1. To ensure
comparability, the expenditure value for each function is standardised by (i) subtracting the
indicator value from the weighted EU mean; and (ii) dividing the result by standard deviation.

The standardised values are then plotted in radar charts showing for each included Member State
and dimension the deviation from the EU-27 average (which, by construction, equals 0 for all
values). The black line representing the EU average hence follows a perfectly geometric position;
larger diamonds denote above-average spending, while observations within the EU-27-polygon
signal below-average expenditure levels.

Table A15 provides an overview of the various indicators of social protection spending that are used in
this report. Below, the orientation of social expenditure across social protection functions for all
Member States is illustrated with the help of radar charts (Figure 2.3).”’

Figure 2.3: Orientation of social expenditure in 2011 in EU
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37 For more information on the radar chart approach, the choice of the EU average as benchmark, and the applied grouping

of Member States, see section 3.1.

32



Western Europe

Housing - %GDP

Total - % of GDP

Pensions - % GDP

(adjusted 65+)
--==EU (ref)
m— BE
——DE
—FR
. . Healthcare/disability =
Social exclusion - %GDP 9%4GDP w
..... AT
Family - %GDP Unemployment - %GDP
(adj 0-18) (adjusted)
Total - % of GDP
Central Europe
: Pensions - % GDP
- %% :
Housing - %GDP (adijusted 65+)
====EU [ref)
—CZ
—HU
—PL
e ; Healthcare/disability Y
Social exclusion - %GDP %GDP
..... SK
Family - %GDP Unemployment - %GDP
(adj 0-18) (adjusted)
: - 07
Eastern Europe Total C?spfjll'ld oof GDP
] . iy i
Exp housing - %4GDP B gt MO (o
====EU (ref)
—BG
= EE
—HR
Exp social exclusion - Exp healthcare/disability - Lv
%GDP %WGDP @ ... LT
——RO

Exp family - %GDP (adj 0-
19)

Exp unempl - %GDP (ad)
une)

33




Total - % of GDP
Northern Europe |
; Pensions - % GDP
= 0
Housing - %GDP (adjusted 65+)
----EU (ref)
e DK
NL
. . Healthcare/disability —Fl
s 2 g
Social exclusion - %GDP %GDP SE
Family - %GDP Unemployment - %GDP
(adj 0-18) {adjusted)
) . Total - % of GDP
North-Western Europe .
: Pensions - % GDP
-9 :
Housing - %GDP (adjusted 65+)
====EU (ref)
w— | E
i ; Healthcare/disability Sk
Social exclusion - %GDP 2%4GDP
Family - %GDP Unemployment - %GDP
(adj 0-18) (adjusted)

Definition of indicators: See Box 2.1. DG EMPL calculations.

In Southern Europe, the expenditure structure tends to be skewed towards pensions (e.g. in IT or MT),
while the expenditure structure in Western Europe shows a quite strong orientation towards family and
unemployment functions (with a high heterogeneity in the orientation of expenditure on pensions). In
Central Europe, the expenditure structure tends to be skewed towards family and health and disability
(e.g. in SI), while in Eastern Europe, it is often oriented towards family benefits (e.g. in EE). In
Northern and North-Western Europe, the orientation of social expenditure appears relatively more
oriented towards health, family, unemployment and social exclusion than towards pensions. Pension
expenditure in these countries hence appears relatively low compared to spending on other functions.
Table 2.1 summarizes the main trends that can be derived from the radar chart depiction.
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Table 2.1: Orientation of social protection expenditure in 2011

Orientation of social expenditure
Low Average High
... towards - - - + ++
Old age and DE, IE, LU BE, HR, All others AT, CZ,IT, MT, CY,PL
SUrvivors RO, SK
Health and DK, EL, IT, CY All others NL IE, HR
disability
BG, CY, CZ, EE,
Unemployment EL, IT All others FI,LV, LT, MT, AT, BE, LU
NL, RO, SK
BG, DE, DK
. EL, FR, IT, PT, AT, LV, LT, RO, > %
Family NL UK All others SE, SI, SK EE, FI, HU, LT,
LU
Social exclusion and BG, CZ, EE, LU, CY,LT,LV,
housing IT AT All others MT, PL, RO, SK NL, UK

Source: DG EMPL. Note: The orientation of social expenditure towards a risk is assessed by comparing the standard
deviation of expenditure by potential beneficiary for the given risk (for instance population aged 65 and older for pensions) to
the standard deviation of total expenditure per capita. A mild orientation corresponds to a difference higher than half the
reduced standard deviation and a strong orientation to a difference of at least one reduced standard deviation.

