SUMMARY

The fundamental problems facing European welfare Sates — high unemployment
and unsustainable public pensions plansin particular — have benin the political
debate for years, © why have we s D little reform? TO find out, we surveyed
the opinions of citizens in France, Germany, Italy and Spain on ther welfare
dates and on various reform options. Thzs 2s what we found. First, mogt workers
underestimate the costs of public pensions, though they are aware of their
unsustainability. Seoond, the status quo is a majoritarian oUtcome: a majority of
citizens OPPOSES CUtS to sodal security and welfare spending, but D Opposes
further increases. Snce population agang without reform implies an automatic
expandon, our results suggest that modt citizens would favour reforms that
stabilize but do not shrink the current welfare sates. 7hird, many would welcome
changes in the allocation d bengfits. A large number of workers in Italy and
Germany would be willing to opt out of public pensions and replace them with
private pensions, though the details o how this scheme s formulated matter for its
popularity. And many Italiansand Spaniardswould welcome an extension of the
covaage of unemployment insurance. Fourth, conflicts over the welfare Sate are
mainly shaped by the economic Stuation of the respondent, while political ideology
playsa limited rde Disagreements are found along three dimensions: young versus
old, rich versus poor, and 'outdder’  veraus “insider’ in terms of labour merket
datus. From a practical point d view, this suggests that there s oope to bundle
reforms strategically in order to build a large and mixed coalition of supporters
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1. INTRODUCTION

Europe's welfare states face big, deep problems. Long-term unemployment remains
unacceptably high and most believe that the shape of the welfare state plays an
important role in keeping it that way. Pensons of today's workers are at risk since
population ageing threatens the current systems sustainability. Of course, these
problems have been prominent for years and the remedies seem evident, so why have
we seen 0 little fundamental reform?

Some blame European politiciansfor lacking leadership and courage. Others blame
politically powerful minorities of workers who block al sensible reforrn to guard their
privileged position. We decided to find out by asking Europeans their opinions on the
wefare state and its reforms. Specificaly, we surveyed 5500 Europeans focusing our
questions on the two most urgent policy areas, protection against unemployment risk and
pension policy, although we also asked about general attitudes on desired sze and shape
of the welfare state.
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The answers suggest four main conclusions. First, most respondents underestimate the
true cogs of the pension system, but nevertheless expect a crigsin the next two decades.
This misinformation matters; better-informed voters are more likely to favour reforms.
Second, a clear majority supports the overall sze of the welfare state, not just a powerful
minority. But at the same time, a broad majority opposes further increases of taxes and
expenditures. This is noteworthy since population ageing under existing legidation
implies an automatic expansion of the welfare state. Hence, our results can also be
interpreted as showing that a majority of the citizens favours reforms preventing further
expansions, but not reforms that would shrink the current sze of the welfare state. Third,
although a majority opposes changing the overall size of the welfare state, large segments
of the population would welcome changes in the way these benefits are allocated.
Specificaly, a majority of employees is willing to opt out of the public pension system,
replacing it with private pensions, and, in Italy, a mgority wants to shift transfers away
from pensions towards unemployment benefits. Fourth, conflicts over the welfare state
generally line up along three dimensions, young versus old, poor versusrich and 'insider’
versus ‘outsider’ in terms of labour market status. From a theoretical point of view, this
suggests that median voter models, where conflict is constrained to be one-dimensional,
are overly smpligtic. From a practical point of view, thisresult suggests that there is scope
to package and bundle reforms strategically in order to build alarge and mixed coalition
of supporters.

The outline of the paper isasfollows. I n Section 2, we sketch the main elements of the
four welfare states. Section 3 describes our questionnaire and our sample. The main
results are presented in Sections 4 (unemployment protection), 5 (pensions) and 6 (sze
and shape of the wefare state). Section 5 summarizes our findings and concludes
the paper with their implications for public policy. A 'Web Appendix’ on http://
www.economic-policy.org and http://www.frdb.org provides more extensive detail on the
questionnaire, the survey methodology and the institutional detail of the welfare statesin

these four countries.

2. THE STATUS QUO: FOUR DIFFERENT WELFARE STATES

Table 1 sketches the broad outlines of the French, German, Italian and Spanish
economies and their welfare states. The nations share a comparable leve of
development, though Spain has a lower GDP per capita, and Italy and Spain have
dightly higher levels of income inequality. The table aso illustrates the two big
chalenges confronting these welfare states — high unemployment and ageing
populations. The unemployment situation overal is worse in Spain, and youth
unemployment is a marked problem in Spain and Italy. A rapidly greying population
is a problem in al four, although France faces a somewhat more favourable situation.
Thisis shown by the rising 'dependency ratio' which roughly indicates what percentage
of a public pension must be paid for by the contributions of an average worker. The
figures currently stand at about 40% but will double in the next 30 vears and rise to over
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Table 1. Economic, demographic and social welfare features

France Germany Italy Spain

Per capitaincome (PPP $, 1998) 22320 20810 20200 16060
Index of income inequality (%, 0= perfect equality)* 30.3 280 34.8 354
Unemployment rate (%, 1999) 11.3 8.7 11.4 15.9
Y outh unemployment® (%, 1999) 22.1 11.3 32.0 28.6
Dependency ratio® 2000 (%) 38.2 41.8 42.9 37.7
Dependency ratio® 2030 (%) 65.3 82.5 79.2 67.3
Dependency ratio® 2050 (%) 84.0 101.7 104.2 104.9
Total government spending (% of GDP)? 52.2 45.6 48.3 38.6
Public employment (% of total employment)® 20.2 14.1 18.2 15.1
Total socid spending (% of GDP) 30.8 29.9 25.9 214
Pensions (% of total socid spending)’ 436 419 65.1 46.2
Unemployment spending (% of total socid spending)f 7.8 9.0 20 139
Retirement income by source (%), mid 90s

1 pillar (state) (%) 51 85 74 92
2nd pillar (occupationa) (%) 34 5 1 4
3rd pillar (individua) (%) 15 10 25 4

Notes
2Gini coefficient of disposableincome adjusted by family size,1994.
" Unemployed aged 15-25 as a percentage of total unemployed (authors calculations on OECD data).

¢ Population aged (60+)/(20—59).
4 Current outlays plus net capital outlays.
“Employment in the limited public sector (central or federa government+regional government or

statestlocal government+ municipalities) France (1993); Italy (1994).

1996 ESSPROS methodology.
1< pillar: Public pensionsand dl other public transfers; 2nd pillar: Occupational pensions; 3rd pillar: All other

income sources (such as asset income, labour income, private transfers).

Sources World Development Indicators; Bertola é al. (2000); OECD Employment Outlook (2000); US Bureau
of the Census, International Data Base, Disney ¢ al. (1998); country chaptersin Gruber and Wise (1999).

100% by 2050. Total government spending amounts to about 50% of GDP in France,
Germany and Italy, with Spanish spending not far behind at 40%. Spain aso devotesa
lower fraction of government expenditures to sociad spending. Pensions account for the
lion's share of sociad spending in aAl nations, with the figure ranging from 40% in
Germany to 65% in Italy. Spending on the unemployed issmall by comparison, with the
maximum being Spain's 14%. There are dso important differencesin the details of the
two focal-point policies — protection against unemployment and pensions — and we deal
with these in turn.

2.1. Protection against unemployment risk

Governments reduce job insecurity in two basic ways — by providing income insurance
that pays unemployment benefits (UB) if a worker becomes unemployed, and by making
it hard to dismiss workers via so-called employment protection legidation (EPL). The
four nations have chosen very different combinations of UB and EPL. The Italian and
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Spanish systems were historically designed to protect the heads of households, since
families typically provided income support to the unemployed. EPL is therefore very
strong for 'prime' jobs in, for example, large manufacturing firms and the public sector.
France and Germany, instead, followed the Bismarckian tradition of contributory socia
insurance and collective responsibility for individual income support. They have thus
relied more heavily on UB than EPL.

This'trade-off can be clearly seen in Figure 1, which plots the share of unemployed
collecting benefits on the vertical axis for the four nations we focus on plus Belgium,
The Netherlands, Denmark, Portugal and Greece. The horizontal axis of the left panel
plots an index of EPL strictness. The scatter plot thus shows that nations with strict
EPL, such aslItaly and Spain, tend to have lower UB coverage. The right panel showsa
similar, de facto trade-off between early retirement and UB coverage. Italy stands out
here, since she has often used early retirement, rather than UB, as a way of dealing
with redundancies. We also note that strict job security in Italy and Spain has recently
been mitigated by a big expansion of employment under fixed-term contracts that
alow employers to downsize at zero codts (it suffices not to renew the contract when it
expires). Since firms have favoured this hiring method, the share in employment of
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Figure 1. Job protection, early retirement and unemployment benefits

Sources (1) Jobs Study (OECD, 1994); data on Italy refer to 1999 and are calculated on the basis of micro-data
from the LFS; (2) OECD (1999); (3) EC-MISSOC (1999); Socia Security Administration (1999).
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temporary jobs has steadily increased, reaching about one-third in Spain and about
10% in Italy.

2.2. Public pension systems

Retirement schemes in France, Germany, Italy and Spain are quite similar. All are
dominated by so-cdled pay-asyou-go (PAYG) public pensions where pension
contributions of workers are used entirely to pay for the pensions of retirees rather
than being saved to finance their own future pensions. The bottom panel of Table 1
shows the distribution of retirement income by ‘pillar’, where the first and second pillars
comprise public and occupational pensions. All other income sources (e.g., asset income
including private pensions, earnings and family transfers) are subsumed in the third
pillar. The French second pillar resembles other nations' first pillar since it is mandatory,
state-run and pay-as-you-go financed. In al four countries, contribution rates are high,
ranging from 19.3% of gross earningsin Germany to 32.7% in Italy. Nevertheless, these
high rates do not suffice to pay for al pension expenditures and government subsidies (in
the order of a third of the budget in Germany, France and Spain, about 25%in Italy) are
needed to fill the financing gap.

Again, there are important differences on closer inspection. Fragmentation of a
pension system is important since it makes pension reform more difficult. That is,
fragmentation, particularly that driven by specia interests, raises the number of
codlitionsthat may oppose reform. We note that the German system is quite monolithic
(over 90% of workers are covered by a single sysem GRV — Gesetzliche Rentenversicherung).
Italy and Spain have more fragmented systems but in both countries the largest 'general
regime' (Istituto Nazionale per 1a Previdenza Socidle (INPS)in Italy and Régimen General ce la
Seguridad Social (RGSS)in Spain) covers about two-thirds of the workforce. France, on the
other hand, has a very complex and fragmented system, consisting of a base pension
(about 40% of the retirement income) augmented by mandatory sector-specific plans.

The Web Appendix (http:llwww.economic-policy.org, or http:llwww.frdb.org) pro-
vides further detail for each nation.

