SOCIAL INSURANCE FUMDING AND ECONOMIC
DEVELOPMENT IN IRAN

James H.Schulz

Iran currently has a comprehensive soclal insurance programme  which
seeks to provide protection against many of the factors generating economic
insecurity for individuals and families living in an urbanized society - in-
dustrial accidents, disablement or death of wage earners, general illness,
and retirement.l While only a portion of Iran's non—-agricultural labour force
is currently covered by the soclal insurance programme, the number of wor-
kers now participating totals about half a million and continues to increase
each year.

The continued expansion of the social lnsurance system in Iran requires
that increased attention be given to the economic and social implications of
iEE future development. As the number of persons and funds involved increa-
ses, so do the system's effects on economic incentives, economic stability,
the monetary system, income distribution, and national saving.

This articie will facus on saving and investment aspects of Iran's grow—
ing sccial insurance system. Specifically, the article will discuss the
question of what should be the appropriate social insurance "funding" policy
in Iran, given the exigting economic situation and prospects under the new
Fourth Plan. .

Iran's soclal insurance law makes provision for programmes in all che

traditional areas of social insurance legislatlion except unemployment compen-—

1. Varying terminclogy is used by different writers. We will adhere to the
following usage: '"Soclal security programs can be subdivided according to
their general nature, as well as according to the particular risk with which
they deal. Perhaps, four broad categories may be distinguished - social 1in-
surance systems, soclal assistance systems, universal benefit systems, and
mandatory employer plans.'" See Robert J. Myers, Sceial Insurance and Allied
Government Programs (Homewood, I1l. : 1965), Chapter 1,
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sation, With regard to types of programmes, Iran compares favourably with
other countries of the world, Table 1 shows the number of countries in 1967
with various types of "social security" programmes. Iran currently has all
thogse listed in Table 1 except an unemployment programme and, 1in additionm,

provides a programme of "marriage benefits"

Table 1
Numbers of Countries with Various Types of

Social Security Programmes — 1967

Programme Number of Countries
Any type of programme 120
0ld-age, invalidity, survivor 92
Sickness and maternity 65
Work and injury 117
Unemployment 34
Family allowance 62

Social insurance in Iran had its beginniag with the introduction of oc-
cupational disability, medical, and death benefit legislation in 1943, The
present Workers' Social Insurance Organization was established in 1552 and
provides the wide range of benefits described above.

Table 2 shows the number of workers covered in various years by the pre-
sent soclal insurance programme., In eleven years coverage has mere than dou-
bled, moving from 175,000 workers 1n 1956 to 455,000 workers in 1967.In addi-
tion to the covered workers themselves, their dependents are alse eligible
for health, retirement (spouse benefits), and death benefits. It is estima-
ted that there are, on average, three eligible dependents for every covered
worker. Thus there were estimated to be a total of 1,806,712 persons covered
in 1967 by one or more of Iran's social insurance programmes,

Coverage of Iranian workers by the social insurance system in 1967 re-
presented approximately 13 per cent of the total non-agricultural work force

and 27 per cent of the "industrial" work force? Regarding the government's

2. Estimate of the Workers' Social Insurance Organization.
3. Based on data supplied by the Workers' Social Insurance Organization and
data in the Fourth Plan.
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Table 2

Social Insurance Coverage in Iran

Year Workers Covered

1956 174,773
1957 192,954
1958 223,409
1959 263,864
1960 306,130
1961 312,614
1962 295,516
1963 309,596
1964 329,096
1965 387,916
August 1967 451,578

Source: Iranlan Social Insurance Organizacion.

policy for the future, Prime Minister Hoveyda has stat

ad:

"The Government's policy on social welfare aims at extending

its benefits from a charitable and limited stop-gap nature to much

wider horizons, making social welfare a national

and public duty.

In this regard, extension of social insurance, family welfare,child

and youth welfare, workers' welfare and farmers'

welfare will re-~

ceive full attention, taking inte consideration available financial

and human resources, as well as priorities'.'4
Social Insurance Saving in Iran and the World
The growth of soclal insurance systems throughout

that economists have paid increasing attention to the

wonic effects. One of the questions which has received

4. Prime Minister Hoveyda, Policy Statement on the New Government Programme,

the world has meant
analysis of their eco-

increased attention

rext reproduced In Kayhan International, October 21, 1967, pp. 2 and 5.
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in recent years is what role social insurance systems can play in mobilizing
saving for developing countriea.s

"If contributions are greater than benefits, long-term social insurance
gystems can mobilize a considerable amount of savings that otherwise would
not be acquired by developing nations."6 This assumes, of course, that sa-
ving through the social insurance system is not offset by a decline in other
forms of saving and that, in the absence of a social insurance system, such
éaving would not be undertaken in some other way. The necessary empirical da-
£a to verify these assumptions are not now available. However,economists who
have studied the question generally conclude that a significant portion: of
soclal insurance saving represents a net addition to natioﬁal saving? Revig-
lio has collected data for a large number of countries showing the amount of
saving generated by each country through its soclal insurance systenm. Iran
was not included in his published tables because of the unavailabiliey of
certain data. However, such data are now available and it is possible to com-
pare social insurance saving in Iran with similar activities in many other
countries of the world.

Table 3 shows the increase in social insurance reserves (gross saving)
as a percent of gross domestic investment for various countries; an average
of two or three years of a country's data is used. For Irgn, the ratic 1is
based upon data for the years 1961, 1962, and 1963,

Table 3 shows that Iran stands among those countries for which gross sa-
ving -through social insurance 1is relatively insignificant. Social insurance
saving equaled only 0.7 per cent of Iran's gross domestic investment.In con-
trast, a number of countries have accumulated social insurance saving close

to or greater than 10 per cent of gross domestic investment.

5. G. Lotan, ZThe Fole of the Accwmilation of Technical Reeerves in the Crea-
tion aof National Savinge in Cowntries in Process of Industrialiaagtion (Jeru-

salem: 1966); G. Tamburi, "La Sicurité Soclale et les Problimes de Formation

de Capital dans les Pays en Voie de Developpement", Fourth International Con-
ference of Soecial Security Actuaries and Statisticians (Paris:,1966); Paul

Fisher, "Social Security and Development Planning: Some Issues", Social Sea-

urity Bulletin, vel. 30 (June 1967), pp. 13-25; Franco Reviglio,"Social Sec-

urity: A Means of Saving Mobilization for Economic Development”,Internqtional
Mometary Fund Staff Papers, vol. 14 (July 1967), pp, 324=65.

