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'l propose here the view that, when the narket fails to achieve an

optimal state, society wll, to sonme extent at |east, recognize the
gap, and nonmarket social institutions will arise attenpting to bridge
it...." (Kenneth Arrow 1963, p. 947).

"Econonmic theorists traditionally banish discussions of information
to footnotes. Serious consideration of costs of conmunication,
imerfect knowedge ... would, it is believed, conplicate w thout
informing.... [Tlhis conforting nyth is false. Some of the nost

i mport ant concl usi ons of econom ¢ t heory are not robust to
consi derati ons of i mper f ect i nformation' (M chael Rot hschild and

Joseph Stiglitz 1976, p. 629).

'That any sane nation, having observed that you could provide for the
supply of bread by giving bakers a pecuniary interest in baking for
you, should go on to give a surgeon a pecuniary interest in cutting
off your leg, is enough to nmmke one despair of political hunmanity'

(CGeorge Bernard Shaw, The Doctor's Dilenma, 1911).

I . 1 NTRODUCTI ON
A. The Questions
This is an essay about incentive structures and information. Their
joint effect is to give the welfare state an efficiency function which is
largely separate from redistributive ains. The welfare state is not a
subj ect apart, but part of nainstream economics: much of its efficiency
justification derives from its properties as a device for aneliorating
what, in effect, is a series of principal-agent problens.
The paper is not a conventional survey, but presents a particular
viewpoint. |t addresses two sets of questions.
(1) What is the subset of institutional structures which econonic theory
suggests is likely to achieve stated wel fare policy objectives?
(2) Are the theoretical conclusions supported by enpirical evidence?
Section |l discusses different objectives which welfare states mght
have. The theoretical heart of the paper is section I11]: a central thene

is t he i mportance of t he literature on i mper f ect i nformation in
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establishing an efficiency case for various types of state intervention.’
There have, of course, been many insights into and justifications of the
welfare state from non-econonmists and from outside the ~confines of
utilitariani sm this paper argues that justification is possible also in

conventi onal economic efficiency ternmns.

The economic theory sheds light on the historical devel opnent of
welfare states in different countries and on the shape of current
institutions. Both are surveyed briefly in section IV and in the Appendix

(though the paper is neither an institutional survey nor about conparative
systens). Sections V and VI develop the theoretical argunments in section
Il to assess the efficiency and equity of cash benefits and systens of
medical care in different countries. The final section discusses the main
concl usi ons and | essons for policy design.

Both the need for and the possibility of a theory of the welfare state
in efficiency ternms are new The need is new, in that the end of the
postwar consensus about the welfare state has brought the topic on to the
agenda of economists (see the opening remarks by Anthony Atkinson 1987a).
Its possibility is also relatively recent in that (as argued below it

derives fromthe growing literature on information probl ens.

B. Definitions and Term nol ogy
Defining the welfare state continues to baffle witers and, as wth
poverty, nmuch high-grade effort has been wasted in the search.? The term

is used as a shorthand for the state's activities in four broad areas:

cash benefits; health care; educati on; and food, housing and other
wel fare services (Robert Lanpman 1984, Ch. 1). Three areas of conplication
stand out, however: sources of welfare transcend the linmts of state
activity; modes of delivery are diverse; and the boundaries of the

wel fare state are far fromsettl ed.

Individual welfare derives not only, nor necessarily primarily, from
state institutions, but from at Ileast four sources. Arguably the nost
important is the labour nmarket in the form first, of wage incone: full
enmpl oynent is a mgjor conponent of welfare broadly defined. In addition,
firmse (individually or on an industry basis, voluntarily or wunder |egal

conpul sion) provide various forns of occupational welfare. A second source
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of welfare is private provision, including voluntary private insurance and
i ndi vi dual savi ng. Third is voluntary welfare, both within the famly and
out si de. The state intervenes by providing the different types of benefit
descri bed above. In addition, it contributes through tax expenditures® to

the finance of occupational and private provision.