3. THE SURVEY

Our survey is unique, and uniquely adapted for policy anaysisfor severa reasons. Firs,
compared to existing surveys, we do not ak open questions (‘Do you want more
benefits?), but we pose specific trade-offs among specific policy options (‘Are you willing
to pay x% higher contributionsin order to obtain y% higher benefits?). These trade-off
type questions are in the tradition of 'contingent valuation’, and we use the 'stated
preference’ questionnaire techniquesdescribed in Louviere e al. (2000).\We combine this
technique with afocus on two specific aspects of the welfare state, namely unemployment
protection and pensions. Second, we seek to relate these rather specific answers to
general attitudes towards the welfare state. Third, we tried to design survey instruments
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that were as smilar as possible across the four countries in order to exploit the cross-
national institutional and historical differences that we have highlighted in the previous
section and to identify how and why answers to our gquestions diverge across countries.
We dso relate policy preferences to individual characteristics of the respondents (thisis
not aways possble with other publicly available surveys). Findly, we made strenuous
efforts to avoid so-cdled ‘framing' biases and the posing of unredlistic hypothetical
situations.

We are not the first in gathering public sentiments towards the welfare state in Europe
and in the US, but we are the first to conduct a consistent, cross-country survey that
focuses on the two key reform debates, unemployment policies and pensions. We note
that two of the authors, Boeri and Tabellini (1999), conducted a similar survey on a
sample of 2000 Italians in spring 1999. It is encouraging that their results were very
similar to ours asfar as Italiansare concerned. A previousversion of this paper, available
from the authors upon request, summarizes the results of other existing surveys. See in
particular the Eurobarometer survey in 1992 summarized by Ferrera (1993), and the
surveys made by the International Social Survey Program used by Corneo and Gruner
(2000) and by Tos et d. (2000) among others.

3.1. Questionnaire and sample design

The questionnaireis divided into four parts. Part 1 collectsinformation on the individual
respondent, such as age, family situation, employment status, sector of occupation and
0 on. In Germany and Italy, these questions were part of an omnibus survey. We
augmented this general background information by information on general political
opinions and whether or not the workers are affiliated to a trade union. These latter and
more sendtive questions were asked at the end of the interview.

The other parts assess the respondents’ opinions on three aspects of the welfare state.
Part 2 asks respondents whether they would be prepared to pay for unemployment
insurance and how much. Part 3 assesses how informed they are about the costs and
sustainahility of the public pension system, and whether they would like to opt out of it
(eventually at some cost). The questions are designed to obtain information about the
respondents preferences on these programs, we try to dicit their demand for
unemployment insurance and for a pay-as-you-go public pension system. Finaly, part
4 solicits their general opinions on possible directions of reforms. The questions in this
part are formulated to assess the respondents political opinion on the desirability of
reformsin general, not just for their own personal situations.

The interviews were carried out in al countries by the means of Computer Assisted
Telephone Interview (CATI) techniquesin the last week of February and the first week
of March 2000. Co-ordination among the four agencies carrying out the survey (ASPin
Spain, Demoskopea in Itay, Infas in Germany, CREP in France) was provided by
Fondazione Rodolfo Debenedetti. The survey universe is the population aged 16 to 80
living in households with telephone connections. In each country we sampled 1000
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households. In Germany, where we had a larger budget, we chose to sample 1500
households in the West and 1000 households in the East to accommodate separate
analyses for both parts of the country. It took about 10 minutes to carry out the
interview. The random sample design is described in the Web Appendix. This appendix
aso providesthe exact questions and the distribution of our sample by gender and age,
and comparesit to the national |abour force surveys, showing that the weighted samples
represent the main socio-demographic population characteristics very well.

3.2. Caveats

Our survey is a cross section at a specific point in time. This has several limitations and
potential biases. If we had observationsat a different point in the business cycle, we could
shed light on whether our results are influenced by the boom that prevailed in spring of
2000. Moreover, with multiple observations of the same individual we could purge some
of the large heterogeneity in the responses that is not related to measurable attributes.
Thisisleft to future work. Finaly, our contingent valuation method alows us to identify
just one point along the demand curve for unemployment insurance or pension benefits
(i.e., the willingness to pay for the particular scheme proposed). We could have varied
these schemes to map out the entire demand curve; however, this would had required a
much longer survey and larger samples.

Economists are used to 'hard data’ (i.e., preferences revealed via costly actions) and
many mistrust survey data (where preferences are stated). While there are certainly
limitations to survey data, we defend our approach in two ways. First, given the
overwhelming importance and enormous difficulty of welfare-state reform, any fresh
insights must be welcome. Second, we fed that the respondents answers do reflect true
preferences, for severa reasons. Our results largely confirm similar findings of earlier
surveys, at least in those questions where there is overlap (see in particular the I1SSP
project; Ferrera, 1993; and Boeri and Tabellini, 1999). Moreover, we checked the
answers for internal consistency, for example, by ascertaining that a respondent did not
say 'no' to an offer if he had already accepted a less generous version of it, and the results
are satisfactory. Lastly, we check answers against individual characteristics and find that
the stated preferences are broadly in line with what individual optimization would lead

us to expect.

4. RESULTS: UNEMPLOYMENT INSURANCE

All European governments use employment protection legidation (EPL) and unemploy-
ment insurance (UB) to lessen the impact of job uncertainty. While both lessen
uncertainty, EPL aso introduces inflexibility that may be harmful to an economy's
overall performance. Moreover, EPL protect only employeeswith permanent contracts,
concentrating labour market risk on the remaining segments of the labour force. In
Spain and Italy, in particular, the strict EPL and the narrow UB coverage means that
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many sectors are too rigid and unable to adapt to changing economic circumstances,
while at the same time leaving many workers uninsured. To date, reform has been
politically unpopular and confined to the introduction of “flexibility at the margin' viathe
expansion of fixed-term contracts and temporary work agency. But protection granted to
workerswith permanent contracts was not touched. Our survey results — by highlighting
citizens attitudes towards such protection — can help in designing a reform that
introduces flexibility and is politically acceptable.

4.1. The questions asked

Following our general approach of facing respondents with specific trade-offs, we focus
exclusvely on attitudes towards UB (specific trade-offs at the individual level cannot be
formulated for EPL). In particular, we divided respondents into three groups — the
unemployed, employees who are currently covered by UB, and employees who are not
covered (thesdf-employed were not asked) — and asked each group if they would pay for
more unemployment insurance. The additional insurance schemes proposed were
tailored to reflect each group's status quo situation with the replacement rates (not the
maximum duration of benefitsl) chosen broadly in line with the most generous states in
the sample, France and Germany. Specifically, unemployed respondents were offered an
insurance scheme granting 70% of the last salary for up to one year with instant
digibility (currently, digibility requires a minimum employment period). Employees not
covered by UB were offered 50% of the last wage for the first year of unemployment and
30% for the second year. Employees already covered by UB were offered an extension,
by one extra month, of the maximum duration of their benefits. In al three cases, the
individualswere asked how much they were willing to pay for such an insurance scheme,
with theinterviewer offering a range, from 1 to 10% of the respondent's grosswage. This
range is centred on the French and German ranges, with the maximum exceeding the
highest contribution rate currently charged in the OECD. Respondents could refuse to
answer and refusals ranged from 8% in Italy to 13% in Spain. Germany offers UB to
amost everyone in the workforce, so only the case of covered employeesis considered.
The exact questions posed, and the main results, are reproduced in Table 2.

We gress four main results. First, most of those who are not covered by UB would be
willing to pay for it. In al three nations, the unemployed group was the most keen on
UB, with 60% or more interested in paying for unemployment insurance. The numbers
were lower for uncovered employees, but we Hill find a majority interested in paying for
extra UB in Italy and Spain; in France, only about one-third of such workers were
interested. Second, already covered employees are generally in favour of the status quo,
with at most one-third of the respondents wishing to pay for longer benefits. Third,
taking al three categories of workers together, we find that a mgjority of the surveyed
favours the status quo UB coverage, except in Italy where half would like to pay for
extending UB. In Spain, the status quo majority was rather narrow with 40% in favour
of anextended coverage of UB. Since EPL is strongest in Italy and Spain, this finding
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Table 2. How many want mor e unemployment insurance? Analysis of 3 groups

France Germany Italy Spain
(%) (%) (%)

Unemployed respondents

Question: 'Suppose that tomorrow you were offered ajob that, in case of layoff, givesyou the right to
receive 70% of your salary during each month of unemployment, with a maximum of one year.
Would you be willing to give up every month a fraction of your salary (ranging from less than 1%
to 10%) in order to be covered by such an insurance?

Unemployed as % of dl respondents 5.82 P 5.9 3.0
Responses: % wishing to pay for UB 78.0 —b 81.4 60.0
5.7 —b 6.3 6.4

Average % of gross salary willing to pay

Employed r espondents not covered by UB

Quedtion: 'Suppose that you were offered the right to receive, in case of job loss, half of your salary
during your first year of unemployment and 30% in the following year, but nothing dse
afterwards. Would you be willing to give up every month (ranging from less than 1% to 10%) of
your salary in order to be covered by such an insurance?

Uncovered employees as % of all respondents 3.8 b 25,2 6.2
Responses. % wishing to pay for UB 35.9 — 51.2 57.7

Employed r espondents covered by UB

Question: 'Suppose that you were offered an unemployment insurance scheme giving you, in
addition to Ghat you are already entitled to, the right to receive one extra month of your salary in
case of job loss Would you be willing to give up every month afraction (ranging from less than 1%
to 10%) of your salary in order to be covered by this insurance?’

Covered employees as % of al respondents 32.2 37.7 9.0 33.4
Responses: % wishing to extend UB 16.5 35.4 26.0 34.9

Aggregate over all three groups
% dl respondents willing to pay for more UB 26.8 50.0 40.0
(asafraction of the labour force)

Nates
#Percentage of entire survey population, not of the labour force as with official unemployment rates.
"In our sample, there are too few German uncovered employees and unemployed to warrant statistically

reliable results.
Source: Authors' survey.

indicates that the status quo is more widdly accepted in nations offering more UB and
less EPL. Fourth, judging from their willingness to pay, the unemployed seem to be
ready to accept wage reductions of between 5 and 10% if the entry job proposed to them
is covered by unemployment insurance. Insofar as the insurance would cost significantly
less than this, extended coverage of UB reduces wage aspirations of the unemployed
thereby possbly contributing to reduce unemployment. Additional insghts can be
gained from inspecting group-specific results more closdly and we start with the
unemployed.

As Table 2 shows, most of the unemployed want UB and are ready to pay for it, with
‘the average willingness to pay being 5.7% of the grosswage in France, 6.3% in Italy and
6.4% in Spain. These numbers are remarkable since they are significantly higher than
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the 'break even', or 'actuarialy fair' contribution rate for the average worker, that is, the
rate that would equate the expected contributions and receipts (see Table 3 for details).
There seems to be two explanations for this.