6. Fisher, op.ett., pp. 18-9.

7. See Reviglio, op.eié., pp. 338-44; Fisher, op.cit., p. 19. See,also,George
Katona, Private Pensionga and Individual Savinge (Ann Arbor, Michigan,

1965) and Phillip Cagan, The Effects of FPension Plans on  Aggregate Saving

(New York™ 1965) for two empirical studies of this question using U.S. data.
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Reviglio uses another measure of the significance of socilal ingsurance
saving in various countries. To take account of government subsidies to go-
clal insurance systems financed by borrowing rather than by taxation, he de-
ducts "from the gross savings mobilized by social security the subsidies paid

by the government when in the same year government borrowing (often foreign
Table 3

*
Average Increase in Social Insurance Reserves (Gross Saving) as a

Percent of Gross Domestic Investment, for Selected Countries

Country Ratio
Dominican Republic 0.1
Mauritania 0.2
Argentina 0,2
Nicaragua 0.3
Guatemala 0.3
Burma 0.3
Columbia 0.6
El Salvador 0.7
IRAN 0.7
Bolivia 0.7
Paraguay 1.5
Urupuay 2.5
Iarael 3.3
Mexico 3.5
Brazil 3.6
India 4.4
Panama 5.3
Ceylon 7.2
Turkey 7.3
Philippines 9.0
Malaya 10.0
Ecuador 10.5
Chile 13.1
United Arab Republic 20,3

urces: Iranlan ratio based upon data provided by the Iranian Scelial Inau-
nce Organization and published data in Iran's Fourth Plan. Ratics for other
untries are found in Franco Reviglio, "Seceial Security: A Means of Savings
bilization for Economic Development", Interngtionagl Monetary Fund Staff
pers, Vol. 14 (July 1967), Table 1.

ranian ratio based on data for 1340 (1961-62), 1341 (1962-63) and 1342
962-63) Ratlos for other countries based on a 2 or 3 year péeriod between
59 and 1964, varying for particular countries. Ratios do not include
vernment payments made with securitiea or overdue payments or employers.
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financing) 1is larger than the amount of the subsidy?" This Reviglio calls
"social security net savings."

Since Iran does not subsidize its soclal insurance programme with go-
vernment contributions, net and gross are the same. Table 4, therefore,shows
the significance of social insurance saving in Iran relative to gross and
et saving in other countries. Table 4 is based upon 1963 data for Iran and,
for other countries, the most recent data available when Reviglio did his
study. The relative position of Iran among the countries listed is similar tc
that in Table 3.

gtill another method of measuring the significance of social insurance
saving among countries is the ratio of social insurance gross saving to GNP.
This measure permits inclusion of a number of countries for which pross do-
mestic investment data are not available, Table 5 shows this ratio for Iran
and various other countries. About two-thirds of the countries listed in Ta-
ble 5 have a higher ratio than Iran.

A final measure of soclal insurance.saving significance is the stock of
assets accumulated by a social insurance programme over its history.Once ag-
ain, data for Iran can be compared with data collected by Reviglio for other
countries. Table 6 shows the total amount of assets accumulated by the socia:
insurance programme and the relationship these assets bear to GNP.For Ir;
social insurance assets in 1965 totaled approximately 4.3 billion rials and
represented about 0.7 per cent of GNP, Again Iran is among those countries

with the lowest ratio.
Saving Rotential

Given the relatively ilnsignificant role presently played by the soclal
insurance programme in the mobilization of domestic saving in If;n, what are
the possibilities for greater saving through the system in the future? This
section will present some estimates of potential saving through accumulatior
of soclal insurance reserves. The important question of whether saving mobi-

lization by this method is desirable will be discussed in a later section.

8. Reviglio, op.cit., p. 335. "Subsidies are defined as the cash payments
made out of the general fund to support benefit payments and operating costs
of programs financed by contributors.™
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Table &

Gross and Net Social Insurance Saving as a Percentage of

Gross Domestic lInvestment, for Selected Countries

Country Year Gross Saving Ratic Net Saving Ratio
Bolivia 1963 0.4 3.2
Columbia 1962 1.0 2.3
Dominican Republic 1962 0.6 0.6
Mali 1962 0.4 ) 0.4
China, Republic of 1960 0.2 - 0.3
El Salvador 1960 0.8 0.1
Burma 1963-64 0.3 0.0
Mauritania 1961 0.2 0.1
Venezuela 1942 0.2 0.2
Honduras 1962 0.6 0.3
IRAN ....... vareeansnns 1963-64 L. 0L 005 siiiiiiiiieeiess 005
Guatemala 1964 0.7 0.7
Mexico 1963 3.4 0.7
Argentina 1963 0.9 0.9
Paraguay 1962 2.1 1.1
Nicaragua 1963-64 1.3 1.3
Dahomey 1962 2.0 1.3
Costa Rica 1962 4.5 1.5
Nigeria 1563 1.6 1.6
Brazil 1960 4.6 2.9
Congo (Brazzaville) 1963 3.4 3.0
Uruguay 1963 3.6 3.6
Panama 1962 5.4 3.7
India 1959-60 4.4 4.4
Turkey 1963 7.2 . 7.2
Ceylon 1961-62 8.2 8.2
Philippines 1963 8.8 8.8
Ecuador 1963 11.4 9.8
Chile 1962 18.2 14.7
United Arab Republic 1963-64 39.2 23.5

Sources: See Table 3.