Modes of delivery are also diverse. Though a service my be funded
by the state, it does not follow that it nust necessarily be publicly
produced. The state <can produce a service itself and supply it to
recipients at no charge (nost nedical care in Sweden and the UK); or it

can pay for individuals to consune goods produced in the private sector (US
Medi care, health care in Canada); or it can give individuals noney (either
explicitly or in the form of tax relief) to make their own purchases (e.g.
tax relief for private nedical insurance preniuns).

The third area of conplication is where to draw the boundary of the
wel fare state. Though the state's role should not be exaggerated, neither
should it be understated. Sone typically excluded expenditure (e.g. public
health and environnental policies) is very simlar in purpose to activities
whi ch are included.

Harold WIensky and Charles Lebeaux's (1965) distinction between a
residual and a wuniversal welfare state has been wdely used. A residual
wel fare state, intended minly as a safety net f or the poor, is

characterised by income testing of publicly provided services and by minly

private provision for the non-poor. The USA is frequently placed in this
cat egory. In a universal welfare state,* in contrast, services are
intended for al soci oeconomi ¢ groups, f or exanpl e Ger many. The

useful ness of the distinction, though considerable as a shorthand, should
not be overstated. VWere, for instance, does one place a country (New
Zealand is a case in point) with a wde range of benefits (which sounds

like a universal welfare state), nost of which are incone tested?

I nsurance, as discussed shortly, is one of the inmportant functions of the
wel fare state. The term is used with various neanings, of which two above
all should be distinguished. Insurance can be defined (a) as a device
which offers individuals protection against risk, and/ or (b) as an

actuarial nmechanism (as defined in IIl (B)). The first defines insurance
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in terns of its objective, the second as a nethod by which that objective
m ght be pursued. Even where institutions are not insurance in the sense
of (b), they mght still be regarded as insurance in that they offer

protection against risk.

Types of intervention. Government intervention in this (or any other) area
is usefully divided into four generic types.

Regulation can apply to quality (hygiene laws for food), quantity
(compul sory nenbership of social insurance), or price (mninmmwages).

Price subsidy can be partial (food stanps) or total (free nedication

for |lowinconme groups); simlarly, prices can be increased through taxes
on specific comodities. Both regulation and subsidy/tax |eave narkets
intact, but alter the constraints agents face.

Wth public production the state takes over the supply side: in the

case of nmost pre-university education the state owns the capital (e.g.
school buildings) and enploys the |abour; alternatively, the state can
conmi ssion and direct private-sector activity (e.g. weapons procuremnent).

Incone transfers can at least notionally be tied to specific types of

expenditure (food stanmps) or can be wuntied (social insurance benefits).
First-best transfers take the form of a lunp sum and therefore affect
economic activity only by changing the inconmes of agents, wth no extra-
market effect on product or factor prices. Since taxation in practice is
related to endogenous factors, policy design needs to take account of

incentive effects.

C. Boundaries of Coverage

Geogr aphi cal coverage. The paper focuses on ten countries whose choice was
constrained by the available literature and by |anguage difficulties. The
USA is included inter alia because of the extent to which it is an outlier.
The British welfare state has a long history and is based on a fairly
explicit Dblueprint. Sweden represents a sonmewhat different approach to a
fully articulated welfare state. Germany, the Netherlands and Swtzerland,
are chosen because their nedical care systens differ in inmportant respects
from those of the UK and Sweden. Australia and New Zealand have no

explicit soci al i nsurance contributions; benefits are tax-funded and
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nostly incone-tested;® and New Zealand is an 'old welfare state, having
introduced a tax-funded retirement pension in 1898. Canada conbines tax

funding of nmedical care (like Sweden and the UK) wth nmainly private

provision (like the USA). Japan shows how institutions converge across
widely different cultures and because, like Switzerland, it illustrates how
even countries wth ‘'small' governments have substantial social spending.
Di scussion, of necessity, is broad brush: there is no discussion of
f ederal / provinci al relations in non-unitary states |like Australia, Canada,
Ger many, Switzerland and the USA; and inportant countries have been
om tted. To readers who disagree with the selection, there are two nmain

defences: there is a close match between the ten countries chosen and those
covered by the Luxenmbourg Income Study, which nakes possible at [|east sone
cross-country conparison of poverty and inequality; and the theoretical
framework applies to all developed economies, and in large neasure also to

devel opi ng economni es (Ehti sham Ahrmad 1991).