Firgt, the unemployed may be particularly risk adverse and thus willing to pay more
than the actuariadly fair price for insurance. Second, the unemployed may not perceive
themsalves as average workers. For example, the unemployed are particularly exposed to
the risk of job loss when they are hired due either to personal characteristics (e.g., low
educational attainments), or because new jobs are less secure (e.g., involve fixed-term or
temporary-work-agency contracts asin France, Italy and Spain). Thisideais buttressed by
the fact that long-term unemployed respondents (those unemployed for at least a year),
were willing to pay even more: 6.4% in France, 8.9% in Gerrnany and 8.3% in Spain.
Further support can be found in the fact that the ‘fair' contribution rate for workers on
temporary contracts (seelast row in Table 3) are much higher and thus much closer to the
rates of survey respondents. Importantly, our rough calculations suggest that the amount
the unemployed would be willing to pay would cover the cost of offering such UB.

The next group — employeeswho are not currently covered by UB - mainly conssts
of workers who have temporary jobs. In terms of numbers, Italians dominate this group
since a quarter of the respondents were employed but did not have access to
unemployment insurance. Among those wishing to buy insurance, the average stated
contribution rate is again fairly high — about 5% of gross earnings. As in the case of
unemployed individuals, this is higher than actuarially fair for average workers, but
about right for workers on temporary contracts.

The final group is covered employees. In three of the four nations — the exception
being Italy — something like a third of al respondentsfal into this category. On average
this group is content with the UB they have. In Germany and Spain only about a third
would pay for extended benefits, while in France the figure is half of that.

Table 3. 'Fair' contribution rate for the proposed unemployment insurance

France Germany Italy Span
(%) (%) (%) (%)

Actuaridly fair contribution rate for an average worker

Probability of job loss 36 40 21 34
Job finding probability 33 27 23 26
Discount factor 0.9 0.9 0.9 0.9
Fair contribution rate 0.8 1.0 05 0.9
Actuarialy fair contribution rate for unemployed workers hired on temporary contracts
Unemployed hired on temporary contracts 60 42 7S 20
Job-loss probability such workers 25 11 19 23
Fair contribution rate 41 18 41 58

Notes: For an average worker, the fair contribution rate equals pdA(l — m)/[1 + 6(1 — A)], where p is the
proposed replacement rate (70%), and §, A and = are the discount rate, the job-loss and job-fmding probability
respectively. For a worker hired from unemployment on a temporary contract, the formula is more complex
since re-hiring following job-loss might not be on a temporary contract.

Source Authors' calculations (available upon request) and authors' survey.
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4.2. Who wants to buy more insurance?

Why do answers vary so much between employed and unemployed individuals? Does
employment protection play any role in this asymmetry? More broadly, what are the
characteristics of those demanding more unemployment insurance? In order to shed
light on these issues, we match survey responsesto the personal traits of the respondents.
In particular, we transcribe respondents' answers into a smple 1, 2, 3 variable with 1
indicating unwillingness to pay for more UB, 2 a willingness to pay only 1% of gross
wages for the UB, and 3 a willingness to pay more. We then try to explain this variable
with various characteristics of the respondents (the technical name for this procedure is
‘ordered logit’).! The resulting coefficients and their statistical significance are listed in
Table 4, where a poditive coefficient, such as 1.257, meansthat having the listed trait, for
example being male, increases the likelihood that the respondent is willing to pay for
more insurance.

The first two columns of Table 4 pertain to the unemployed and three results stand
out here. Y oung unemployed individuals and those based in high unemployment regions
demand more insurance, while those with compulsory education only demand less of it.
Thelatter effect is unexpected (since one usualy thinks of higher educational attainment
as providing some self-insurance) but it is consistent with other findings in this survey.
The role of age may be explained by the partial |abour market reforms carried out in al
countries in the 1990s. Due to these, most youths are hired on temporary contracts.
Since these imply a higher degree of job uncertainty, the young are likely to have an
above-average appreciation of unemployment insurance. This interpretation is
supported by the fact that the effect of age on the demand for UB vanishes in the
regressions for the employees already covered by UB, who for the most part have
permanent contracts. Similar reasoning may account for the role of high unemployment
regions. Interestingly, political opinions and union membership do not seem to affect the
demand for unemployment insurance. We aso find no effect of unemployment duration
on the willingness to pay for unemployment insurance. T he responses of the next group
— employeeswho are not currently covered by UB — are studied in the third and fourth
columns; this group's sample size islarger but ill relatively small and, as Table 2 shows,
Italians dominate it. As with the unemployed, we see that younger workers are willing to
pay more. Moreover, the results provide further indications that the cross-country
differences in the coverage of UB are not in line with the preferences of the outsiders
(unemployed and workers on temporary contracts); other things equal, the demand for
UB protection is higher in Italy and Spain than in France. Further evidence for the
substitutability between UB and public pensions comes from the 'Pension crisis belief

"We ran a number of alternative specifications, including ordinary least squares, ordered logit and probit (taking the stated
contribution rate as an ordinal measure of the willingness to pay), and binomial logit and probit. Results were broadly
consistent across the various specifications. We display ordered logit estimates as this specification minimizes the effect of
imprecise answers vis-a-vis ordinary least squares and uses more information than the binary logit specifications. All variables
are dummy variables.



TITO BOERI, AXEL BORSCH-SUPAN AND GUIDO TABELLINI

Table 4. Willingnessto pay for unemployment benefits (or der ed logit)

Dependent variable: 1= not wishing to subscribe, 2= 1% of the grosswage, 3=more than 1% of
the gross wage

Unemployed Employed, not covered Employed, covered
Coefficient Std.-Error Coeflicient Std.-Error Coefficient Std.-Error
Y oung (<35) 1.257 0.537** 0.767 0.306** —0.206 0.150
old (>54) 0.397 0.977 0.653 0.499 0.361 0.214%*
Male —0.541 0.484 —0.335 0.313 —0.128 0.158
Compulsory -0934 0.517% —0.092 0.347 —-0.264 0.240
education only
University degree —0.826  0.667 —-0.205 0.375 —0.446  0.180**
Union member 0.402 0.931 —0.087 0.346 0.023 0.168
Left —0.156 0.549 0.122 0.348 -0.092 0.219
Right 1.184  0.897 -0.659 0.361* —0.023  0.206
France -0.527 0.246**
Italy —-0.370  0.626 0.955 0.448** -0.073  0.331
Spain -0.459  0.671 1.122 0.518** 0.656  0.244***
High job-loss risk 0.597 ** 0.542  0.252%**
(own opinion)
Poor 0.190 0.451 0.659  0.225%***
Middle income 0.045 0.290 0.202 0.166
Public sector worker 0.012 0.386 0.112  0.249
Manufacturing —0.439  0.356 0.124  0.153
worker
Blue collar —0.304 0.447 0.193  0.369
White collar 0.012 0411 0.057 0.352
Household head 0.611 0.565 —0.002 0.325 0.114 0.161
High unemployment 1.697  0.750** 0.147 0.306 0.537 0.146***
region®
Pension crisis belief —0.115  0.465 0.873 0.306*** 0.364 0.177**
Informed about 0414 0.338 0.086 0.173
pension system
Long-term 0.475 0.521
unemployed
(>1 yr)
First time job seeker —0.054 0.130
Obs. =135 Obs. =276 Obs.=1174
LR=209 LR=37.2 LR=93.9

Notes: * Mezzogiorno, Andalucia, Extremadura, Galicia, Asturias, the Eastern lander and al French regions
with above average unemployment rates.

The referenceindividual is middle-aged, female, high school educated, middle third of the income distribution,
and centre political ideology. Significance is denoted by asterisks (*=10%, **=5%, ***=1%).
LR =likelihood ratio test that &l coefficients except the constant are zero. The number of valid responses
among the unemployed is relatively small, so we must be cautiousin our interpretations (thisis also why so few
variables are gtatisticaly significant). The French dummy is omitted for the first two groups since Germany is
not included.

Source: Authors' calculations based on survey data.
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variable. This variable indicates that the respondent believes that there will be a crisgsin
the state-run pension plans. Since all four countries have made a widespread use of early
retirement and liberal access to invalidity pensions to deal with redundancies, one
interpretation of the positive coefficient isthat the fear of pension problems makes people
more inclined to rely on UB. Importantly, workers who judge that they face a high job-
loss risk are more willing to buy UB protection.

As emphasized above, the third group (covered employees) generally judges the system
sufficiently generous. Two resultsstand out. First, the degree of employment insecurity is
once more found to increase the demand for insurance. Second, country effects remain
very important even after adding individual controls. The sign of the coefficients (postive
in Spain and negative in France, while the reference group is Gerrnan workers) are in
line with the incidence of long-term unemployment in the various countries. While
differences in the statutory maximum duration of UB — the other dimension likdly to
matter in this context — could be one explanation, Boeri et d. (2000) show that thisis a
factor of second order when considering differencesamong France, Germany and Spain.
Italy is a peculiar case as the incidence of long-term unemployment duration is large but
fals mostly on those who are not covered by UB. Local labour demand conditions are
also important, with high and long-duration unemployment being associated with a
demand for extended benefits. Finally, poor and less educated individuals demand more
UB. This may have to do with the fact that the German unemployment benefit system
redistributes more in favour of low-wage earners than in Italy and Spain, and Gerrnan
workers were not represented in the other regressions.

4.3. The main conclusions

Our results are in line with the recent political economics literature (Saint-Paul, 1997,
Persson and Tabellini, 2000). EPL concentrates unemployment risk among the
‘outsiders. Tighter EPL are thus predicted to have two opposite effects on the demand
for unemployment insurance: to decrease it among the ‘insders, to increase it among
the 'outsders. Thisiswhat we find in the data: on the one hand, those covered by EPL
demand less UB; on the other hand, countries offering stricter EPL and less UB coverage
are marked by larger coditions of workers demanding extended coverage of
unemployment insurance, and prepared to pay more for it. Finaly, note that the
current UB coverage is a majoritarian outcome in three of the four nations. In Italy half
the respondents in the labour force wanted more UB, though even here we are a long
way from the notion of a powerful minority imposing its will on the society.

Asfar as reforms are concerned, our results suggest that an extension to the coverage
of UB could be self-financed: potential beneficiariesseem to be willing to pay more than
a fair contribution rate. Since both UB and EPL lessen job uncertainty but EPL has
deleterious effects on the mobility of workers across jobs, firms and regions, southern
European governments should consider these trade-offs in trying to reduce EPL and
increase UB. Reforms of UB systems requiring, on the one hand, shorter contribution
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records to qualify for benefits and, on the other hand, reducing the maximum duration
of benefitsfor those already covered, would aso seem to be politically feasible in France
and Germany in the light of our results. Such reforms are desirable in that they could
contribute to lower long-duration unemployment. We turn next to the pension results.

RESULTS: PENSIONS

Economists are rarely good at predicting the distant future. The looming pension crisis,
however, is an exception. Think of the PAY G system as a contract whereby workers pay
their parents pensions in exchange for the promise that their own children will pay
theirs. In an expanding or stable population, this can work since there are always enough
children to pay their parents pensions. Europe's ageing populations and life-lengthening
medical progress, however, mean that fewer working children will have to finance more
parents pensions. Since most of this demographic change has already happened, there is
no need for sophisticated predictions. Indeed, simple back-of-the-envelop calculations
show that the current PAYG systems will require one of three things in the next two
decades — alargeincrease in contributions by workers, a large increase in general taxes,
or a cut in the generosity of pensions already promised. In short, governments who do
not reform will face a pension crigs.

