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Toward a New Social Contract:
Taking on Distributional Tensions in Europe and Central Asia

• Globalization, technological change, and aging, have created opportunities, 
but also intensified cleavages within societies. 

• Four main contributions:
1. Draw attention to the changing nature of inequality and provide new evidence that 

insecurity and risks are not shared equally.
o Rising ‘horizontal’ inequality (disparities among groups); and persistent inequality of opportunity.

2. Domestic institutions of conflict-management are not anymore very effective in 
reducing emerging distributional tensions. 

3. Perceptions of inequality and demand for corrective action are rising; 
o Gap between subjective perceptions of inequality and objective inequality.

4. Principles for redesigning the social contract: universalism, security, progressivity.
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Why 
Social Contract?
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Why “Social Contract”?
A stable social contract is achieved when there is an dynamic ‘equilibrium’ among:

1. Distribution of resources generated by market forces;
2. Public redistribution and social protection against risks; 
3. Social preferences for equity-redistribution, which are the complex product of 

beliefs, perceptions, social values and social norms;

Social contract a la Binmore (1998) as an equilibrium of a game; or Kanbur (1999), 
in the context of optimal taxation; also see Rodrik (1999): shocks, distributional 
conflict and growth. 
Different from Hobbes, Locke, Rousseau. 

Presenter
Presentation Notes
Public redistribution happens via three main mechanisms:
Redistribution via tax and transfers; or
Pre-distribution: 
Pre-market: skills, health, [public goods], inheritance;
In-market: regulation of labor market, corporate governance, financial policy

Kanbur (1999) sets out a framework for thinking about optimal taxation that includes (a) the degree of inherent inequality as reflected in the extent of productivity distribution; (b) the incentive effects, captured in that model by the elasticity of labor supply; and (c) the degree of egalitarianism, captured by the inequality aversion parameter.



A stable social contract
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Market-related Distributional Tensions
Contribution 1: 

Draw attention to the changing nature of inequality and provide new evidence that insecurity and risks are not shared equally.

Toward a New Social Contract: Taking on Distributional Tensions

Presenter
Presentation Notes
With this “social contract” analytical framework we can address the three questions of the report:
What are the main distributional tensions in Europe and Central Asia?
Are the current redistribution (and social protection) systems effective in countering them? And thus satisfying European equity preferences?  
Are there imbalances contributing to fissures in the ‘old’ social contract, and how a ‘new’ one could look like?



Vertical Inequality
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Trends in income inequality, 
European Union, 1988–2015
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Distributional tensions
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Horizontal inequality

• Disparities across three key groups:
• Generations (or birth cohorts); 
• Workers; 
• Regions;

Inequality of opportunity - Fairness



Intergenerational divide: The incidence of Non 
Standard Employment
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The declining fortunes of the young
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Presentation Notes
This shows the same phenomenon as before. The inference of the Beadry et al AER article is that there is a drop in demand, as both quantity and prices are going down… the hypothesis is automation whose incidence is stronger on the young cohorts

But there could be other explanations, such as a simpler composition effect…




An intergenerational divide: within-cohort inequality
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Italy

Cohort Gini coefficient Equivalent to:

1930-35 0.319 Japan

1945-50 0.329 France

1960-65 0.380 UK

1980-84 0.486 Chile

Note: Calculations using a Deaton-Paxson cohort-age-time 
decomposition regression, and assuming log-normality