The coverage of social institutions focuses on cash benefits® and health
care. Such a choice omts many inportant sources of welfare. Vol unt ary
wel fare (charities, voluntary organisations, unpaid care wthin the famly)
receives little nention, as does «child day care. Education is also
omtted: the topic is well served by surveys (Mark Blaug 1976), and the
t heoreti cal argunents are somewhat different to those in section |III.

Food, housing and other welfare services are not discussed, not |[east

because in nost countries they conprise a relatively small fraction of
wel fare-state  spending. To linmt discussion only to direct state
expenditure would, however, be unduly restrictive: where possible tax
expenditures are included; so too are the mpjor types of private welfare,

such as enpl oyer health benefits and pension schenes.

Limting discussion to public and major private expenditure on cash
benefits and health <care follows a well-worn convention (e.g. Margaret
Gordon 1988; |LO 1988). A nejor criterion has been to choose areas about
which econonmics has things to say (e.g. nedical insurance) rather than
those to which it is less directly relevant (e.g. the loosening ties of the
nucl ear famly). Thus there is little discussion of gender issues or of

| one parents per se. An additional criterion has been the choice of topics



whi ch of fer | essons for policy design.

Data problens time and again blur attenpts to nmake enpirical judgenents.
They are of four well-known sorts.

Problens of definition: problens arise in defining poverty (Sheldon

Danzi ger and M chael Taussig 1979; At ki nson 1987b, 1989, Ch. 1); and the
conceptual problens faced by neasures of aggregate inequality are equally
wel | known (Atkinson 1970, 1983a, Ch. 1, Amartya Sen, 1973).

Measur enent probl ens: sone conponents of individual income are clear

in concept but difficult to neasure, e.g. non-noney incone or health
st at us. A simlar problem at an aggregate level is the difficulty of
neasuring and attributing tax expenditures.

Causality: well-known in the education literature (Blaug 1976) is the
unnmeasurable extent to which individual productivity is causally related
to the level of the individual's education. An anal ogous problem arises

with many sorts of health care: an individual receives treatnent and gets

better; but to what extent is the inprovenent causally related to the
treat nent ? Cash benefits raise even greater problens, in that, except for
margi nal changes, it is not possible to establish the counterfactual, i.e.
the incone distribution which would prevail if there were no transfers.

The absence of a convincing counterfactual opens up the possibility of
arguing that cash benefits are not a cure for poverty, but its cause
(Charles Mirray 1984; for counterviews see WIIliam WIson 1987; Fr ank
Levy 1988, Ch. 8).

I nci dence: the problens of neasuring the incidence of benefits and
of the taxes/contributions which finance them require no repetition (for

a survey, see Laurence Kotlikoff and Law ence Sumers 1987).

I'l. OBJECTIVES OF THE WELFARE STATE
The objectives of social institutions, as in any other area of
economic policy, are efficiency, equity and administrative feasibility.

It is useful, however, to look at matters nore closely.

Efficiency has at |east three aspects.

Cbjective 1: Macro efficiency: the efficient fraction of GDP should
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be devoted to the totality of welfare-state institutions, e.g. policy
shoul d seek to avoid distortions which | ead to cost expl osions.

ojective 2: Mcro efficiency: policy should ensure the efficient

division of t ot al wel fare-state resources between the different cash
benefits and different types of medical treatnent.

bj ective 3: | ncentives: the finance and construction of benefits

shoul d minim se adverse effects on | abour supply, enploynment and saving.

Supporting living standards is the second strategic aim

Cbj ective 4: Poverty relief: no individual/household should fall

below a mninum standard of [|iving. Since there is no analytically
satisfactory way of defining a poverty line, the choice of mninmm standard
is largely normative. Once the poverty line has been decided, the
effectiveness of the system is neasured by statistics relating to how nan

people are below the poverty |Iline ('headcount' neasures), by how nuch

(' poverty gap nmeasures), and for how lon (i.e. life-cycle matters)
(At ki nson 1987b; Janes Foster 1984).