While the facts are clear, politics stands in the way of a solution. The crux of the
problem is that all sensible reforms impose ‘pain’ today in order to avoid ‘pain’ in the
future — an exchange that few politicians find attractive — and this smple fact hinders
reform in the industrialized world. But is it only politicians that are reluctant, or is it
public opinion at large?

To shed light on this question, it is important to investigate attitudes towards the
current system and towards some of the likely reforms. In particular, sSince pension
reform will involve painful trade-offs, we are especialy interested in attitudes towards
these trade-offs. The first thing, however, is to find out how informed individuals are
about the cost of public pensions, about their sustainability and the likelihood of future
reforms.

5.1. Do you know how much you are paying?

We posed two pension-information questions to employeesin the four countries, one on
the contribution rate and another on the balance of the PAY G system. Thefirst question
asked for an estimate of the sze of the combined employers and employees
contribution. Several brackets were suggested, with these being listed fully by the
interviewer before respondents made their choice. The brackets were large and located
to fit each country's correct value. In two of the four countries, only three brackets were
suggested, one that was too low, one that was correct and one that was too high. In
Germany and France, a larger number of brackets were offered but to make the data
more manageable and comparable, we sorted these answers into the same three
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categories. While the brackets were very wide in France, Italy and Spain, we chose
narrower bracketsin Germany because Germany has the least fragmented system and
has experienced the fewest changes in the past.

Table 5 shows the distribution of the answers. About a third of the respondents did
not know how to answer this question (more than a half in Spain but only a fifth in
Germany). Of those who responded, generally less than haf got it right. Of those who
got it wrong, almost al underestimated the true contribution rate. In Spain in particular,
underestimation is huge. About 70% of those who answered picked the interval 0—21%,
rather than the correct middle interval 20-45%. Among German employees the
absolute sze of the mistake is smaller, but it remains an underestimate; the average
estimated contribution rate was 16.4%, which is about 3% below the correct value of
19.3% for when the survey was done (in 1998 and 1999 it was 19.5%). Only the Italians
appear to be wdl informed about their pension system.

The oveadl levd of misinformation is impressve, but which individuals are
misinformed? The answer is contained in Table 6. Using a statistical technique (‘binary
logit’) that is similar to the one in Table 4, we try to line up the respondents’ personal
characteristics with their answers. To keep things smple, we classify the answers into
right (correct bracket) or wrong (either no answer or too high or too low). The resultsare
not too surprising. More informed individualstend to be middle aged, male, richer, more
educated and have permanent contracts. Union members and individuals to the right of
the political spectrum tended to answer incorrectly. The Spanish, and to a lesser extent
the French, are less informed than Italians and Germans. This may be an effect of two
factors, the intensity of the public debate and the fragmentation of the pension sysem. In
Germany, a single contribution rate applies to al workers and this features prominently
in newspaper articles on the future of the German pension system. In contrast, every
French sector has a different contribution rate. And while the Italian system is more
fragmented than the German one, the pension debate is much more in the newsthan in

Table5. Knowledge about the pension contribution rate

Questin: 'As you know, both employersand employees pay pension contributions. Which fraction
of your gross monthly salary/wage goes to public pensions? (Please take into account aso your
employer contributions)'

France Germany Italy Spain
(%) (%)
Don't know/no answer 35.3 21 35.4 50.8
Too low (of those who answered) 52 45 24 68
Correct (of those who answered) 43 42 64 28
Too high (of those who answered) 4 13 13 5

Naes The three intervals for re-coding were as follows France: 0-20, 20—(24.5)-45, 45+; Germany: 0-16,
16-(19.3)-25; 25+; Italy: 0-20, 20-(32.7)-45,45+; Spain: 0-21, 21-(28.3)-35,35+. The centre interval
has the correct value enclosed in parentheses.

Souoe Authors' survey.
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Table 6. Who isinformed about the correct contribution rate? (logit estimates)

Dependent variable: Probability of correctly answering the question in Table 5.

Respondent Coefficient  Std error  Respondent Coefficient ~ Std error
characteristics characteristics
Y oung (<35) -0249  0121**  Rich 0199 0121
old (>54) 0.212 0.176 Left 0.388 0.170**
Male 0178  0.108% Centre 0349  0.117%**
Compulsory education —-0.252 0.127** Union member —-0.250 0.134*
only
University degree 0089  0.135 Germany 0566  0.200%**
Permanent job 0635  0.172*** jtay 0646  0.163%**
Public sector worker —-0.042 0.161 Spain -0.863  0.188%**
Poor 0415  0.174**  Constant ~-1615  0232%**

Notes: The reference individua is middle-aged, female, high school educated, middle third of the income
distribution, and right of centre political ideology. Significance is denoted by asterisk (¥=10%, **=5%,
***_1%). LR =likelihood ratio test that al coefficients except the constant are zero. There are 1968
observations, the likelihood ratio is 145.59, the pseudo R? is 0.06 and the base probability is 46.9%.

Source: Authors' survey.

France and Spain. We make this latter point more precise by taking a census of 1999
newspaper articles. The word ‘pensions and close synonyms appeared in 9% of
Handelsblatt (Germany)articles, 7% of 1l Sle 24 Ore (Italy)articles, 4% of Les Echos (France)
articles and only 3% of Expansidn (Spain).

The second information question asked respondents whether the employee and
employer contributions to the PAYG system are sufficient to finance current pension
expenditures. As Table 7 shows, dightly less than a half of the contributors to the system
were aware that additional government resources are required to finance current
pensions. In Spain, amost a third believed that the PAY G system runs a surplus (in fact
the Spanish government subsidy accounts for about a third of pensions).

Table 7. Pension system's balance, deficit, or surplus

question: 'Given al the contributions currently paid by employers and employees, and the pensions
currently paid out to retirees, do you think that (@) the sum of al contributions exactly match the
amount necessary to finance the sum of al pensions, (b) the sum of al contributions exceed the
amount necessary to finance the sum of al pensions such that money is left over in the pension
system, or (c) the sum of al contributions fallsshort of the amount necessary to finance the sum of
al pensionssuch that there is need to use other government funds to subsidize the pension system?

France Germany Italy Spain
(%) (%)
Don't know/no answer 25 1 3 23
(a) Balance (of those who answered) 27 39 11 21
(b) Surplus (of those who answered) 18 7 8 28
(c) Deficit (of those who answered) 55 54 82 51

Source: Authors' survey.
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In Germany, the questionnaire also asked how the pension system works, that is, pay-
as-you-go (financing exclusively current retirees) or funded (financing the own pension).
Detailed results can be found in the Web Appendix but here we note that only 47% of
the respondents realize that al of their contributions are used to finance current
pensioners with nothing going toward their own retirement. Surprisingly, respondents
with at least a high school degree have a lower level of knowledge than those with less
formal education. Importantly, we found that those who are informed about the system'’s
balance are aso likely to know the correct contribution rate and to believe that a criss of
the public pension system islikely. Thisresult is based on statistical analysis (not reported)
that is similar to that of Table 6.

Despite this underestimating of the financing burden, respondents as a whole ill
expected a crigs, as we see from studying the results of the next question.

5.2. Do you expect a pension crisis?

The first ‘crisis question’ we asked was whether people thought there would be a pension
crissin the next 10-15 years (thiswas posed to al survey respondents, including people
not in the work force). The results, shown in Table 8, revea that in three of the four
nations — Spain isthe outlier — the vast majority of respondents expect a crisis. I n Spain,
only 73% of people answered the question and only 43% of these agreed. In the other
nations both the response rate and the share agreeing were much higher. This, of course,
may be related to the lack of Spanish media coverage documented above. A detailed
anayss of the German data (not reported) shows that blue-collar and white-collar
workers — that is, those respondents that are enrolled in the German GRV system — are
even more pessimistic than the general population; 91% of the contributors expect an
impending crigis, rather than 81% of al respondents. Older individuals and today's
pensioners are more optimistic, and so0 are civil servants — those who are the least

Table 8. Expectations of a pension crisis and major reform

Question: 'Some people speak of a possible crisisin public pension systems, which would mean that,
in 10/15 years time we would not be able to enjoy public pensions at their actual level. Do you
agree with this opinion?

France Germany Italy Spain
'\'”-"i::l ':‘.]"1):2 f.‘f-t::l ( t."'u',‘
Don't know/no answer 14 6 7 23
Yes (% of those who answered) & 8l 72 43

Question: ‘Do you think that in the course of the next 10 years there will be a reform reducing
significantly the level of the public pension?

Don't know/no answer 19 6 16 27
Yes (% of those who answered) 73 75 75 47

Source: Authors' survey.
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affected. The higher is the level of education, the more pessmistic was the assessment of
the situation. There are no substantial differences between men and women or between
East and West Germans on this question.

The pessmism in the ability of the public pension sysems to cope with the future is
aso reflected in our second question on this matter. Respondents were asked whether
there would be an incisve pension reform in the next 10 years. As Table 8 shows, more
than 70% of the respondentsin France, Germany and Italy anticipate a reform that will
decrease their pension levels significantly. Consequently, only one-third of the young
respondents in Germany (under 45) expect the public pension to be the main source of
their incomein old age. Aswith the previous question, Spain is different from Germany,
France and Italy — not even half of the respondents expect a pension reform in the
medium-run future.

These results should be of some importance to politicians. It seems that Europe's
workers already expect pain in thefuture, so perhaps reformsthat would reduce thispain
might not be that politically costly.

5.3. Would you like to opt out?

One way to reform the PAY G system is to simply make it lighter by allowing current
workers to ‘opt out' of the system, where opting out means paying in lower
contributions while working, in exchange for agreeing to receive lower benefits in
retirement. This makes the pension burden lighter for the workers' children, reducing
future pain considerably. During the transition, however, this increases current pain
since current workers either have to live with lower benefits or rely more on their own
savings.

Given this, we asked how many respondents want to opt out of the current public
pension system, who they are, and what they are willing to pay for it. Specificdly, we
asked all working respondents whether they would like to cut in half their contribution
and that of their employer in exchange for receiving only half of the pension rights once
they opt out (they were told to value past contribution at the existing benefit level). This
opting-out proposal was presented in several versons. In the first — unconditional opt
out — no redtrictions were placed on the extra cash stemming from the reduced
contributions. In the second — conditional opt out — the extra cash had to be invested in
aretirement fund. Of course, opting out at the nationwidelevel requires someone to pay
the pension of the current retirees, s0 in the third verson — opt out with transitional
burden — we imposed a transition burden in the form of a lower valuation of future
pension rights. This version was posed only to those who agreed to one of the first two
opting-out proposals. In the German version of the questionnaire we aso experimented
with a different framing of the question by adding a bit of moral persuasion in the form
of the phrase if thiswould help so that the generation of our children and grandchildren
does not have to pay ill higher contributions. Not surprisingly, this considerably
increased the willingness to opt-out.
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5.3.1. Versions1and 2. Unconditional and conditional opting out. The top panel
of Table 9 showsthe resultsfor thefirst version. In al four countriesonly a small fraction
do not know or refuses to answer, but nowhere there is an absolute majority willing to
opt out. In Germany and Italy, about 47% of those who give a valid answer would like to
opt out of the public pension systems, while some 48% would prefer to remain in it. In
France and in Spain, the approval of an opting-out deal is much lower.