Time trends

In part, the observed heterogeneity can be explained by the evolution of spending patterns over the
2000s. As PPS indicators are not suitable for the analysis of temporal trends, expenditure is reported at
constant 2005 prices. Expressed in Euro, this indicator does not account for price level differences
across Member States, but allows for an inflation-adjusted analysis of spending trends in Member
States over time. Adjusted for price changes, social protection expenditure in the EU-25 rose by 1,210
Euro or 24% in 2000-2010 period, with the rise in old age (+457 €) and health care benefits (+461 €)
accounting for 76% of the total increase.”® Relative to the initial spending level in 2000, expenditure
on health care benefits increased by 33% in the EU-25, while spending on family (+19%), disability
(+16%), housing (+16%) and survivors benefits (+17%) increased at a below-average pace. Social
exclusion benefits rose substantially (+65%); however, from an overall low EU-25 average of 60 Euro
in 2000 to 99 Euro in 2010.

Figure 2.4 displays the total changes in social expenditure per inhabitant between 2000 and 2011 in
relative terms. On average in the 26 Member States for which the data is available, expenditure on
social protection benefits increased by 52% during this period, ranging from less than 20% in DE, AT,
IT, UK and SE to more than 100% in EE, LT, IE and RO. Overall, the relative increase in spending is
found more pronounced the lower the initial spending levels in 2000,*° pointing to a certain
convergence in social protection spending. At function level, rising old age (44% of the total increase,
on average) and health care (28%) expenditure account for the bulk of the increase in social spending,
while, on average, 8.5% and 4.3% of the total increase can be attributed to the family/children and
unemployment functions, respectively.

¥ As no data for the EU(-25) average in constant 2005 prices is available for 2000, the reported average changes for the

EU-25 refer to the period 2000 to 2010 (in constant 2000 prices).

3 The correlation between total social protection spending in 2000 (in constant 2005 prices) and the relative change in

expenditure levels between 2000 and 2011 is significantly negative at -0.53.
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Figure 2.4: Relative changes in social protection expenditure (in Euro per inhabitant in constant 2005
prices) between 2000 and 2011, by function
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Source: Eurostat ESSPROS; data for EU average as well as BG & HR not available for 2000. Sorted by social protection
benefits (in PPS) per inhabitant in 2011.

A somewhat different picture evolves when absolute changes in social protection spending are looked
at (Figure 2.5). Per capita expenditure on old age benefits has increased in all 26 Member States for
which data is available, and this increase is found significantly higher for countries with above-
average levels of total social protection spending (+ 854 € vs. +394 € in Member States with below-
average social budgets). The overall larger relative increase in social protection spending in Member
States with low initial expenditure levels hence do not translate into a catching up in absolute terms,
where the gaps within the European Union have widened between 2000 and 2011.

Figure 2.5: Absolute changes in social protection expenditure (in Euro per inhabitant in constant
2005 prices) between 2000 and 2011, by function
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Source: Eurostat ESSPROS; data for EU average as well as BG & HR not available for 2000. Sorted by social protection
benefits (in PPS) per inhabitant in 2011.
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Having in mind that the overall lower price levels in the latter group of countries are not taken into
account, absolute spending levels across the EU have diverged even more for most of the other
functions. This is particularly true for disability (+144 € in MS with above-average total spending vs.
+42 € in MS with below-average total spending), family/children (+240 € vs. +60 €), social exclusion
(+105 € vs. +23 €) and housing expenditure (+42 € vs. +12 €). As different price levels can only partly
explain these (widening) gaps, social protection systems, in general, appear to place more emphasis on
"smaller" social protection functions the larger they are (and grow), while in particular pension
benefits absorb a relatively large share of social protection benefits in Member States with lower total
spending levels.

2.3. Types of spending by social protection function

The ESSPROS data further allows distinguishing social protection spending by the type of benefits,
hence whether benefits are provided (i) in cash or in kind; and (ii) means-tested or non-means-tested.
By social protection function, Figure 2.6 illustrates the share of social protection benefits provided in
kind (as opposed to cash payments, see also Table A1l in the Appendix).