10 TAHQIQAT-E EQTESADI
Table 5
Ratio (in per cent) of Social Insurance Gross Saving
to Gross National Product
Country Year Ratio (in per cent}
Brazil 1963 0.15
Mali 1962 0.08
China, Republic of 1960 0.05
Malagasy Repuhblic 1960 0.00
El Salvador 1963 0.0l
Columbia 1963 0.01
Venezue 12 1962 0.04
Ghana 1960 0.04
Burma 1963-64 0.05
Dominican Republic 1962 0.05
Bolivia 1961 0.06
Honduras 1962 0.08
Guatemala 1964 0.09
IRAN i, Veaeaeaaa 1963-64 . .iiviiiinisinn. vees 0,09
Upper Volta 1960 0.10
Mauritania 1961 0.16
Argentina 1963 0.18
Nicaragua 1963-64 0.20
Nigeria 1963 0.28
Paraguay 1962 0.34
Dahomey 1962 0.34
Algeria 1964 0.43
India 1959-60 0.43
Uruguay 1963 0.45
Mexico 1963 0.49
Libya 1962 0.63
Costa Rica 1962 0.73
Congo (Brazzaville) 1963 0.82
Panama 1962 0.91
Turkey 19613 1.01
Philippines 1963-64 1.06
Israel 1962-63 1.11
Ceylon 1961-62 1.23
Ecuador 1963 1.60
Ciile 1962 1.85
Malaya 1964 2,00
United Arab Republic 1963-64 4.19

Scurce: See Table 3.
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Table €

Assets of Social Insurance Programmes and their

Relationship to Gross National Product

Country Year Assets Per cent of GNP
(in millions of
national currency)

Burma 1963 22.2 0.3
Honduras 1964 3.5 0.4
Nigeria, 1963 4.3 0.4
Mauritania 1961 82.6 0.4
Venezuela 1962 147.9 0.6
El Salvador 1963 10.5 0.6
Guatemala 1964 8.3 0.7
O 1965~66 4,300.0 c.ovninienns 0.7
Dominican Republic 1963 6.7 0.8
Senegal 1960 1,739.0 1.3
Nicaragua 1962-63 63.5 1.9
Libya 1962 2.0 2.4
Mexico 1963 6,107.9 3.2
Paraguay 1964 2,007.6 4.2
Israel 1963 357.4 4.3
Philippines 1963 ) 1,119.0 6.5
Costa Rica 1562 211.7 6.7
India 1963 12,441,0 7.2
Ceylon 1964 543.9 7.4
Argentina 1963 132,400.0 7.8
Turkey 1963 5,348.0 7.8
Brazil 1960 195.300.0 8.3
Bolivia 1960 398.0 8.9
Chile 1962 626.5 9.5
United Arab Republic 1963 240.8 12.8
‘Malaya 1964 1,018.2 4.5
Uruguay 1963 4,331.6 19.3
Panama 1964 114.0 19.8
Ecuador 1963 3,470.5 20.6

Source: Iranian asset data provided by the Financial Division of the
Iranian Social Insurance Organization. Data for other countries are from Re-

viglioi(see Table 3.)
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Estimation of the saving potential of Iran’'s social insurance system can
be divided intu three aspects: (a) saving potential from better comp Liance
with social insurance laws, (b} saving potential from extension of programme
coverage to more workgrs and (c) saving potential from social insurance taz
rate increases, Unfo;tunately the data required for reliable actuarial stu-
dies in Iran are not yet available. The estimates presented below,therefore,
should be considered exploratory and subject to large error. First the fac-
tor of better tax compliance will be considered.

A.  Soctal Imsurance Tax Compliance

Even though the Secial Insurance Organization in Iram maintains a staff
of inspectoras with legal power (Article 32 of the Social Insurance Lgﬁ) to
inspect employers' accounting documents, it is unreasonable to expect- gilven
Tran's social and economic environment - that all earnings subject to the
tax will, in fact, be taxed? Vielation 1s difficult to detect, and there 1is
great incentive for employers to report lower wage and salary schedules than
are actually paid in order to lower the burden of social insutance taxes.

It is impossible to estimate accurately how much under-reporting
takes place. However, we can get some indication of the magnitude through in-
direct examination. Since earnings data are not available for Iréh, a study
was made of the relationship between gross domestic prpduct (GDP) and total
non-agricultural earnings for certain other developing count#les. The neces-
sary data are available for twelve countries. Examination of the ratio of GDP
(in current prices) to total compensation in those countries reveals relati-

vely little variation in the ratio among them (See Table 7). The average ra-

tio is 0.4

9. There is a long tradition in Iran of employers keeping multiple sets of

beoks for tax aveidance and other purposes. But this problem is not unique

to Iran; it also exists in other countries., For example, "it has been estima-
ted that in Argentina the combined effect of non-compliance with the abliga-

tion to Insure and evasion of contributions or delay in paying them...resul-

ted in a loss of earnings for those social insurance funds of 42 per cent of

their expected income during the year 1960-61." (International Labour Organi-
zation, The Role of Soctal Security and Improved Living and Working Standards
in Social and Eeowcmic Development, Report III, Part 1, Eighth Conference of

American States Members of the ILO Ottawa, September 1966 , p. 33).

10. Data were from U.K. Department of Eccnomic and Soclal Affairs, Yearbook

of Batioral Aecount Statisties - 1905(New York, 1965). Compemsation of emp-—

loyees is defined as "all wages, salaries and supplements, whether in  cash

or in kind, payable to normal residents employed by private and public enter-
prises, households, private non-profit institutions, and general government, "
(p. xiv).
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Table 7

Ratlo of Gross Domestic Product to Total

Compensation for Selected Countries

Country Year Ratio
Brazil 1960 2.7
Ceylon 1964 2.3
National China 1964 2.7
Columbia 1963 2.6
Ecuador 1964 2.5
Greece 1964 3.0
Japan 1964 2.3
Malaysia 1963 2.7
Fhilippines 1964 2.8
Puerto Rico 1964 1.8
Uruguay 1963 1.9

Venezuela 1964 2.4

Source: U.N. Department of Economic and Social Affairs, Yearbook of Na-
tional Aceount Statistica - 1965 (N.Y., 1965).