To shed light on these findings we match respondent characteristics to responses as
above, but before turning to the findings, it is useful to think about what we would expect
if respondentswere rational. Financial markets returns are expected to be much higher
than those in an ageing population's PAYG system, S0 rational workers should, other

Table 9. Opting out, unconditional and conditional proposals

Unconditional opt out question: 'Suppose that you were offered the following less contribution-less
pension' deal. Namely, you were offered to reduce your contributions to national public pension
system by one hdf (e.g., rather than paying 30%, you pay 15% adjusted by country), and receive
thisamount in your pay dip. When you retire, you will get alower pension asif you had worked at
50% of your salary from tomorrow onwards. Would you accept such a deal?

France Germany Italy Spain

(%) (%) (%) (%)
Don't know/no answer 6.5 4.3 6.6 75
Yes (% of those who answered) 24.4 47.2 46.9 189

Use of money question: 'What would you do with the money? (a) save all for old age provision,
(b) spend all, (c) spend the smaller part, save the larger part for old age provision, (d) spend the
larger part, save the smaller part for old age provison’

Don't know 0.5 05 2.3 5.3
Save dl (% of those answered) 64.3 66.8 64.9 30.1
Spend dl (% of those answered) 6.1 14 18 18.6
Save most (% of those answered) 28 280 25.7 30.7
Spend most(% of those answered) 6.9 38 75 20.5

Conditional opt out question: '‘Consider a dightly different proposal: The compulsory contributions
rather than being put in your pay dip would be put in an investment fund of your choice. You
would be free to cash in from that fund only upon retirement. Would you accept such a deal ?

Don't know/no answer 11.8 4.3 9.7 13.2
Yes (% of those who answered) 49.7 71 67 63

Change of opinion between the two opting-out proposals

Opt out with mandatory
retirement savings

No (%) Yes (%) Total (%)
Unconditional opt out No 30.3 36.3 66.6
Yes 10.2 232 334
Total 405 59.5 100

Source: Authors' survey.
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things equal, want at least partially to opt out — unless they are very rik averse.
However, dl dse is not equa since PAYG systems provide some rich-to-poor
redistribution. Poor workers might therefore be expected to be less eager to opt out.
Age and expected surviva after retirement should aso matter; for young workers, the
higher expected returns outside the sysem should be more attractive (returns cumulate
for more periods), but for workerswith alonger expected life (e.g., women) staying in the
system should be more attractive. What about education? Since education is probably
correlated with greater ease of investing in financial markets and with future income,
education should aso foster opting out.

The results, shown in Table 10, are quite consistent with what we would expect. This
IS encouraging since it provides indirect evidence that respondents understood the
questions and answered in a serious manner. Specificaly, the rate of acceptance
decreases with age and rises with income and education. 'Maes and more informed

Table 10. Who wants to unconditionally opt out?

Coefficient  Std.-Error AProb (%) Coefficient Std.-Error AProb (%)

Young (<35) 0.66 0.11 10.6 0.63 B.12%%* 9.9

Old (>54) —0.48 0.19*** -7.0 —0.44 0.19 —6.3

Mae 0.28 0.10*** 3.3 0.31 0.11**" 3.6

Compulsory —0.47 012%™ —-5.0 —0.48 0.13%%* —4.9
educ. only

University 0.09 0.13 1.7 0.09 0.14 1.5
degree

Permanent job —0.27 0.169* —4.8 —0.27 0.16* —4.6

Public sector —-0.01 0.16 —0.2 0.05 0.16 1.0
worker

Poor —0.30 0.15% —4.6 —0.27 0.16* —4.2

Rich 0.22 QB2 3.7 0.19 0.12 3.1

Union member —0.18 0.13 —3.4 —0.15 0.13 —2.7

Germany 1.59 0.20%** 21.5 1.56 0.21*%*% 21.0

East Germany —0.35 0.15** —6.1 —0.42 016" * —6.9

Italy 1.29 0.17*** 25.5 1.32 0.17*** 26.0

Spain —0.34 0.18% —5.8 —0.03 0.19 —0.4

Informed about 0.42 0.1 =" 7.1 0.45 012858 —31.1
pensions

Pension crisis 0.89 0,14 %% 6.6
belief

Left —0.20 0.16 —-3.6

Right —0.01 0.16 —0.2

Constant —1.512  0.211%** —2.23 0:25%**

Obs=2005 Pseudo R2=0.12 Obs=1968 Pseudo R2=0.14
LR=3225 BaseProb=31.8% LR =367.1 BaseProb=31.8%

Notes Logit estimates. The reference individual is middle-aged, female, high school educated m|ddle th| rd of
the income distribution, and centre political ideology. Significance is denoted by aster|d<s( =10%, **=5%,
*xK =1%). LR=likelihood ratio test that al coefficients except the constant are zero. AProb is the change in
the base probability (denoted by BaseProb at the bottom of the table) if the corresponding dummy variable is
changed from O to 1.

Source: Authors' survey.
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individuals.(those who answered correctly the questions on pension contributions) are
aso more likely to accept the proposal. After controlling for these individual attributes,
however, there remain significant country effects, with acceptance much more likdy in
Germany and Italy as compared to France and Spain. In East Germany, workersare less
willing to opt out than in the West. In columns 3 and 4 we aso included a variable,
'Pension crigs belief, which takes the value of 1 for those individuals who said they
expect a pension criss. Not surprisingly, thisdummy variableis highly significant and has
the expected positive sign. Moreover with itsinclusion, Spain is no longer different from
France, suggesting that the Spanish effect detected in columns 1 and 2 is due to the
optimistic perspective of Spanish respondents about the future of the pay-as-you-go
system. Findly, the political opinion of the respondents does not affect the willingness to
opt out, nor does union membership per &

Finally, one may ask whether the individuals who want to opt out of public pensions
aso want less unemployment insurance, or vice versa, reflecting another dimension of
the trade-off depicted in Figure 1. A rigorous answer would entail the joint estimation of
two choice models, one for pensions and one for unemployment insurance. As a rough
approximation, we added to the explanatory variablesin Table 10 an additional dummy
variable, that takes the value of one if the individua wants to buy more unemployment
insurance than he currently has, and zero otherwise (results not reported). This new
variable is statistically significant and has a negative sign, suggesting that individualswho
do not have enough unemployment insurance are less willing to opt out, perhaps
because they perceive that the pay-asyou-go system dso performs a function of
insurance against bad labour market outcomes(e.g., viaearly retirements). If correct, this
finding suggests a potential complementarity in reforms. Providing more unemployment
insurance in some countries could make some workersfed more secure, and through this
channel, it could induce more willingness to opt out. We are not too confident of this
inference, however, since it is contradicted by the finding in Table 10 that permanent
workers appear less likely to want to opt out.

Overadl, these regressions confirm that the willingness to opt out responds as expected
to economic and informational variables, while it is little affected by the political or
ideological opinions of the respondents.

The second verson of the opting-out proposal constrains individuals to invest the
rebated contributions. One might expect that thiswould reduce the willingnessto opt out
relative to the previous question, but we find the opposite. As Table 9 shows, the
acceptance rate rises from 47% to 67-71% in Italy and Germany, from 19% to 63% in
Spain, and from 24% to 50% in France. Interestingly, this means that a reform involving
a mandatory 'private pillar' has more support than a reform relying on voluntary
supplemental savings. This is even more surprising as most respondents who accepted
the unconditional opting out proposal would anyway invest in old-age provision, as the
second panel of Table 9 shows.

To look at the preference for mandatory savings more closdy, the bottom panel of
Table 9 displays the percentage of respondents who switch opinion between the
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unconditional and the conditional opt out proposals. The main puzzle lieswith the 36%
of respondentswho say no to an unconditional opt out question but neverthelesswant to
opt out if they are forced to invest the rebate. Who are these individuals, and why do
they switch opinion?

We can only speculate among a number of possible explanations. First, respondents
may have simply misunderstood the second question with forced savings. Some evidence
for this explanation stems from the fact that it is much harder to relate the responses to
the second opting-out proposal to individual attributes. An analysis similar to that of
Table 10 provides a similar pattern but with fewer significant results and a weaker
datistical fit. A second explanation is that respondents are concerned with ‘time
inconsistency'. This inconsistency can be either at the personal level (they do not trust
their own discipline to save and need the mandate in lieu of sdf control), or at the societal
levd (if other individuals do not save, some of them will have to be bailed out because
they will end up too poor for society to tolerate, raising the tax burden). A third
explanation is that respondents may assume that mandatory pensions would be
subsidized, although the interviewers made no mention of this. For example, respondents
might be assuming that the subsidy would come via tax relief (asit is often the case today)
or through government guarantees (bailing out failing funds).

T o shed further light on this puzzle, we again try to statistically match responses to the
traits of respondents. The results in Table 11 show that there are few statisticaly
significant variables and the fit is not very good. Thus, we cannot easily discriminate
between alternative explanations. There is a pattern, however, in that opinion-switchers
tend to be femae, residents of France and East Germany, and individuals who want
more unemployment insurance than they currently have. This last result suggests that

Table 11. Who switches opinion?

Coefficient  Std.-Error Coefficient  Std.-Error

Young (<35) —0.170 0.148 Germany —0.448 0.325

old (>54) 0.298 0.207 East Germany 0.265 0.179

Male —0.275 0:192°%* Italy —0.311 0.291

Compulsory educ. 0.119 0.153 Spain 0.261 0.297

only

University degree —0.026 0.179 Informed about —0.229 0.153
pensions

Permanent job 0.062 0.219 Pension crisis —0.125 0.166
belief

Public sector worker —0.163 0.230 Left —0.247 0.221

Poor 0.194 0.180 Right —0.142 0.139

Rich —0.091 0.154 Wants more UB 0.432 0.134***

Union member —0.055 0.164 Constant —0.298 0.369

Obs = 1147 LR=54.9

Notes: The reference individual is middle-aged, female, high school educated, middle third of the income
distribution, and centre political ideology. Significance is denoted by asterisks (*=10%, ** =509, *** - 1%).

Source: Authors' survey.



WELFARE STATE REFORM. 31

individual time inconsistency may indeed play a role. We will again pick up this puzzle
below.

5.3.2. Version 3: Opting out with transition burden. For the system as a whole,
opting out is only feasible if someone bears the 'transition burden', that is, someone pays
for the pensions of current retirees while at the same time saving for their own
retirements. This transition burden can be financed either by cutting existing pension
benefits, thereby lowering the PAY G contributions of current workers and making room
for savings, or by adding savings to the current contributions. Both options are
unattractive and are likely to reduce the political support for reform. For this reason, it is
important to explore attitudes towards paying for an opt-out that includes a transitional
burden. We do this with the third version of our opting-out proposal.