Occupational Polarization

Source: Bussolo, Torre and Winkler (forthcoming background paper)
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Presenter
Presentation Notes
Definition of occupation categories is inspired in Acemoglu and Autor (2011)  and Manning and Solomon (2007) (“Lousy jobs, lovely jobs”). Occupations (at 2-digit ISCO classification) are ordered according to their values of RTI (Routine Task Intensity). The top third is classified as Routine intensive occupations (orange bars). The remaining two thirds are ordered according to the value of the Non Routine, Cognitive task index (from O*Net). The top half of these remaining occupations are classified as Non Routine, Cognitive intensive occupations (grey bar) and the other half as Non Routine, Manual intensive occupations (Blue bar). �
Changes in absolute numbers: Germany (+0.8 M for Non Routine, Manual; -2.0 M for Routine; +3.5 M for Non Routine, Cognitive), Poland (+1.5 M for Non Routine, Manual; -2.5 M for Routine; +2.0M for Non Routine, Cognitive), Spain (+1.7 M for Non Routine, Manual; +0.5 M for Routine; +2.6 M for Non Routine, Cognitive) //// Georgia (+41K for Non Routine, Manual, +15K for Routine, -7K for Non Routine, Cognitive), Kyrgyz Rep. (+243K for Non Routine, Manual, +74K for Routine, +13K for Non Routine, Cognitive), Russia (-0.3M for Non Routine, Manual, +1.1M for Routine, -1.9M for Non Routine, Cognitive), Turkey (+2.9M for Non Routine, Manual, +2.0M for Routine, +1.3M for Non Routine, Cognitive)

[Add parallel literature with MENA]

Examples of occupations in each category:
Non-Routine, Manual: Personal and protective services workers (51), Sales and services elementary occupations (91), Drivers and mobile-plant operators (83)
Routine: Office clerks (41), Metal, machinery and related trades workers (72), Stationary-plan and related operators (81)
Non-Routine, Cognitive: Corporate managers (12), Physical, mathematical and engineering science professionals (21), Life science and health associate professionals (32)




An example of insecurity: Vulnerability of 
the middle class
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Presenter
Presentation Notes
These are EU wide estimations
Poverty line is 21.70 US$ per day. Middle class threshold is 34 US$ a day (always PPP) to protect against a prob lower than 8% of falling into poverty; in 2005-08.
Then in 2011-14 goes up to 40$, or a 20 percent increase to still be protected against the risk of falling into poverty lower than 8%
 



How has vulnerability increased? Through a shift in the market 
resource composition at the middle class threshold 

Group Level

Proportion of those 
near threshold

Ch
an

ge

2005-
2008

2011-
2014

Education

Primary or less (HH head) 23.6% 18.3% -23%
Lower secondary (HH head) 13.8% 12.0% -13%
Upper secondary (HH head) 37.2% 35.6% -4%
Post-secondary (HH head) 1.7% 3.5% 107%
Tertiary (HH head) 23.7% 30.6% 29%

Occupation (for HH 
heads working)

Managers, professionals, technicians (HH head) 41.1% 45.6% 11%
Support, service, sales workers (HH head) 22.6% 23.1% 2%
Craft, trades, elementary occupations (HH head) 22.3% 17.5% -21%
Plant/machine operators/assemblers (HH head) 9.5% 9.9% 5%
Skilled and unskilled agricultural/etc. (HH head) 4.4% 3.7% -16%

Note: Near the middle class threshold is defined as those with a predicted income between 35-39 USD PPP

Presenter
Presentation Notes
The story here is that the asset requirements at or near the middle class threshold has shifted in that lower educated, lower skilled were not able to stay at the middle class line after the crisis. The % are the composition of the sub-pop that “lives” near the threshold, by education groups and occupation groups. 



Inequality of Opportunity (IOp)
• Evolution of IOp over a long period in 5 EU countries (Italy, Germany, 

France, Great Britain and Switzerland).

• Parametric approach to measure IOp, and a simple theoretical model to 
decompose IOp into its constituting components:

• intergenerational persistence in education
• labor market returns to education 
• networking activity associated to parental background
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Decomposing IOp
• By considering parental education as the only circumstance,  we 

propose an extended mincerian equation:

Where:
• β is the return to education;
• η is a measure of intergenerational persistence;
• γ family networking in labor market; 
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Inequality of opportunity: results
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Public policies
Contribution 2:

Domestic institutions of conflict-management are not anymore very effective
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Horizontal redistribution
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Regressive and progressive tax changes across age groups
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Presentation Notes
Several countries in Central and Eastern Europe have introduced flat-rate income tax systems in the last decade. The introduction of these systems has negatively affected particularly the young, while tax rates have been reduced among the middle-aged. This is illustrated by the case of Hungary. The average tax rate and the average social contribution among the 18–24 age-group jumped from around 26 percent in 2007 to 34 percent in 2014. The counterfactual simulation shows that, under the former pre–flat-rate tax system, the average rate among the 18–24 age group in 2014 would have been 28 percent. Thus, the new system resulted in an increase of close to 7 percentage points in the average tax rate among the young. A similar calculation shows that the new system lowered the tax rate and social contributions among the 45–54 age-group to 35 percent from the counterfactual’s 39 percent. The opposite occurred in Southern and Western Europe, as illustrated by Greece (figure 3.22, panel b). Average tax rates rose between 2007 and 2014 among all age-groups, but particularly the middle-aged. The young saw almost no increase in the average tax rate affecting them, while the elderly experienced a rise that put them at the same level as the young. The counterfactual simulation shows that tax policy changes were the principle reason for the effective increase in tax rates. Cyprus, Portugal, and Spain followed a similar pattern. Because the younger generations in Southern and Western Europe suffered a decline in incomes with respect to the middle-aged and the elderly, the changes in the tax system partly offset the negative outcomes deriving from the market, potentially easing distributional tensions.



Preferences and Perceptions
Contribution 3:

Perceptions of inequality and demand for corrective action are rising

Toward a New Social Contract: Taking on Distributional Tensions



Perceptions signal rising inequality, even if…
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Equity Preferences
• Abundant experimental and representative surveys evidence on the 

negative relation between well-being and inequality
• Clark and D’Ambrosio 2015; Ferrer-i-Carbonell and Ramos 2014

• Yet large variation across and within countries
• Alesina and Angeletos 2005; Alesina and Glaeser 2004

• Percent of people believing the poor can escape poverty on their 
own:

• 70% in the US
• 40% in Western Europe
• 24% in Eastern Europe
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Presenter
Presentation Notes
Relative to countries in other regions, the countries of Europe and Central Asia redistribute income on a larger scale and have more extensive state welfare systems, more progressive taxation, and more generous social protection. Most individuals dislike inequality, but not with the same intensity. Cultural differences and experiences explain the large variations in the aversion to inequality across countries and across time. A large literature has shown that in experimental settings and in representative population surveys, self-reported satisfaction or well-being is reduced by inequality (Clark and D’Ambrosio 2015; Ferrer-i-Carbonell and Ramos 2014). However, the same level of inequality or a similar increase in inequality may be tolerated by some, but not by others.





Perceptions of inequality (also driven by insecurity)
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Presenter
Presentation Notes
Need to explain this rather carefully.
Need to say that data come from LITS, and that the question we use is “place yourself in the Cantril 10 step Ladder”. And then we estimate a probability function for the choice of placing yourself in the first two deciles, which is shown on the vertical axis. And one factor is the actual decile of consumption (measured in the survey and shown on the horizontal axis).

Now among the variables that we control for is having a full time employment or not.




Imbalance?
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Cracks in the social contract?
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Workers facing less demand for their skills tend to vote 
for extreme parties
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Toward a New
Social contract
Contribution 4: Principles for redesigning the social contract
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Three principles
1) Moving toward equal protection of all workers, no matter their 

type of employment, while promoting labor markets’ flexibility; 

2) Seeking universality in the provision of social assistance, 
social insurance, and basic quality services; [progressive 
universalism, UBI]

3) Supporting progressivity in a broad tax base that 
complements labor income taxation with the taxation of 
capital. 

 

Presenter
Presentation Notes
Progressive universalism (from WDR): First, the expansion in social assistance coverage depends on the country context, including preferences for redistribution, the available fiscal space, the political economy, and implementation capacity. Second, a gradual approach to scaling up social assistance is likely to be more successful than a sudden, sharp increase, especially in countries in which administrative capacity is limited. Third, higher social assistance expenditures should be devoted first to the poor, many of whom are more difficult to reach than higher-income groups. Fourth, people at the bottom of the income distribution are likely to require more support relative to other groups.
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For more details, data and the full report, please visit:
http://www.worldbank.org/en/region/eca/publication/eca-social-
contract

Toward a New 
Social Contract:
Taking on Distributional Tensions 
in Europe and Central Asia

http://www.worldbank.org/en/region/eca/publication/eca-social-contract
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