Multiplying thils ratio by Iran's gross domestic proddct in 1965 produces
an estimate of gross earnings equal to 282 billion rials, If we assume that
13 per cent of the non-agricultural labour force (i.e., the proportion co-
vered by social insurance in 1967) received 13 per cent of the earnings, the
social insurance wage billl should have been about 37 billion rials%l Instead
it actually amounted to about 16 billion rials,

B. Extension of Coverage

It is possible to make estimates of what social insurance saving would

11. Actually, total compensation (as defined in the ratio)} Includes wages to

agricultural wage earners; this blases the measure of soclal insurance earn-

ings upward. However, we would expect that earnings of workers covered by so-
cial insurance would tend to be above the average because much of the cove-~

rage is 1n factories of "growth" industries; this tends to bilas the estimate

of earnings of workers covered by soclal insurance downward.

12. The estimate is based on social insurance tax revenue for that year and

the tax rates in effect for various groups.
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be if social insurance coverage were extended to all the non-agricultural la-
bour force, i.e., 100 per cent coverage. The combined employer-employee con-

tribution tax rate in Irdn is currently 18 per cent of earnings for most wor-
kers}3‘By estimating (as in the previous section) total earnings for the non-
agricultural labour force, one can calculate the potential contribution re-

venue of the social insurance s¥stem. Multiplying the earning-GDP ratio times
the value of gross domestlc product in 1961, one gets an estimate of total

non-agricultural earnings in that year equal to approximately 342 billion ri-
als., Subtracting out the estimated earnings of povernment employees (who are
- covered by their own pension system) gives an estimate of the social insu-

rance tax baseJ.'4 With 100 per cent coverage and no tar evasion such a  tax

base would produce about 54 billion rials of social insurance contribution

revenue,

Iran's social insurance law requires that at least 15 per cent of each
year's gross annual revenue be added to the "technical and "contingency're-
serve funds:.L5 This would result, therefore, in about 8 billion rials of so-
cial insurance saving, excluding funds going into land and new buildings. hc-
tually, however, the amount of total revenue going inte the reserve funds du-
ring the past decade has averaged 21 per cent. Using this higher'percentage,
we find a saving potential of nearly 11 billion rials. (With large scale tax
evasion, both estimates would be substantially lower).

Similar calculations can be made using the targeted gross domestic pro-
duct for the year 1372 specified in the Fourth Plan. They result in estimates
of social insurance saving potential of approximately 9 billion and 12 bil-
lion rials for 1972, using a 15 per cent and Zi per cent reserve percentage
respectively.

In contrast to the 8 billion rials of soecial insurance saving potential,
actual social insurance saving in 1966 was a little less than 1 billion ri-

als (excluding funds going into land and buildings)%éThus by expanding social

13. Certain workers, principally seasonal government construction workers,

are not covered by all aspects of the social insurance programme and do not

pay as high contribution rates.

1l4. Earnings of government employees not covered by soclal insurance are es-
timated by multiplying the percentage these employees are of the total non-

agriculetural work force times total non-agricultural earnings.

15. The value of land purchased, and buildings (offices and hospitals)cons-

tructed by the Social Insurance Organization, are not creditable for purposes
of meeting this requirement. -

16. Based on preliminary estimates of the Social Insurance Organization.
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"insurance coverage, aggregate saving could have been increased, poten-

tially, by 7 billion rials - assuming that increased saving through the so-
cial insurance sector was not offset by a corresponding_decrease"iu saving
in some other sector. .

In reality, of coﬁrse, it 18 probably not possible to expand social in-
surance coverage on such a wide scale, Problems of administration, of tax
compliance, of economic disruption to business, and of providing sufficient
medical facilities, present major opstacles to the rapld expansion of the
system. The Fourth Plan calls, however, for extending soclal insurance cove=~
rage so that ome million workers will be covered by the year 1972. Given a
Fourth Plan projected non-agricultural work force of 4.3 million workers in
1372, and assuming government employees not covered by social insurance num-
ber about 560,000, realization of this Fourth Plan coverage target would mean
that about 27 per cent of the non-agricultural work force would be covered
by the social insurance programme.

If we assume that this 27 per cent of the non-agricultural labour force
will receive 27 per cent of total "compensation" in 1972 {a conservative as-—
sumption), we can again use the 0.4 ratio to estimate earnings subject to so-
cial insurance taxation. This results In a projected 24 billion rials of con-
tribution revenue (in 1972} and about 3.5 billion rials of social insurance
saving -- assuming that the 15 per cent reserve requirement governs the am-—
ount going into the reserve. If the amount going into reserves were higher,
for example 20 per cent, social insurance saving would equal slightlf less
than 5 billion rials. Agaimn, it is necessary to point out that the above es-

timates assume minimal social insurance tax evasion.
Increase in Contribution Rate

It is informative to also look at the saving potential from increases
in the social insurance contribution tax rate. Social insurance contribution
rates vary considerably around the world. The rate for each country is'influ—
enced or determined by a number of factors -- including the demographic sit-
uvation in the country, the scope of the country's programme, and the "fun-
ding" philosophy guiding the operation of the system,

The present tax rate in Iran of 18 per cent was inmstituted in 19553

pcior or to that time the rate was 12 per cent. This 18 per cent rate,as was
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indivcated in the previous section, is adequate to meet current prograrme €x-
penses and, in addition, to build up the Teserve funds.

Considering the total of centributions paid to the Social Insurance Or-
canization (about 2.4 billiom rials in 1965), the soclal insurance earnings
tax base can be estimated by dividing total revenue by the tax rate.This pro-
cedure indicates that the tax base In 1965 was approximately 15.9 billion ri-
als%T Thus, for every one per cent increase in the social insurance tax,
there would have been a 159 million rial increase in social insurance revenue
and, assuming no increase in expenses, a 159 million rial increase in reser-
ves.

Estimating additional revenue for future years from increased tax rates
is much more difficult. Using the Fourth Plan targets for social insurance
coverage and gross domestic product in 1972, we can estimate that a one per
cent higher contribution rate would increase revenues in that year by over
ene billion rials. This estimate is made using the 0.4 ratio and 1s, there-
fore,subject to overfestimation because of tax evasion. If our estimate of
evasion in the section above is correct, this could mean that the one billion
rials estimate above should be cut by as much as 50 per cent.