Specifically, all those who accepted the unconditional opt out proposal were asked
whether they would Hill accept alessfavourable proposal, offering the same contribution
rebate but a smaller future pension. The precise wording and our results are shown in
Table 12. We chose to model the transition cost as a cut in pension benefits because the
respondents were at this point of the interview used to thinking in dividing up pension
levels between PAY G and funded pillars.

Not surprisingly, the acceptance rate is considerably lower. But the extent to which
opting out is rejected may surprise and suggests that perhaps the question was not well
understood. In Germany and Italy, only a quarter of those who had accepted the
previous proposal are gill willing to opt out. In France and Spain, where fewer people
accepted the unconditional opting out proposal, the declineisless pronounced: 40-50%
dtill wanted to opt out even under a transition burden. Altogether, these numbers convey
a samilar negative result. In al four countries only little more than 10% of the

Table 12. Opting out with a transition burden

Question: 'Suppose that you were offered the above deal under less favourable conditions. Namely,
you were gill offered to reduce your contributions to (national public pension system) by one half,
but now your pension will be calculated asif you had worked at less than 50%. In particular, would
you dill accept the deal if your future pension is calculated asif you had worked at: (a) 45% of your
sdary, (b) 40% of your saary, (¢) 35% of your salary, (d) 30% of your sdary, (€) 25% of your
sdary, (f) not at all?

France Germany) Italy Spain

(.G/n) (%) {U/u) (%)

45% 27.9 13.8 13.9 18.1
40% 5.0 3.4 5.8 13.4
35% 1.2 1.8 1.9 5.0
30% 1.4 3.3 0.4 3.3
25% 1.8 3.1 4.3 12:3
Acceptance 37.4 249 26.3 52.1
Not at dl 62.6 75.1 a7 47.9

Source: Authors' survey.
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6.

respondentsiswilling to opt out if that entails bearing the transition burden envisaged in
our question.? Perhaps these answers cannot be taken at face value, given the difficulty of
the question. But they suggest that the transition towards a fully funded system could be
politicaly difficult, unlessthe burden is spread across severa generations (andistherefore
relatively low) and the benefits of reforms are carefully explained to public opinion.

The questions discussed up to now were designed to solicit opinions on the individual
demand for specific transfer programs. We turn next to much broader questions, namely
peoples opinions concerning the overall sze and tasks of the welfare state.

SIZE AND TASKS OF THE WELFARE STATE

Reforming Europe's wefare states is a difficult task that can be made easier by
understanding citizens opinions concerning the sze and shape of the welfare state, and
more generally, the sources of political conflicts. Are class and ideological conflicts the
key, or isit merely a'neo-corporatist' conflict?What is the role of unions?T he answersto
such questions should help policymakers craft politicaly viable reforms by bundling
together different reforms that appeal to specific group of supporters, or by finding ways
to compensate reform opponents.

Of course the responses to such general questionswill be fuzzier and harder to anayse
than those discussed above, but we try to minimize the possibility of whimsical answers
by again imposing a budget constraint. This distinguishes our approach from that of
Eurobarometer and other general surveys. For instance, we did not ask whether the
welfare state should be made more generous, but we asked whether the respondent is
willing to pay more taxes for a bigger welfare state.

6.1. The size of the welfare state

We start with the size of the welfare state, asking al respondents, whether in the labour
force or not, the question reported in Table 13. Our centra finding is that the majority
of respondents support the status quo. In Italy, more people would like to shrink it than
would like to enlarge it, but an absolute mgjority favours maintaining or increasing the
status quo. In al other countries, the status quo was the favourite response and indeed
attracted an absolute majority. Germans are most satisfied with the current sze of the
welfare state: amost 59% are in favour of the status quo. Of those that are not content,
two-thirds would like to reduce taxes and expenditures, and one-third would like to
increase them. The pattern is very smilar in France, with a bit less satisfaction and more

- —
L

21t is interesting to compare that average willingness to pay for the transition with actual pension reform proposals.
Calculationsfor Germany, using today's relation between payroll contributions and pension benefits, permit us to convert the
average willingness to give up pension benefits expressed by respondents into a corresponding contribution rate. The results
show workers would be ready to pay on average 1.37% of their gross income to opt out. This isjust about the "additional
burden' implied by the current reform proposal in Germany, e.g., Birg and Borsch-Supan (1999) and the original 'Pension
Reform 2000' proposed by the German government in the Summer of 2000. A similar calculation for Italy yieds the almost
identical value of 1.36%.
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Table 13. Who wantsto expand the welfar e state?

questian: 'INn your opinion, should the state (a) reduce taxes and compulsory contributions, cutting
pensions and/or transfers to households, (b) maintain taxes and compulsory contributions at
current leves, or (C)increase pensions and/or transfers to households, by raising taxes and/or

compulsory contributions?

France  Germany Italy  Spain

(%) (%) (%) (%)
Don't know/no answer 19.1 6.5 16.1 21.7
Less transfers and taxes (% of those who answered) 35.0 26.9 42.8 159
Maintain (% of those who answered) 51.2 59.1 39.7 53.2
More transfers and taxes (% of those who answered) 138 14.0 174 30.9

Characteristics of those who wants to shrink the welfare state:
Dependent variable: 1=reduce, 2=maintain, 3=increase

Coefficient Std.-Error Coefficient  Std.-Error

Coefficient Std.-Error

Public sector 0.051 0.079 0.041 0.080
worker

Unemployed —0.012  0.107 —0.003  0.108

Permanent job 0.040 0.071 0.030 0.072

Employed 0.190  0.055*** 0.135  0.058**

Sdlf-employed —0.352  0.072***  —0.368  0.073***

Y oung (<35) —0.209  0.045***  —0.228  0.046***

Old (>54) 0.110  0.053** 0.13¢  0.054**

Male —0.067  0.037% —0.070  0.038*

Poor 0.119  0.046** 0.119  0.047*%*

Rich —0.031  0.046 —0.030  0.047

Compulsory —0.036 0.044 —0.011 0.046
educ. only

University —0.062  0.052 —0.067  0.053
degree

Unskilled 0.165  0.088* 0.133 0.088
worker

Medium skills 0.255 0.077*** 0.238 0.078%**
worker

Union member 0.153 0.048*** 0.136 0.050***

Left 0.202  0.059***

Right —0.040  0.056

Informed about
pensions

Spain 0616  0.066*** 0.651  0.068%***

France -0116  0.066* —-0.079  0.068

Italy —0.196  0067***  _0.163  0.069**

East Germany 0.163  0.053*** 0.210  0.056***

0.004 0.089

0.031 0.084

—0.243 0.063 ***
0.208 0.098**
-0.110 0.057*

0.120 0.084
-0.016 0.066
0.011 0.069

—0.138 0.077*
—0.050 0.132
0.156 0.120

0.208 0.068 ***

0288  0.087***
—0.146  0.086*
—~0.254  0.065%**

0.890  0.143***

0.090  0.154
—0.003  0.154

0.269  0.087***

Obs=3978 LR=3469 Obs=3825 LR=363.3 Obs=1697 LR=2018

Pseudo R2=0.04 Pseudo R2=0.04

Pseudo R2=0.06

Notes Ordered probit. The reference individual is middle-aged, female, high school educated, middle third of
the income distribution, and centre political ideology. Significance is denoted by asterisks (¥ = 10%, **=5%,
***~ 19%). LR=likelihood ratio test that all coefficients except the constant are zero. 'Don't know' istreated as

a missing observation.
Source: Authors' survey.
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support for a shrinking welfare state. In Spain, while a majority enjoys the status quo, a
significant minority (almost a third) wants an expansion of the welfare state. Importantly,
this support for the status quo aso means that most are against expanding the welfare
state; at least 70% of respondents in dl nations, were against expanding taxes and
expenditure, with the figure over 80% in France, Germany and Italy.

To investigate who wants to expand the welfare state, we apply our by now familiar
gtatistical technique (ordered probit) in the bottom panel of Table 13. Given the way we
have specified the variable to be explained, positive estimated coefficients correspond to
preferencesfor a larger welfare state.

The numbers in the two leftmost columns reveal a pattern that is broadly consistent
with what we found in the previous part of the survey. Disagreement is mainly observed
along the agg income and insider/ outsider dimensions. The poor and old are more likely to
oppose reduction of the welfare state, while the young are for it. The situation in the
labour market matters in that the employed are in favour of bigger government
compared to non-workers, and self-employed workers are against bigger government.
On the other hand, being unemployed, beingin the public sector or having a permanent
labour contract is not associated with significant preferences either way. Thus, here the
conflict between insiders and outsiders is confined to the different preferences of sdf-
employed individuals. Note that union members prefer bigger governments even after
controlling for individual attributes — we discuss this finding in more detail below.
Education (captured by the '‘compulsory education only' and 'university degre€’
variables) does not seem to matter, though individuals employed in lower and medium
skilled jobs are in favour of a bigger sze of government.

Cross-country differences remain significant even after controlling for individual
atributes. Italy and France are confirmed to be in favour of smaler governments
compared to Germany, while Spain is strongly in favour of bigger governments. Not
surprisngly, East Germans prefer a larger welfare state than West Germans. These cross-
country differences confirm the earlier observation that exposure to different media and
debates can shape policy preferences. T he cross-country differences aso reveal an interesting
finding, namely there is some evidence of convergence towards a socid model such as that
currently present in France and Germany. We conclude thisfrom observing that Spain, with
a much smaler sze of government, is dso the country most in favour of expanding the
welfare state. As we had pointed out in Section 2, Spain is dso the country with the largest
inequality even after controlling for the redistribution through extended families.

To control for political leanings of the respondents, we include dummy variables for
left and right ideologies. As the middle two columnsof the lower panel of Table 13 show,
most estimates remain stable, providing further support to the view that ideology does
not swamp individual economic sdlf-interest. Political position, however, does not
completely disappear. The variable 'left’ is satistically significant.

Recall that political position and union membership were never statistically significant
in the unemployment insurance and opting out regressions. Those questions were
formulated 0 as to induce respondents to reveal their percelved economic interests, that
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is, their 'demand’ for unemployment insurance and for public pensions-and indeed,
ideology seemed to play no role. Here instead we are investigating their view about what
public policy ought to be. Economic salf-interest continuesto play an important role. But
now political position and union membership aso matter. We conclude that ultimately
policy opinions reflect a blend of economic sdlf-interest and ideologica views about what
is 'right' or ‘wrong' for society as a whole. In this respect, left wing ideology seems to
matter more than right wing views.

I'n our third specification, shown in the final two columns of Table 13, we investigate
whether information matters by including the variable measuring whether respondents
were correctly informed about the contribution rate to the public pension system. The
sample of respondentsis now much smaller because the information question was asked
only to those who currently pay socia security contributions. T he results show that, once
more, information matters. More informed individuals are dso more likdy to prefer a
smaller welfare state. Political positions now becomes even more significant while most
other coeflicients remain largely unaffected with two exceptions (theincome variablesare
now gatigticaly insignificant, and cross country differences vanish) probably due to the
smaller sample size.