In the EU-27, 35% of the total benefits are provided in the form of goods and services. The chosen
mix of cash and in-kind benefits thereby varies considerably both across Member States and social
protection functions. Overall, IE, SE, UK and DK provide more than 40% of total benefits in kind,
while this share is found below 30% in seven Member States (PL, CY, LV, IT, BG, RO, EE). Overall,
Member States with higher total social protection expenditure tend to provide more benefits in kind,
which is at least partly driven by the relatively high share of (mostly cash) old age/survivors benefits
in countries with lower overall spending levels.

Figure 2.6: The share of social protection benefits in kind by function (2011)
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Source: Eurostat ESSPROS. SK — no data on Housing. Sorted by the share of total benefits provided
in kind.

Old age and survivors benefits almost exclusively take the form of cash benefits (EU-28 average:
96.9%); only in the Nordic Member States, more than 10% of old age and survivors benefits are
provided in kind. A similarly low share of in-kind benefits is observed for the unemployment function
(EU-28 average: 6.3%), with more than 25% of in-kind unemployment benefits in LV, DK, AT and
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SE and a remarkably high 48% in EL. On the other end of the spectrum, housing benefits (100%, by
definition) and sickness/health care and disability benefits (74.8%) largely take the form of goods and
services, with a comparably low variation across Member States.

A much more heterogeneous picture across Member States is observed for family and social exclusion
benefits, of which, on average, roughly one third are provided in kind in the EU-28. However, the
share of in-kind family benefits varies from 61% in DK (and more than 45% in ES, SE, FI and PL) to
below 10% in CZ, HR, SK and EE. While Member States with higher total spending on family
benefits tend to provide a slightly higher share of these benefits in kind, some notable exceptions from
this overall rule exist (in particular, LU spends almost four times the EU-28 average on family benefits
(in PPS terms), with the share of goods and services at a comparably low 16.7%). Similarly dispersed,
the share of social exclusion benefits provided in kind varies from above 90% in EL and IT to below
10% in SK, RO and CY. In 16 Member States, more than two thirds of the social exclusion benefits
are given as cash benefits, with no clear relationship between the relative or absolute amount spent on
social exclusion on the one hand and the share of in-kind provision on the other.

Besides the distinction of cash and in-kind benefits, social protection benefits are broken down
according to their eligibility criteria. Means-tested benefits, which are explicitly or implicitly
conditional on the beneficiary's income and/or wealth falling below a specified level, account for 11%
of total social protection benefits in the EU-28 in 2011 (Figure 2.7; Table 12 in the Appendix). This
share varies from 1.3% in EE to 27.6% in IE, with eight Member States spending more than 10% of
their total social budget in a means-tested way. These overall low shares of means-tested benefits are
driven by largely non-means-tested benefits under the old age/survivors (95%) and sickness/health
care and disability functions (95%), whereas about one quarter of the benefits under the
unemployment (25%) and family/children functions (27%) are conditional on means-testing. 100% of
housing benefits (by definition) and a large share of social exclusion benefits (87%) are means-tested;
however, in HU, EL, MT, CZ and SE, the majority of social exclusion benefits is provided in a non-
means-tested way.

Figure 2.7: The share of means-tested social protection benefits by function (2011)
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Source: Eurostat ESSPROS; data on Housing are not available for: PT, SI, HR, IT, LT, SK, RO, BG
and EE. Sorted by the share of total means-tested social protection benefits.

38



The variation in the emphasis that Member States place on means-testing is largest for unemployment
and family benefits. Whereas 17 Member States provide less than 20% of total family benefits on the
basis of means-testing, this share is found above 50% in HR, SI and PL, and even above 70% in IT
and PT. Likewise, 15 Member States do not apply means-testing at all when it comes to
unemployment benefits, while the share of means-tested unemployment benefits is substantial in MT
(80%), IE (58%), DE (54%) and RO (100%). In general, a consistently positive correlation between
the shares of means-tested benefits across the different social protection functions indicates that some
Member States are generally more inclined to means-testing than others.