In summary, therefore, we have shown that expanded social insurance co-
verage, lower contribution tax evasion and/or higher social insurance tax
rates will result in greatly expanded social insurance saving in the future.
In order to forecast these changes more accurately, detailed actuarial pro-.
jections must be carried out. To make these projections reliable requires da-
ta which are not now available. Fortunately, the general requirements of eco-~
nomic planning also necessitate such data, and programmes have been formula-
ted to begin the collection process. 7
Should Reserve Funding Be Expandsd? The preceding section discussed the pos-
sibilities of mobilizing saving through the social insurance system. If ex—
pansion of social insurance coverage continues, Iranian social insurance re-—
serves will continue to increase and to provide additional saving to the eco-
nomy {under the assumptions discussed above)., In addition, the possibility
exists of providing even more saving through social insurance tax increases

and prevention of social insurance tax evasion. Whether such policies are

17. An adjustment was made in making this estimate to take account of tax
rates lower than 18 per cent for some covered workers,
See footnote.
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desireable 1s a matter for consideraticm.lB

The desirabllity of greater mobilization of saving through the social
insurance programme of a particular country depends to a large extent (s)up-
on how such saving is utilized, (b} upon whether such mobilization is compa-
tible with the basic cbjectives of the social insurance system, and (c) upon
equity conaiderations in general. This section discusses the latter ques-
tions; the next section discusses the matter of utilization.

A, Objectivea of Soeial Insurance

It 18 generally agreed that the basic reason for establishing a social
insurance programme in a country is because 1t 1s a politically and economi-
cally feasible method for dealing with large scale “economic insecurity'.The
term economic insecurity is sufficiently vague to mean different things to
varlous people; however, soclal insurance programmes generally attempt to at
least combat certain, but not all, economic insecurity arising from (a) the
incapacitation of wage earners, (b) inveluntary separation from employment,
and (c) the need for individuals to gain access to goods and services during
"non-productive” periods of their life.

People since earlieat times have attempted to mitigate or eliminate such
economic insécurity by banding together in groups - families, tribes,associ-
ations, guilds, etc. — to "share" Iincome and goods. But as Kenneth Boulding
has succintly observed:

It 13 when the ''sharing group" becomes too small to  ensure

that there will always be enough producers in it to support the un-

productive that devices for "social insurance” ... become necessa-

try. When the "sharing group” 1s small there is always a danger that

sheer accident will bring the proportion of earners to non-estners

to a level at which the group cannot function properly...l9

Such a situation typlcally arises as a by-product of 1nduatrialization

and/or urbanization in a country?0 The need for social insurance is then

18. Clearly the prevention of tax evasion is desirable to prevent different
and, consequently, inequitable tax burdens among employees and employers.The
discussion which follows will, therefore, focus on the issue of tax rate in-
creases.

19. Kenneth E. Boulding, Prineciplees of Eeonomie Policy (Englewood Cliffs,N.
J.: 1958), p. 236.

20. See, for example, W.J. Goode, "Industrialization and Family Change,” in
Bert F. Hoselirz and Wilbert E. Moore (eds.) Industrialization and Soctiety :
Proceedings of the Chieago Conference on Sveial Implications of Industriali-
aation ond Technigal Change, 15-22 September, 1960, UNESCO (Mouton:l1963),pp.
239-47, For a discussion of the Iranian family (urban, rural, and tribal)and
the changes occurring, see A. Reza Arasteh, Man and Sceiety in Iran (Leiden:
1964).
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increased in part, as a result of smaller family groupings and communications
difficulties - in a broad sense - among more widely scattered family units.

The resulting inability of individuals and small groups to deal adequately

with thelr economic Insecurity may motivate a political decision to institute
government programmes?l

Thus the baslc objective of any socilal insurance programme is to pro-
vide systématic and reliable protection for covered individuals from econo-
mic hazards cowing within the scope of the programme. In general, it -would
seem that increased accumulation of funds in a social insurance reserve would
not operate counter to this objective. Quite the contrary, some such accumu-
lation has been traditionally considered necessary to help maintain the con-
fidénce of the people in the financial integrity of the social insurance pro-
gramme and to help finance future long-term obligations of the programme.

The programme must be operated, however, in a manner which will main-
tain the confidence of the people in its continued operation. In attempting
to bulld up reserves, there is the d;nger of establishing insufficiently 1i-
beral qualification and benefit standards.

Higher payroll taxes become unacceptable politically ... if

they reach a level in relation to bemefits that substantially over-

charges the insured worker. Such action has been taken quite open-

ly, as in a Latin American country that recently considered adop-

ting a social security proposal under which a part of the social

security contribution was to have been designated as "compulsory

saving”. Not merely the pension scheme but the acceptance of the
concept of social security as well would be endangered if the qua-
lifying pericd for old age benefits were lengthened to such an ex~

tent that only a small percentage of contributors would live long

enough to draw benefits?2

21. '"One suspects that the motivation has come from above rather than below
«++ In no country does there seem to have been strong pressure from the elec-
torate for the specific plans that were put into operation." (Boulding, op.-
eit., p. 234). See, also, Boulding, op.eit., pp. 237-40, for an excellent
summary of the arguments regarding voluntary versus compulsory imsurance and
private versus public insurance organizations.

The text statements regarding the justification for social insurance
should not be interpreted as excluding the need for various programmes to
combat rural economic inmsecurity. The motivations for such programmes are us-
ually different, but the need for them may be very great.

22, Fisher, op.ecit., p. 20.



SOCIAL INSURANCE FUNDING 19

Aside from this gqualification, large reserve funds appear - quite compatible
with the basic aim of soclal insurance.

As the next section will discuss,the gize of the reserve fund "required”
to finance a particular soeial insurance programme is not fized but can be
almost any eize. The cholce of sirze depends essentially on economic stabili-
zatlon, growth, and equity conaiderations.