One implication is that these results broadly support recent research in politica
economics; policy preferences are correlated with the individuals economic situation in
general, and, in particular, those who benefit from alarge welfare state tend to support it.

6.2. The composition of transfers

We have seen that a magjority of respondents wants to maintain the current sizze of the
wdfare state. What about the camosition of transfers? To find out, we asked whether
individuals favour a reallocation between pensions and unemployment support. The
question was asked to al those who, in the previous question, replied that the sze of the
welfare state is adequate. Precise question and answers are found in Table 14.

The results are quite similar to those from the size-of-welfare-state question. Germans,
French and Spaniards appear largely content, while more Italiansare in favour of some
sort of change, with the shift from pensionsto UB garnering almost a half of respondents.
In all four countries, the type of change most favoured is that which moves money from
pensions towards unemployment benefits and other job seeker support. This is strongest
in Italy and Spain, confirming the results in the section on unemployment insurance.
The results on Italy are in accord with the observation that the existing transfer system
gives much more to pensions and much less to unemployment insurance compared to
the rest of Europe. Thus, again, the opinions of European citizens seem to point to some
kind of convergence towards a common European socia model.?

3 The sample of respondents is confined to those that prefer to maintain the size of government asitis In the case of Italy, given
the pattern of responsesto the previous question, it is quite likely that, if the same question had been posed to all respondents,
we would have obtained an absolute mgjority in favour of a realocation away from pensions and towards unemployment
insurance. Thisiswhat Boeri and Tabellini (1999) had found in a similar opinion pall just for Italy, conducted a year earlier.
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Table 14. Opinions about shifting resour ces from young to old

guestion: 'In this case <maintaining size>, should the state (a) allocate more resources to pensions
and less to unemployed or young job seekers, (b) allocate less resources to pensions and more to
unemployed and young job seekers, or (c) keep the current situation?

France Germany Italy Spain

(%) (%) (%) (%)

Don't know/no answer 9.0 33 7.3 9.0
More to pensions (% of those who answered) 139 16.6 185 10.2
Less to pensions (% of those who answered) 199 21.6 46.2 30.2
Status quo (% of those who answered) 66.2 61.8 35.2 59.6

Who wants to shift resources from the young to the old people, given no change in the sze of
welfare state? (probit estimates with sample sdectivity correction)

Coefficient Std.Error Coefficient Std.Error

Unemployed —0.314 0.184* —0.285 0.180
Young (<35) —-0.014 0.077 —0.014 0.074
Old (>54) 0.240 0.092* ** 0.201 0.094 **
Compulsory educ. 0.140 0.065** 0.118 0.064 *

only
Union member —0.030 0.089 —0.056 0.081
Permanent job 0.239 0.124* 0.178 0.121
Spain —0.234 0.200 —0.155 0.168
France 0.069 0.175 0.069 0.136
Italy —0.627 0.300** —0.476 0.277*
High unemployment ' —-0.159 0.067 **

region
Constant 0.737 0.439* 1.033 0.260***

Obs=4558 Censored = 2525 Obs= 4558 Censored = 2525

Ndes Wald test that all coefficients except the constant in the main equation are zero is 39.9 for the first
regression and 31.3 for the second. The selectivity equation (not reported) is highly significant. Main
instruments are income and skill levels. Estimation is by joint maximum likelihood.

Source: Authors' survey.

We explore the traits of respondentswho favoured shifting resources toward the young
in the bottom panel of Table 14. This gatistical procedure is a bit more involved since
the sample of respondentsis not randomly chosen (only those for maintaining the status
quo were asked). In particular, we applied a two stage procedure that first modelled the
probability of answering 'maintain the sze of the welfare state' in a manner smilar to the
regression in Table 13 (significant variables only). In the second stage, Table 14, we
estimate the probability that the respondent wants to give more to the unemployed. The
dependent variable is zero or unity, with zero indicating that the respondent wants to
give more to the unemployed.

The results confirm our prior expectations and the results we saw above. Individuals
who oppose a reallocation of transfers towards unemployment insurance are older, less
educated and have a permanent contract, while currently unemployed individuals want
a reall ocation towards unemployment insurance. Union members do not have significant
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preferences either way after controlling for individual attributes. Italy is confirmed to be
different from the other countries. The third and fourth columns of the bottom panel of
Table 14 add to the second-stage specification a dummy variable for high unemploy-
ment regions. Not surprisingly, this new variable is significant and has a negative sign,
but our previous conclusions remain largely unaffected; only some of the other variables
now have a lower significance levdl.

Overall, we mainly see a conflict between insiders and outsiders on the one hand (or
employed and unemployed), and between young and old on the other hand. Politica
position and income (specifications not reported) do not play a role in affecting
preferences over the allocation of socia expenditure.

6.3. Are unions conservative?

The attitudes of union members towards these issues deserve special emphasis because
any reform of the welfare state in France, Germany, Italy and Spain would have to be
negotiated with the trade unions. Table 15 provides some evidence that union
members do have a penchant for the status quo. We adopt two alternative definitions
of status quo bias. Thefirst and broader definition associatesstatus quo biaswith being
against any retrenchment of the welfare state (answering 'maintain’ or ‘increase the
size of the welfare state’' in Table 13). The second more restrictive definition includes
only those individuals who want to maintain the current sze of the welfare state
without redistributing money in favour of UB (answering 'keep current situation' in
Table 13).

Table 15 clearly shows that, for both definitions of the status quo, union membersare
more prone to preserving the current situation than are non-members. | s this an effect of
union membership per se which remains significant even after controlling for individual
characteristicssuch as age, gender and income? T 0 answer this question, we go back to
the regressions in Table 13 where we controlled for personal characteristics. There we
see that union membership per se strongly affects opinions about the size of the welfare
state. However, once we turn to the alocation of socia spending across generations or

Table 15. Status quo bias of unions

France Germany Italy Spain
(%) (%) (%) (%)

Broad definition: Should the State maintain or increase taxes and benefuts?

Union members (% answering yes) 76.0 76.0 60.5 92.1
Non-members (% answering yes) 63.6 72.2 56.8 82.9
Restrictive definition: Should the size and allocation of spending be maintained?

Union members (% answering yes) 54.5 46.5 24.7 42.3
Non-members (% answering yes) 37.7 44.9 20.8 353

Source: Authors' survey.
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to more specific questions — for example in Table 14 — the effect of union membership
per se vanishes, being swamped by other individual attributes. This finding may reflect
how torn union members are in the current political and economic situation. On the one
hand, there may 4ill be the 'great vison' of alarge helping welfare state, generating aper
se union effect on issues of broad scope. Once it boils down to specific issues, however,
union members share the general viewpoint of non-members. If their attitudes are more
‘conservative, thisis because of the individual attributes of union members. Unions tend
to represent economic and political intereststhat would be hurt by reforms to the welfare
state. This suggeststhat different rulesfor union memberships could change the attitudes
of unions towards these issues.

6.4. Reforming the welfare state — yes or no?

The responses discussed above do not offer an encouraging picture for those arguing in
favour of a retrenchment of the European welfare state. A retrenchment of the welfare
state would not carry a majority among the voters in any of these countries. Such a
conservative picture comesabit asa surprise: our findings on pensionsindicate that large
groups of respondents would welcome bold proposals such as privatizing as much as half
of the public pension system (third panel of Table 9), and a majority of the labour force
in al countries but Italy did not want more generous UB (Table 4). So why the great
reluctance to shrink the welfare state? Does this imply that reforming the welfare state is
a politically impossible task? This subsection addresses these issues by comparing the
answers to various parts of the questionnaire.

We concentrate our attention on the big-budget item — pensions. Specifically, we
consider the puzzle of why a maority appears unwilling to shrink the welfare state,
despite the fact that a majority also wishes to opt out of the PAY G pension system once
savings are mandatory. Table 16 shows the pattern of responses to the opting out
question with mandatory savings and the question on the size of the welfare state. The
puzzle lies with the one third of respondents who answered yes to the opting out

Table 16. Opting out and maintaining the size of the wefare state (% of
respondents)

Opting out with mandatory savings

Yes No/No answer Total

Reduce 17.1 7.7 24.8

Size of Maintain ‘ 27.9 18.1 45.9
Welfare state Increase | 7.3 6.0 13.3
No answer 7.2 8.7 16.0

Total 59.5 405 100.0

Source: Authors survey.
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question, and who aso want to maintain or increase the size of the welfare state (cdls
emphasized in Table 16). Why are they so reluctant to shrink the welfare state, given that
they would be happy to opt out of the public pension system?*

We offer four (not mutually exclusive) explanations for this puzzle. First, generalizing
the insights about union membership in the previous subsection, ideology and political
positions may play a different role in general compared to specific questions. |deology
appears to play a role when individuals are asked normative policy questions, but not
when instead economic interests have been elicited. This explanation is suggested by the
finding that political opinions (in particular left wing ideology) and union membership
are gsignificant variables in the regresson of Table 13 but not in the regressions
concerning UB and pension reforms. By their own assessment, many voters find it
advantageous to demand a smaller welfare state; nevertheless, this conflicts with their
view about the appropriate role for government policy.

A second explanation centres on 'general equilibrium' calculations. When a question
is about general policy issues, the respondents may consider the society-wide
implications, but when it is about individua choices, they suppose that they aone
would be subject to the change. For example, maybe voters are unaware of the transition
burden implied by privatizing pension, and thus tend to underestimate the costs
associated with the existing generous welfare states. This explanation is suggested by the
much lower acceptance rate of the opting out proposal when the transition burden is
made explicit, and by the finding that most respondents vastly underestimate the cost of
the PAYG system (both the current contribution rate and the need to finance public
pensions out of general revenue).

According to a third interpretation, individuals want to retain the socia insurance
aspect of the welfare state, though they might be willing to scale down its redistributive
role. This explanation is suggested by the two very different patterns of responses to the
opting-out questions with and without mandatory savings. a majority of respondents
wanted to opt out of public pensions only if it is accompanied by mandatory savings.
According to this explanation, the question on the sze of government is interpreted
loosdly (and imprecisely) as referring to the scale of government intervention, and not to
the particular form it takes. Resultsfrom the previous Eurobarometer survey also accord
with this interpretation. Finally, we offer a much more mundane explanation.
Respondents have ssimply misunderstood the relatively complex opting-out questions,
or they have not thought carefully about it.

T o discriminate between these alternatives and to gain more information about these
puzzling individuals, we created a dummy variable that takes the value of one if the
respondent answered 'yes to opting out with mandatory savings and 'maintain' or
'increase’ to the sze of the welfare state question. We then pursue our usual strategy of

VI
*This puzzle is not an artefact due to the different samples of respondents (all respondents were asked about the size of welfare
state, while employees only were asked about opting out). In fact, the distribution of responses to the welfare state question is
quite similar in both samples, and even among those who answered the opting-out question there isa majority in all countries

against shrinking the welfare state.