Summarising, the presented information on social protection spending reveals a huge diversity in the
ways Member States have organised their social protection systems. Substantial differences in
spending levels, allocations across functions and over time, as well as the types and characteristics of
benefits provide a large repository of different approaches towards the provision of social protection.
In the next section, the social situation in the EU is assessed and the spending on social protection is
contrasted with the observed social outcomes.
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3. Assessing the effectiveness and efficiency of social protection systems

The goal of this chapter is to assess alternative ways of measuring the effectiveness and efficiency of
social protection systems. As will be shown, such a comprehensive analysis of the performance of the
entire social protection system is far from straightforward. Highly complex in nature, social protection
systems have evolved over long periods of time and often comprise of a wide range of schemes and
policy instruments that follow a multitude of different and sometimes conflicting objectives. Judging
the effectiveness and efficiency of these systems is therefore a challenging endeavour that requires (i)
a clear understanding of the objectives to be achieved; (ii) detailed information on relevant input,
output and context factors; and (iii) an appropriate, multi-layer framework that allows assessing the
systems’ performance in its various dimensions, including trade-offs and synergies between policy
areas.

The chapter aims at providing such a framework. After an introduction to the common objectives of
social policies in the EU, the available data sources and the key indicator used so far to measure the
effectiveness of social expenditure are reviewed (section 3.1). This is followed by an overview of the
existing literature on the measurement of social efficiency. Non-parametric and parametric methods
for the macro-level analysis of social protection performance are assessed against their suitability for
the EU context, complemented by an overview of existing analytical tools at the micro level (section
3.2). The multi-dimensional character of social policies and the small size of the EU sample largely
prevent the use of numerical methods, which turn out to hardly provide robust efficiency estimates at
the macro-level. More importantly, the use of numerical methods is limited to the assessment of a
certain objective or policy area, but they cannot be applied to model social protection systems as a
whole.

To this end, the report proposes a simple, but transparent tool that provides for a comparative
assessment at the level of the social protection system. In particular, the approach allows taking better
account of the various purposes of social policies, including trade-offs between different social policy
areas and the interrelations between social policies and employment outcomes (section 3.3). The
proposed benchmarking exercise of the systems’ main characteristics is applied to four key social
protection functions (pensions, family/children, unemployment, social exclusion/housing; section 3.4).
For all four areas, the analysis is embedded in a review of existing evidence from the macro- and
micro-level. Results are then combined at country level for an integrated illustration of the entire
social protection system (section 3.5), which can provide the starting point for a more in-depth
assessment of the identified policy challenges and their underlying processes.

3.1. Social protection effectiveness from an EU perspective

In general, social protection systems are considered effective when they achieve the desired outcomes.
As the purposes of social protection are manifold and can be conflicting, any assessment of the
effectiveness of social protection requires the definition of social goals in the first place. Specified at
global, national, regional and local levels, the objectives of social protection thereby vary considerably
and depend on a number of factors ranging from political preferences to the economic environment,
fiscal constraints and cultural attitudes.

These goals need to be operationalised, measured and relevant context factors are to be taken into
account. At EU level, all Member States have agreed upon a common social policy agenda in the
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framework of the social Open Method of Coordination (social OMC). The EU priorities in the social
area are reflected in the common objectives of the social OMC: Three overarching objectives® are
complemented by specific objectives for each "strand" of the OMC, calling for (i) a decisive impact on
the eradication of poverty and social exclusion; (ii) adequate and sustainable pensions; and (iii)
accessible, high-quality and sustainable healthcare and long-term care.*' While additional goals may
exist at national level, these objectives provide the main benchmark against which the performance of
social protection systems in Member States can be assessed in a consistent way.

In order to analyse the progress towards the achievement of these objectives, measurable targets have
been formulated and a portfolio of common EU social indicators** has been developed in cooperation
between the Social Protection Committee (SPC) and Commission services. The Europe 2020 target on
the reduction of poverty and social exclusion thereby constitutes the EU headline target in the social
field, while social policies also contribute importantly to the achievement of the EU 2020 employment
target.”> As to reinforce and support coordination of social policy and multilateral surveillance, the
Social Protection Performance Monitor (SPPM) was developed and adopted in 2012, providing a total
of 20 key indicators that mirror the overall social situation in Member States.* Further, the
Employment Performance Monitor (EPM), which is a major component of the Joint Assessment
Framework (JAF), provides a wide range of labour market measures that allow identifying
employment challenges and help complement the analysis of social outcomes. On the whole, the
existing data on social protection inputs, social and employment outcomes as well as context factors
provide a powerful repository of empirical evidence that can be employed for a fine-grained analysis
of social outcomes and their underlying processes in the EU.*

So far, however, the effectiveness and efficiency of social protection systems in the EU have mainly
been assessed through the progress towards the Europe 2020 target on the reduction of poverty and
social exclusion. The main SPPM indicator on the effectiveness of social protection systems is based
on the comparison of poverty rates before and after social transfers (using pre- and post- transfer
income data from EU-SILC), from which the poverty reduction effect of social benefits is derived.
This 'one-dimensional approach' to assessing the effectiveness of the Member States' social protection
systems is exemplarily illustrated for the area of child poverty in Figure 3.1. Spending on family and
child benefits (as share of GDP) is plotted against the relative change in the at-risk-of-poverty rate
(AROP) of the population aged 0-17 due to social transfers.