B, Funding and BEquity Comsiderations

There is now a vast literature dealing with alternative methods of fi-
nancing social insurance programmes, particularly long-term risk programmes
such as retirement pensions. A large part of the discussion in this litera-
ture has centred around the gquestion of the extent to which public insurance
programmes require financing practices conforming to the traditional tenets
of "actuarial soundness' assoclated with private insurance?3

The term "actuarial soundness" refers to the ability of long-term insu-
rance {(or benefit) programmes to provide sufficient, i.e., legally obligated
payments, to eligible reciplents at the time they come due. A private insu-
rance company, for example, "must necessarily operate on the basis that it
will not sell any new policies in the future. Therefore, 1t must always have
sufficient funds on hand to meet its obligations for existing policy-holders’
even if they all surrender tHeir policles at cmce?4 Similarly, private pen-
sion plans generally maintain reserve funds sufficient to meet current con-
tracted obligations but, at the same time, often amortize the cost of bene-
fits provided for employee services rendered before the pension plan . began
operaticn over a period of 10 or more years?5

There seems to be widely accepted agreement among pension specialists
around the world that public insurance systeme which include long-term risk
programmes do not require the accumulation of reserves to be  actuarially
sound. Given satisfactory growth of a country's population and its mnational
product, it 1s usually poasible to finance all or a large amount of current

benefit payments with the revenue received from employed workers’current con-

23. See, for example, Myers, op.eit., Chapter 5 and Joseph A. Pechman et.al.,
"The Objectives of Social Security,” in U.S. Joint Economic Committee, Old
Age Income Asgurance, Part II1: Public Programs {Washington, D.C.: December
1967), pp. 5-20.

24, Robert J. Myers, Actuarial Report on (ivil Service Pension Plan of Iran,
Submitted to the Irdnian High Council on Administration {(Tehran: September
1962}, p. III-1. {mimeographed)

25. Myers, loe.ctit.

-
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tributions. The future benefits of these currently employed workers can then
be similarly paid, under such a system, with the contributions of future wor-
kers. A government programme can operate thils way because, unlike programmes
of private organizations, it can be assumed (a) that the government and,
hence, the programme will operate into perpetulty and(b)that in the unlikely
event of the programme's cancellation, the general taxing powers of the go-
vernment can be used to meet already existing obligations (legal or other-
wise) of the programme.

If a "pay-as-you-go" system of financing is used so that the contribu-
tion rate is set to provide only sufficlent money each year to meet current
expense&, then contribution tax rates will be very low initially, and no re-
serves will be accumulated, If the private insurance funding practice (1. e.
100 per cent funding) is followed, tax rates will be much higher, and extre-
mely large reserves will be accumulated. Most countries, like Iran at pre~
sent, follow practices which are somewhere in between the two extremes;Table
8 for example, illustrates the contribution schedule designed to meet Nica-
ragua's estimated expenditure for invalidity, old age and survivors'pensions.

The total rate of contributions for the initial stage was 5.5

per cent of the wages of the insured persons. This guarantees fi-

nancial equilibrium for more than 25 years, and during this stage

the naticnal economy is burdened with less than half the contribu-

tion that would be necessary under the system of the level premium,

calculated at 11.8 per cent...Furthermore, it produces large sur-

pluses during the first phase,which are available for investment?’6
Table 8

Nicaragua Pension Scheme

Year of scheme 5 10 15 20 25 State of Equilibrium

Expenditure as a
percentage of insured 1.0 1.9 2.9 4,1 5.5 28.9
persons’' wages

26, International Labour Organization, op.eit., p. 60.
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Thus we see that "financial soundness" 1s not a primary criterion for
determining the reserve fund policy of a country. Programmes can be financi-
ally sound with or without a large reserve if a country understands and ac-
cepts one of the required tax schedules assoclated with a particular funding
policy. The major arguments for and against a large reserve fund are summa-
rized below,

Arguments in favour of large scale funding include:

1. Reserve funding 1s a source of additional saving {(i.e., saving mo-

bilization) for investment and can thereby promote economic growth.

Z. Reserve funding "encourages more honest accounting concerning the
cost of proposed benefit increasea."z7

3. Accumulation of little or no reserve 1s inequitable to future gene-
rations who must pay at higher contribution tax rates while earlier
generations receive, on average, benefits larger than contribu-
tions?a

Arguments against the accumulation of large reserves include:

1. Reserve saving which does not result in increased cepital forma-
tion through investment may result in lower output and unemploy-
ment,

2. The existence of a large reserve encourages "exceasive" increases
in benefits and the lowering of eligibility requirements.

3. The insurance aspects of social programmes are largely illusory,
and consequently reserve funds are unnecessary complications in

the administration of public pension institutions?9

27. John G. Turnbull, et. al., Eogonomie and Social Sscurity, 3rd edition{New
York: 1967), p.l56.

28. This issue has dominated, and continues to dominate, much of the wri-
ting concerned with the question of reserve funding. Some writers have ar-
gued that the value of contributions will eventually exceed the value of be-
nefits for some future generation as pension rates are increased. Other Wri-
ters have generally countered this argument by pointing out that the argu-
ment 15 based upon essentlally static analysis which fails to allow for dy-
namic changes in the economy and the pension system. This writer agrees with
those observers who argue that it 1s in no way inevitable for the value of
contributions to exceed benefits in a pension system. However, it is true
that the ratio of contribution to benefit value 1s almost certain to increase
over time, See the varlous articles in U.5. Joint Economic Committee,0ld Age
Inocome Assurance, op.cit., for an up-to-date discussion of the issues invol-
ved in this question.

29. Barbara Wootton, ""The Impact of Income Security on Individual Freedom,”
in James E. Russell (ed.), National Polieies for Education, Health md So-
eial Servicee (Doubleday: 1955).
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4, Large scale government funding operations result in excessive go-
vernment accumulation and control of the country's financial  as-
sets.

Since argument (1) in favour of extensive reserve funding 1s the pri-
mary topic of this article and since arguments ‘2) and (3) are clearly com-
patible with the mobilization of saving through the social insurance pro-
gramme; we will focus on the arguments against funding. Argument (1) against
large scale funding - lower output and creatior of unemployment - is  based
upon the now familiar Keyneaslan proposition that "intended" saving does not
necessarily and automatically equal "intended” investment. This argument 1is
usually not relevant to a developlng economy where there is typlcally a large
need for additional saving to support investment activities. Argument (2)
encouragement of excessive benefit liberalization - is essentially a ques-
tion of the nature of political control over the programme and cannot be pro-
ven a priorl. Argument (3) - the non-necessity of reserves - 1is based on
the basic economic fact, explained above, that public Insurance systems do
not require reserves to be "actuarially sound.” While the usefulness of and
the need for social insurance reserves are probably greatly misunderstood by
the public, it is argued by many that the illusion of "financial security and
integrity"” created by these funds helps maintain public confidence in the
soclal insurance system?0 Furthermore, the added administrative costs arising
out of the operation of a reserve are not likely to be at all large.Finally,
argument (4) - excessive asset accumulation - is of concern only im  count-
ries fearing government control and only when reserves are unusually large
and invested in private financilal assets.