Objective 5: Protection of accustoned living standards: nobody shoul d

face an unexpected and wunacceptably large drop in their |Iliving standard.
This is a mjor objective of unenployment benefits and nost health-related
benefits. Its success is neasured by the replacenent rate, which shows a
person's incone when on benefit in conparison with their previous incone.

Cbjective 6: |ncone snpothing: institutions should enable individuals

to real | ocate consunption over their lifetime. I ndi vi dual s can
redistribute from thenselves at one stage in the life cycle to themselves
at another (an actuarial private pension schene); or such redistribution
could be notional (an wunfunded state pension scheme which enbodies an
inter-generational social contract (Paul Sarmuelson 1958)). Al ternatively,
there could be tax-funded provision, with no pretence of individual
contributions, to groups whose stage in the life cycle suggests that they
are likely to be financially constrained (e.g. benefits for famlies wth
young chil dren).

hjectives 5 and 6 are aspects of the broader aim of econonic
security. bjective 5 concerns unexpected reductions in living standards

(i.e. it is minly an insurance objective); objective 6 concerns



predictable falls in incone (i.e. it is nore a savings objective). Thus

bot h objectives have efficiency as well as equity di nensions.

Inequality reduction, in contrast, is alnost entirely an equity issue.

hjective 7: Vertical equity: the system should redistribute towards
individuals/famlies wth |ower i ncones. This aim is contentious. Al
incone-tested benefits contribute to it; so, second, do non-nmeans-tested

benefits whose recipients disproportionately have |lower incones (e.g. the
flat-rate pension in countries like Britain and Canada). A third form of
redistribution arises where nore benefit per dollar of contribution is paid
at lower incomes, which can occur in a nunmber of ways: any flat-rate
benefit fi nanced by a proportional contribution redi stributes
progressively; so does the redistributive fornula built into the US social
security retirement pension;’ so does 'free' provision of a tax-funded
service (e.g. health care in Britain, Canada and Sweden), so long as it is
not used even nore progressively than the contributions which finance it.?

Cbjective 8: Horizontal equity: differences in benefits should take

account of age, fanmily size, etc., and differences in nedical treatnent
should reflect only factors which are regarded as relevant (e.g. whether

or not the patient has dependants), but not irrelevant factors like race.

Social integration. So far the objectives have been conventional econonic
ones. Sone commentators include broader goals.

Cbj ective 9: Dignity: cash benefits and health care should be

delivered so as to preserve individual dignity and wthout unnecessary
stigma (Janes Meade 1978, p. 269). Beveridge argued in this context that

by paying a contribution, the individual can feel that he 1is getting
security not as a charity but as a right' (UK 1942, para. 296).

Cbjective 10: Social solidarity: cash benefits and health care should

foster social solidarity, a frequently-stated goal in mainland Europe. So
far as possible, benefits should depend on criteria which are unrelated to
soci oeconom ¢ status. Retirenent pensions are an exanple; so is nedical
care in many countries. Additionally, benefits should be high enough and
health care good enough to allow recipients to participate fully in the

life of the society in which they live -- an aim which relates closely to



t he objective of poverty relief.

Adm ni strative feasibility has two aspects.

hjective 11: Intelligibility: the system should be sinple, easy to

understand, and as cheap to adm ni ster as possible.

Obj ective 12: Absence of abuse: benefits should be as little open to

abuse as possi bl e.

Problenms of definition and neasurenent abound. Efficiency objectives 1-3
have precise analytical definitions, but nmeasurement problens such as the

incidence of taxes, contributions and benefits, make it difficult to assess

how far they are achieved. How do we define a poverty line in objective
4; and how large a drop in living standard is 'unacceptable' (objective
5)? The appropriate extent of vertical redistribution and a workable

definition of horizontal equity are continuing problenms for economsts,
phil osophers and political theorists. Even ‘'equality' is difficult to
define unanbi guously (Arthur Gkun 1975, Ch. 3), especially in the context
of benefits in kind like health care (Julian Le Grand 1982, Ch. 2).