0" The overarching objectives of the OMC for social protection and social inclusion are to promote:

(a) Social cohesion, equality between men and women and equal opportunities for all through adequate, accessible,
financially sustainable, adaptable and efficient social protection systems and social inclusion policies;

(b) effective and mutual interaction between the Lisbon objectives of greater economic growth, more and better jobs and
greater social cohesion, and with the EU's Sustainable Development Strategy;

(c) good governance, transparency and the involvement of stakeholders in the design, implementation and monitoring of
policy.

See SPC Opinion on “Reinvigorating the Social OMC in the Context of the Europe 2020 Strategy” (adopted in May
2011).
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2 On methodological criteria, see the SPC Indicators Sub-Group's "Guiding principles for the selection of indicators and

statistics".

 For an overview of the EU 2020 targets and the respective national targets, see

http://ec.europa.cu/europe2020/pdf/targets_en.pdf

#  See Table A13 in the Appendix for an overview of these indicators; Table A14 reports the most recent data.

# For an overview of commonly agreed indicators, see DG EMPL's 2009 publication "Portfolio of indicators for the

monitoring of the European strategy for social protection and social inclusion — 2009 Update"
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Figure 3.1: Spending on child benefits and reduction in children's AROP (in percentage points), 2011
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Source: EU-SILC, ESSPROS. Data from 2011. AROP: At-risk-of-poverty. Red line: Linear Trend.

The positive correlation between spending and poverty reduction shows that Member States with
relatively higher expenditure on family and child benefits report, on average, a higher decrease in
poverty when comparing pre- and post-transfer rates. This type of analysis highlights the effectiveness
of social (cash) benefits in improving the income situation of low-income households. Indeed, an
overwhelming majority of quantitative studies agrees on the existence of a strong negative correlation
between social expenditure and poverty across European countries, at least over the last 30 years
(Cantillon, 2011; Esping-Andersen and Myles, 2009; Behrendt, 2002).

However, and besides methodological concerns,*® the approach focuses on only one of the multiple
purposes of social benefits and, for instance, does not mirror the ability of social policies to support
parents' capacity to generate adequate pre-transfer incomes in the first place. The performance of
social (and employment) policies in preventing child poverty would therefore be better captured by
several indicators reflecting the desirable outcomes of family policies; e.g. higher employment rates
and wage incomes of parents/mothers, high participation of children in early childhood education and
care, and low levels of (post-transfer) child poverty.

In order to provide for such a broader understanding of social protection effectiveness that reflects the
various objectives of social policies, this report aims at expanding the analysis beyond the narrow
focus on poverty reduction through direct transfers. The next section provides an overview of existing
macro-level approaches to measure (social) efficiency and exemplarily applies these techniques to the
area of family benefits, as to assess their suitability for EU context.

" In the standard approach, total social protection spending (excluding pensions) is assessed against the degree to which

social transfers reduce the share of households below the poverty line. The results need to be interpreted with caution, as
(i) the pre-transfer distribution of incomes and in particular the intensity of poverty is not directly taken into account; and
(ii) social protection benefits, and especially in-kind goods and services, are not exclusively directed towards improving
the income situation of the poor through direct transfers, but may as well support the prevention of pre-transfer poverty in
the first place. The final poverty rate after transfers therefore also provides a comprehensive measure of the effectiveness
of social protection (and employment) policies, as compared to the transfer-led reduction in poverty alone.
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3.2. Approaches towards the measurement of social protection efficiency

International organisations and academic scholars have paid considerable attention to the challenge of
measuring the efficiency of social protection systems.*’ Generally defined as the ratio of output to
input, efficiency is most commonly applied to the assessment of (industrial) production processes,
where a certain number of inputs are used to produce standardised output under the objective of profit
maximisation. Over the course of the last two decades, a number of papers and reports have tried to
apply the concept of production efficiency to the social field.