There is in addition to the above considerations an important question
not connected with funding which must be taken into account. Instead of mo-
bilizing saving through the social insurance system, public saving can be in-
creased if some alternative tax is instituted or if one or more existing tax

rates are raised, Unfortunately, many developing countries find it very

30. The danger of trying to inspire confidence with such half truths is
that opponents ©f soclal insurance can often use the weakness of such argu-
ments to thelr advantage. In the United States, for example, a recent arti-
cle appearing in the widely read magazine Reader's Digest used the fact that
the U.8. Social Security system was not funded on private insurance pringci-
ples to create widespread distrust of the system.('"How Secure Is Your Social
Security?'" Reader's Digest, October 1967).
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difficult to significantly Iincrease tax revenues in the short run and are
usually anxious to find new methods of overcoming tax resistance. In this
regard, Reviglic has listed two advantages of social insurance taxation.jl

1. Social insurance taxation is likely to encounter less political re-
sistance than other kinds of taxes because of the associated bene-
fits.

2. The ratio of the percentage change in social insurance tax yield
to the percentage change in national income (i.e., income elasei-
clty) 1s high during early stages of development.

On the other hand, there 1s an important equity problem connected with
saving mebilization through social insurance taxation. Since the bulk of so-
cial insurance taxes are collected from the middle and lower income groups,
the new saving mobilized comes mainly from those people less able to pay.This
is an important fact which cannot be overlooked in development policy be-
cause of political expediency. In evaluating this equity consideration, how-
ever, it must be remembered that '"it is impossible for the government to
play the roles it needs to play in economic development unless it taxes all
classes more heavily than they are taxed at present.”321n any event, the so-
cial insurance tax level should not be set in isolation of other tax policy-

even though a specfal kind of expenditure programme is involved.
Utilization of Reserves

Saving mobilized through the social insurance system can be used for al-
ternative investment purposes. The social insurance law, the institutional
operation of the system, and the political attitudes toward social insurance
in a particular country will determine how the reserve will be invested with-
in a particular economy. One criterion, therefore, for judging the merits of
greater saving mobilization through the social insurance system is to evalu-
ate whether the savings would be used effectively for economic and social de-
velopment.

On the question of the use of soclal security reserves, seve-
ral conflicting viewpoints emerge. Many government planners would

like to see these funds used for investment in econamic develop-

31. Reviglio, op.cit., 345-6.
32. W. Arthur Lewis, The Theory of Economic Growth (Londom, 1955), p. 401.
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ment projects according to planned priorities and, as a rule,turned

over to the national treasury, Social security administraters, on

the other hand, are primarily concerned with the protection of the

reserve funds for present and future beneficiaries - that is,their

safety, the malntenance of thelr purchasing power, and the highest
possgible yileld compatible with liquidity and safety?3

It might be argued that it makes little difference how the surplua go-
ing into social insurance reserves is used. Either the funds will go to £fi-
nance lnvestment traditionally financed by other means - freeing these other
sources to finance new investment. Or the funds will be used to directly fi-
nance new lnvestment. In either case, as long as the funds are not held idle
and consumption expenditure financing is avoided, net investment will usual-~
ly increase and economic growth will be encouraged.

There are several qualifications that need to be made to the sbove rea-
soning. First, investment can take place in eésentially "unproductive"” out-
lets such as housing or ostentatious government buildings, while consumption
(as traditionally defined)_includes certain expenditures, such as for educa-
tion, which directly contribute to economic development. Second,private funds
"freed" by public investment activities may not find productive outlets be-
cause of market imperfections and inflexible investor outlook?‘ Third,invest-
ment of social insurance funds without regard to national investment priori-
ties, is likely to result in inefficient resource utilization and a conse-
quent loss of growth potential.

A strong case can therefore be made for co-ordinating reserve fund in-
vestment policy with general economic development policy. This co-ordination
need not necessarily be "tight" (i.e. highly planned) but should at least
examine the nature and magnitude of social insurance investment policy  and
its consistency with general development.

The available information regarding the utilization of social insurance
funds by various countries of the world indicates three broad uses or out-
lets for these funds: (a} alding government finance through purchases of pub-
lic debt, (b) financing of public and, to a lesser extent, private capital
formation, and (c) "social investment' in housing and health facilities. In

most industrially developed countries, public debt holdings dominate social

33, Fisher, op.cit., p. 22.

34. For example, if public funds are used to finance housing, private funds
which traditionally consider thls type investment safe and profitable, may
seek outlets abroad.
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insurance organization holdings. In contrast, more than one fourth of the
total investments of the state economic enterprises in Turkey are financed
through the social insurance system.35 Many countries hold a mixture of as-
sets falling under all three of the categories listed above.

In Iran, the social insurance law does not specify how the accumulated
reserves are to be invested except to state that "the Organization shall {in-
vest 1ts reserves through the intermediary of the Workers Welfare Bank...”36
The charter of the Workers Welfare Bank (Bank Refah Kargaran) states, how-
ever, that the principal functions of the bank are to include granting loaﬁs
to workers and worker co-operatives and granting assistance to establishments
whose work is concerned with housing and other needs of the workers. Conse-
quently, a basic philesophy underlying the bank's operations 1s to use the
soclal insurance reserve to directly aid those workers who are covered by
the programme. In the year 1965 - partly as a result of limited investment
butlets for accumulating funds under current investment pelicies - this phi-
losophy was modified and the investment policy broadened to permit extending
wousing loans to "low-income employees of government and other crganizacions'
10t covered by the social insurance programme?T

Table 9 shows how the reserves of the Social Insurance Organization were
llatributed among physical and financial assets at the end of November 1967.
‘inancial and physical assets totaled almost 5 billion rials. The bulk of
hese reserves, as the table shows, were held as deposits in the Workers Wel-
‘are Bank.