TITO BOERI, AXEL BORSCH-SUPAN AND GUIDO TABELLINI

estimating a logit regression relating this dummy variable to individual attributes. The
results, displayed in Table 17, suggest some interesting insights.. Political ideology and
union membership seem to play no role. However, education, information and crigs
perception are statistically significant. Individuals who want to opt out but oppose a
smaller welfare state are less educated and more uninformed about the true cost of social
security, though they expect an imminent pension criss. They are also concentrated
among Germans, as revealed by the negative country fixed effects that are measured vis-
a-vis Germany.

These results seem to rule out the ideology explanation but are consistent with the
general-equilibrium explanation. Among those willing to opt out, opposition to a
smaller welfare state is associated with a criss perception and with less ability to process
information. This is consistent with the idea that these respondents oppose shrinking
the large European welfare states because they discount its burden and the associated
general equilibrium distortions, while at the same time they wish to opt out because
they do not trust itslong-run sustainability. The significance of the variables 'informed
about pensions and ‘'university degree are aso consistent with the mundane
explanation.

Table 17. Who wants to opt out without shrinking the welfare state? (logit
estimates)

Dependent variable: Probability of 'yes to opting out with mandatory savings and 'maintain’ or
'increase’ to the size of the welfare state

Coefficient  Std.Error Significance AProb (%)

Public sector job —0.225 0.160 —4.65
Y oung (<35) 0.031 0.110 0.48
Old (>54) 0.106 0.168 1.71
Poor —0.067 0.144 —1.10
Rich —0.037 0.115 —0.61
Compulsory educ only. —0.059 0.114 —0.67
University degree —0.302 0.132 o —5.27
Union member 0.142 0.122 2.82
Left 0.074 0.152 1.50
Right 0.235 0.149 4.84
Informed about pensions —0.227 0.115 e —3.66
Pension crisis belief 0.306 0.126 o 2.28
Spain —0.225 0.148 —4.03
France —1.130 0.144 i —17.29
Italy —0.672 0.152 xS —~11.24
Constant —0.354 0.170 w

Obs.=1968 LR =116.5 Pseudo R2=0,046 BaseProb=235.0%

Ndes Significance is denoted by asterisks (¥=10%, **=5%, ***=19%). LR=likelihood ratio test that all
coeflicients except the constant are zero. AProb is the change in the base probability (denoted by BaseProb at
the bottom of the table) if the corresponding dummy variableis changed from 0 to 1. LR isthe Likelihood ratio
test that al coefficients except the constant are zero. Pseudo-R2 is defined as 1 — (Z(,8)/L(0)).

Source: Authors' survey.
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7. SUMMARY AND POLICY CONCLUSIONS

Our survey has revealed a host of findings about the willingness to reform the systems of
protection against the risk of job loss, the pension system and the welfare state in general.

7.1. Labour market reform

A central theoretical result from the literature in political economics is that a
majority of voters prefers to under-insure against unemployment risk. The reason is
that such risk is concentrated in a minority of individuals. The unprotected minority
of outsiders is unhappy, and would be prepared to pay for more insurance, but is
politically powerless. By and large, the results of our survey confirm these theoretical
insights. A large majority of French, German and Spanish workersdo not want more
unemployment insurance since they are 'insgders who aready enjoy adequate
protection. Italian workers, by contrast, are evenly divided on this issue, largely
because so many of them are not covered either by UB or by EPL.

A large group of outsiders — workers in unsecured jobs, with temporary contracts,
or unemployed — would pay for more unemployment insurance. This holds for all
four nations, but especially so in Spain and Italy. Among these outsiders, the most
keen are youngsters, workers facing a high risk of unemployment and living in
regions where long-duration unemployment is widespread. The unemployed are
especialy keen on unemployment insurance; they would accept a 5—10% pay cut
if the entry job provided it. Thisis more than what would be required to finance
the insurance.

These results broadly support the notion that unemployment insurance and job

protection laws are substitutes from the workers' viewpoint. There is thus a trade-off that
could be exploited by politically viable reforms.

In Italy and Spain, a government willing to reduce firing restrictions would find it
easier if it accompanies thiswith an extension of UB coverage. Such a bundle could
receive the support of unemployed individuals and of temporary workers — those
more willing to pay for unemployment insurance — and some workers already
covered by UB. Our findings suggest that this extended coverage could be self-
financing, as the workers benefiting from it seem willing to pay more than required
to maintain the insurance scheme on balance.

For France and Germany, however, this strategy is less likely to pay off, given their
already generous UB systems. Our results suggest that the winning package in these
nations would combine a more extensive UB coverage to workers with relatively
short contribution records, and a reduction in the maximum duration of benefitsfor
those already covered. Such reforms are likdy to improve the efficiency of the UB
systems, as empirical work suggests that long-term unemployment is associated with
a long maximum duration of unemployment benefits.
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e Findly, the demand for UB declines with age in some groups of respondents. This
suggests that old-age pensions can be regarded as a substitute for unemployment
insurance. If S0, there is another important complementarity of reforms. Opposition
to smaller pension benefits could be dampened by a contemporaneous expansion of
UB.

7.2. Pension reform

The overall levd of misinformation on European pension systems is impressive, and at
odds with the common assumption in political economics that voters are able to
rationally compare alternative policies according to their economic sdf interest.

e A third of our respondents did not know how to answer a question on the size of
employer and employee pension contributions, with the figure ranging from more
than half in Spain to just afifth in Germany. Of those who responded, generally less
than half got it right. Of those who got it wrong, aimost all underestimated the true
contribution rate. In Spain in particular, underestimation is huge. Italians were the
best informed.

e Only haf the contributors are aware that additional government resources are
required to finance current pensions. In Germany, less than half of the respondents
realized that all of their contributions are used to finance current pensioners, with
nothing going towards their own retirement.

e This misinformation matters. better informed voters are more likey to favour
reforms. Thus, informing the public about the costs is an important aspect of any
politically successful reform. Politicians, union leaders, or opinion makers who
minimize the cost of the system and its future problems are making reforms less
likely. Moreover, an important ingredient of successful reformsis their smplicity and
transparency, since this helps the voters to recognize the cost of the PAYG system.

Despite lack of detailed information, there is widespread pessmism about the future.
There are also significant differences across countries, confirming the relevance of the
media and the pubic policy debate in shaping public opinion.

e More than two thirds of French, German and Italian respondents expect a crisis of
the pension system. The Spanish are more optimistic; only two-fifths expect a crigs.

e More than 70% of the respondents in France, Germany and Italy anticipate a
reform that will decrease their pension levels significantly. Only one-third of the
young respondents in Germany expect the public pension to be the main source of
their income in old age. Spain stands out here since less than half the respondents
expect an incisve pension reform.

Reducing reliance on the current PAY G system is widely viewed as an essential part of
any serious pension reforrn. A second set of our results concerns attitudes towards one
such reform, namely opting out of the public PAY G pension pillar — where opting out
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means paying in a much lower contribution while working, in exchange for agreeing to
receive much lower benefits in retirement.

e Opting out ispopular in dl nations, but our results suggest that the political viability
of such reform could depend upon details. An opting out plan accompanied by
mandatory retirement savings attracted support from a clear majority of respondents
in al nations, except France, but even there, amost 50% supported it. But opting
out seems less appreciated if the freed contributions can aso be used for current
consumption.

e Opting out is much less popular if workers are asked to directly bear a ‘transition
burden’. However, the average accepted transition burden, even counting those
workerswho would not bear any burden at al, amost exactly matches the predicted
transition burden of current reform proposals.

e Resistance to opting out correlates systematically with a few individual traits. Older,
poorer, less educated and less informed workers are less in favour, as are workers
with a permanent and protected contract. This suggests a political package where
support of the poor and old could be 'bought’ by offering them a more favourable
opting out deal. Segmentation of this kind could seem unfair, but it could prove
essential to overcome political opposition.

7.3. The bottom line

Our project was motivated by three general questions. First, what does a mgjority of the
citizenswant?Does the welfare statein its current Sze and form satisfy the preferencesof a
majority, or isit suited to fit the wishesof a powerful minority?The overall message is that
a mgjority of the citizens does not want to change the status quo szze of sociad expenditures,
even in the light of high current taxes and contributions: retrenchment of the wefare state
is unlikely to win a majority in Continental Europe. When we consider the composition of
transfers and the details of the programs, however, the conclusons are not so clear and
differ across countries. In Italy, in particular, there could be widespread support for
reforms that modify various aspects of specific welfare programs. From the point of view of
political theory, the finding that the status quo is a majoritarian outcomeisin line with the
'median voter' result. Politica parties have adapted to the voters preferences: electoral
competition has forced them to offer the policies preferred by the mgjority of voters. But
there is an aternative interpretation: that the citizens preferences are endogenous and
adapted to the status quo. Voters suffer from a 'negétivity bias: once they get something,
they don't want to giveit up. If so, the voters psychology induces status quo bias and path
dependence in politics. This second interpretation has been studied by politica scientists
such as Pierson (1996), but has been neglected by economists. Our findings on the
importance of information suggest that perhaps it ought to receive more attention.
Second, what are the relevant cleavagesin the political debate over the welfare state?
Here the picture is quite clear and similar in all countries, and supports the recent
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research in political economics. Political conflicts are firmly grounded on the economic
interests of the citizens. There are three dimensions of conflict: between young and old,
rich and poor, and insiders and outsiders in the labour market. The intergenerational
conflict isaways present on al policy issues. The other two conflicts manifest themselves
differently depending on the policy issue at hand. Political ideology aso plays a role,
particularly over the sze of government, but not in the demand for specific welfare
programs. Unions are staunch supporters of the status quo, as union members are mainly
insiders and older workers, while unemployed are under-represented. Overall, conflict
over the wefare state seems much more complex than suggested by the smplistic
Marxian vison of a dass struggle.

Our last motivating question concerned the political viability of reforms. Taken together
our results suggest that, while shrinking the welfare state may be politically very difficult,
there is room for reforms that redesign its key features. In particular, reforms that aim to
gtabilize the costs of penson systems and to make them sustainable in the face of
population ageing appear possible. While according to this survey citizens do not seem to
want a smaller welfare state, they certainly would also oppose further hikes in taxes and
contributions and they seem aware of the unsustainability of the status quo. Moreover,
reforrns could be designed to exploit some complementarities. Two of these potential
interactions are hinted by thissurvey, which both originate by an extension of the coverage
of unemployment benefits. Such a reform, notably in southern European countries, may
increase support to reforms going-in the direction of greater labour market flexibility. It
may aso help increase the consensus for partial privatizations of pension systems.

Whether we like it or not, public opinion in continental Europe seems to be strongly
averse to the socia model advocated by Mrs Thatcher in the UK or by President Reagan
in the US. By and large, continental Europeans do not want to get rid of government
intervention in socia affairs. We leave it to the reader to decide whether thisis a positive
or negative conclusion. In any event, a reform-minded politician could still exploit the
widespread dissatisfaction and pessmism revealed in the survey to achieve a more
efficient and sustainable welfare state.
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