The measurement of technical efficiency usually relies on the idea of a best practice frontier on which
the most efficient production units operate, while those units operating below that frontier are
considered inefficient. Two main methodological alternatives can be used to determine this best
practice frontier. So-called parametric approaches assume an underlying production function with
constant parameters, which are estimated by regressing an output indicator on a number of input and
context factors. The error term of the regression, which reflects the variation in outputs that cannot be
explained by the input and context factors controlled for, then serves as an indicator of each
observation’s efficiency. The results of parametric analyses thereby depend on (and change with) the
set of control variables included and the functional form chosen. Grigoli and Kapsoli (2013) provide
an overview of existent studies on emerging and developing countries, as well as a discussion of some
of the challenges in using regression analysis to measure social efficiency.

Alternatively, linear programming is employed to derive a best practice frontier. Such non-parametric
methods do not require the a priori specification of a functional form, but rely on assumptions on the
production process (e.g., the type of returns to scale) and are more sensitive to outliers in the data. The
most common techniques are the “Data Envelopment Analysis (DEA)” and the “Free Disposal Hull”
(FDH), where the DEA method assumes a convex production frontier (implying variable returns to
scale) while this convexity assumption is relaxed in FDH models (implying constant returns to
scale).*® Both methods use linear programming methods to solve an equation set with one or several
input and one or several output indicators in order to determine the frontier of efficient (country)
observations that envelops the remaining, inefficient observations.

While a growing literature provides attempts to measure social efficiency using both parametric and
non-parametric approaches, the application of the concept of production efficiency to the public sector
remains problematic for several reasons. Borrowed from the measurement of technical efficiency in
production, an efficiency frontier can most reliably be computed at the micro-level for a large number
of production units that use well-defined inputs designated to produce standardised outputs. For the
purpose of comparability, the production environment should be either homogeneous or have no
significant impact on the achieved outputs.

As discussed in detail by Ravallion (2005) and Pestieau (2007), these ideal conditions hardly hold for
the ‘production processes’ that underlie social outcomes. The identification of the very impact of
social protection interventions is methodologically challenging when mainly social outcomes but not
outputs are observed. Further, social policies do not produce a single outcome, but usually follow
several and sometimes competing objectives, which would all need to be taken into account for a
complete analysis. As social spending tends to serve several policy objectives, input (i.e., benefits)

47 See also DG ECFIN (2008), 'Efficiency and Effectiveness of Social Spending: Achievements and Challenges', Note for
the informal ECOFIN of 4 April 2008.

* Thanassoulis (2001), for instance, provides a detailed introduction to the DEA methodology.
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often cannot easily be assigned to a specific outcome. Family benefits, for instance, are not exclusively
targeted at mitigating child poverty, but often aim at education and employment purposes as well.
Likewise, social outcomes can be addressed by more than one social protection function, which
widens the set of relevant input factors. It is hence challenging to establish a clearly defined set of
input and output factors when it comes to social policies.

More importantly, employment and fiscal policies as well as a wide range of contextual factors
(demographic, economic, cultural, lifestyle factors, etc.) often also have a significant impact on social
outcomes. While cash transfers have a (rather) direct impact on disposable incomes and hence the
poverty status, the immediate outputs of other social benefits are often more difficult to disentangle
from these other factors that drive the observed social outcomes as well.** Non-parametric approaches,
however, are based on the assumption of a direct and causal relationship between input and output
indicators. They hence do not allow accounting for the impact of other factors, and might therefore
provide misleading results. In their study of public spending efficiency in redistributing income,
Afonso et al. (2008), for instance, have tried to address these concerns by estimating the impact of
such other factors on the DEA efficiency scores in a second-stage regression. Their results suggest a
substantial bias in the estimated efficiency scores when relevant context factors are omitted.

Furthermore, while regression analyses do allow for the inclusion of both direct inputs and context
indicators as explanatory factors, the sample size needed for robust estimates also increases with the
number of included control variables. Park et al. (2000) use simulations to illustrate the considerable
imprecision inherent to FDH estimates which are based on a sample size of 100 or less, even when
only a few input and output factors are included. Based on the EU sample of 28 heterogeneous
observations, attempts to model the “production” of social outcomes therefore almost inevitably run
the risk of oversimplification and omission of important contextual factors. As a consequence, it often
rem