Table 10 shows the, assets of the Workers Welfare Bank in March 1964,
965, and 1966. In March 1966, 29 per cent of the bank's assets were held in
ighly liquid form - mainly deposits in other banks. The rest (71 per cent)
ere in less liquid investments, mostly housing loans to workers and loans

0 workers co-operatives,

Without attempting to fully assess the operations of the Workers Welfare

5. Reviglio, op.cit., p. 348.

6. Article 38 of the Soclal Insurance Law, _

7. Bank Refah Kargaran, Summary of Report of the Directors (Tehran: 19653,
+ 12. “These loans ... served the dual purpose of (1) helping low ~ income
mployees of government and other organizations solve their housing problems
nd (2) circulating funds which would have otherwise remalned idle.”
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Table 9

Reserves of Irdn's Social Insurance Organization

{end of November, 1967)

Assets Rials
Capitalization of Workers Welfare Bank ............. «v. 500,000,000
Deposits in Workers Welfare Bank «..vvvuveveenennn. vee..2,702,500,000
Government Securities ....... Skt eareanaas Sareranetennas 318,000,000
Agricultural Bonds (Ministry of Apriculture) .......... 701,000,000
Land and Buildings ....... et ear e Vreararenas «+ 647,174,000
Total 4,868,674,000

Source: Financial Division, Soclal Insurance Organization.

Table 10

Assets of Workers Welfare Bank
(March 1964-66)

Assets (in Rlals) 1964 1965 1966
Cash in Hand 24,117,130 30,780,173 29,804,140
Deposits with Central Bank

Statutory Balance 74,246,351 228,455,804 302,654,015

Other Balances 11,921,687 145,065 382,327,782
Balance with Banks 28,542,045 15,796,046 122,754,919
Time Deposits with Banks 300,000,000 70,000,000 40,000,000
Treasury Bills 10,000,000 4,210,000 100,000,000
Bills Discounted 64,959,807 57,011,831 47,190,480
Loans and other Claims 1,129,274,883 2,330,879,705 2,489,084,109
Miscellaneous 16,155,002 31,518,372 60,356,943

*
Total 1,65%,216,908. 2,768,797,001 3,548,344,391

Source: Yearly balance sheets of Workers Welfare Bank.

T

* .
Columns do not sum to total due to rounding.
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Bank, a number of comments can be made regarding the relation of the bank's

investment pelicy to general development policy. First, extensive ioans for

worker housing can be questioned. Housing finance, except for "low income

housing," is usually one of the first areas where private sector banking can

adequately meet existing need. Besides, another special governmenf bank (the

Mortgage Bank) exists to provide people with housing funds.Finally, the phi-

losophy of investments for the direct benefit of contributors can be ques-

tioned; no private Insurance company feels any obligation to invest 4in ac-

tivitles directly benefiting policyholders since these persons are paying for
lnsurance protection and not other services.

Second, the conservative investment policy of the Workers Welfare Bank,
in part a result of prior '"bad Investment' experlences and earlier adminis-
trative inadequacies, does nort emphasize growth producing investments. Many
writers on private and public pension systems, however, have pointed out that
funds from pension programmes are 1deal for long term, growth investments,
because the available funds tend to grow continuously and rapidly and be-
cause outflows to meet obligations coming due are usually more even and more
predictable than in other financial operations.

Third, the handling of socifal insurance reserves in a relatively auto-
nomous organization which is apart from development policy, may result in
funds being used in low priority areas, With an independent source of reven-
ne, administrative autonomy, and traditional ties to covered workers there
is no direct incentive or means for the bank to co-ordinate i1ts activities

71th development policy.
Concluding Observations

Having surveyed social insurance in Iran with speclal reference to agg-
regate saving and development policy, a number of concluding observations can
»e made,

1. The early history of developlng social insurance systems through-
but the world was characterized by misunderstanding and debate about the role
’f social insurance reserve funds. Widespread consensus now exists that any
f a wide variety of funding policies are consistent with responsible admi-
1istration of a seocial insurance programme. It remains, therefore, for a co-

mtry such as Iran to choose on the basis of relevant criteria a particular
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policy appropriate to the interests of the country.

2. In choosing and executing a particular funding programme,it is ne-
cessary to develop as quickly as possible {and on a regular basis) actuarial
estimates of the revenue and expenditure outflows which can be expected for
present and alternative programmes.

3. It is possible to increase aggregate saving in Iran by appropriate
soclal Insurance policies. An increase in such saving would permit a reduc-
tion in foreign borrowing now used to finance development expenditures,or it
could be used to support an expansion of total investment in capital stock.
Whether such a policy is desirable depends upon the many issues discussed a-
bove..Most important is the question of how well such additional saving would
be utilized.

4. There is increasing need to reconsider the role of the Workers Wel-
fare Bank in utilizing the increased social insurance reserve funds which
will become available to it in the future. If the reserve grows rapidly, it
may be difficult to find sufficient outlets for funds in the bank's current
lending areas. Whether primary emphasis on worker loans, as 1s current poli-
cy, is desirable needs additional study. And 1f the bank's investment policy"
is broadened, the question should be raised as to whether adequate adminig-
trative staffing can be provided to ﬁandle the more complex operations-given
the well-known scarcity in Iran of trained and effective banking staff and
given the exlstence of many competing private and public banks,

5. The growth of social insurance coveragel(and, hence, sociel insu-
rance saving) in Iran is slowed by administrative difficulties connected with
insuring workers of small-scale productive unirs. It is however, also limi-
ted by the time required and resources available to furnish the doctors,hos-
pitals, clinics, etc. necessary for the medical benefit portion of the soci-
al insurance programme. Consideration should be given to the feasibility of
providing only some social insurance benefit programmes to more people. For
example, disability, retirement, maternity,and/or death benefits could be
provided for large numbers of people with little utilization of physical re-
Bources. There is already a precedent for this in the exclusion of certain
types of benefit coverage for some groups of persons currently covered by

the Social Insurance Organizstion.