Concepts like ‘'dignity', 'stigma' and 'social solidarity' (objectives
9 and 10) are hard to define and raise major measurenent problens. Witers
like Friederich Hayek (1976) argue in addition that the term 'social
solidarity' is devoid of neaning, and that its pursuit is both pointless
and dangerous.

Even were these problens assuned away, a second set of difficulties

arises, in that sone objectives are inherently in conflict and others my
be. The tradeoff between efficiency and distributional objectives, and
between  horizontal equity and administrative sinplicity are no less
intractable for their fanmliarity. O her objectives are inherently in
conflict. Income smoothing inplies that an individual wth higher earnings

should receive higher benefits, which sits wuneasily wth redistribution
towards those with |ower incones. On one interpretation of equity everyone
should receive benefits proportional to their past contributions, but that,
again, conflicts with redistribution towards |ower incones. The choice of

objectives and of priorities between them is a fundamental normative issue.
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I'11. ECONOM C THEORY
A. Traditional Market Failures
Types of market failure. It useful to survey the relevant economc theory
in terms of its historical development (see Gervas Huxley, forthcom ng).
The traditional failures, for the nbst part, require little discussion.

(1) Inperfect conpetition.

(2) External effects.

(3) Increasing returns to scale.

(4) Public goods.

(5) Non-cl eari ng mar ket s, e.g. t he view  of unenpl oynent as

involuntary, might be an argunment for counter-cyclical policies, but the
problem does not er se justify publicly-organised unenploynent benefit.
As argued later, the main efficiency justification for publicly organised
unenpl oyment  conpensation arises out of insurance-nmarket failures which
nake private unenpl oynent insurance inconplete or inpossible.

(6) | ncone externalities can justify ' Pareto opti mal' i nconme

transfers. Harold Hochman and Janmes Rodgers (1969, 1970) explain voluntary
transfers in a two-person world wth representative 'rich' and ' poor'
individuals, R and P. R is concerned with P's utility as well as his own;
thus a gift from R to P my raise the utility of both. Wher e
redistribution nmakes sonme people better-off and nobody worse-off, transfers
may be justified on quasi-efficiency grounds.

This, however, is not a market failure, but a market expression of
charity: state intervention arises only if there is reason to believe that
voluntarism will be sub-optinmal. The main such argunment, when the nodel
is extended to the n-person case, concerns free-riders. If it is not the
income of specific individual poor people which affects the wutility of the
rich, but the overall distribution, then,

"private charity is insufficient because the benefits from it accrue

to people other than those who make the gifts .... [We nmight ... be

willing to contribute to the relief of poverty, provided everyone else

did (Mlton Friedman 1962, p. 191, his enphasis).

Though sone witers argue that this free-rider problem is exaggerated
(Robert Sugden 1982, 1983; see also David Collard 1983), none has shown

t hat voluntarism will be optinal. Thus there are quasi-efficiency
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argunments for conpul sory cash transfers through the tax system

Merit goods are conmodities in respect of which policy nakers override
i ndi vi dual preferences, e.g. mandatory soci al i nsurance. They can be
viewed in three ways.

(7)(a) Merit goods as a response to a conventional externality:

policy makers mnmight see a social benefit in nmaking sure that the water
supply is pure, and that your children are well fed and educated. This is
the old 'national efficiency' argument.
"The future of the Enpire, the triunph of social progress and the
freedom of the British race depend not so nmuch upon the strengthening
of the Army as wupon fortifying the children of the state for the
battle of Iife' (Hansard (Commons), 18 April 1905, <col. 539, quoted
by Maurice Bruce 1972, pp. 152-3).
A nodern interpretation sets the argument in an efficiency wage context
(Ceorge Akerlof and Janet Yellen 1986): from this perspective, the welfare
state is a rational way of inproving |abour-nmarket efficiency.

(7)(b) Merit goods as a response to a consunption externality: this

is a variant of the Hochman and Rodgers argument. Suppose that the rich

person's wutility is affected not by the poor person's income, but by his

consunpti on. However, not all increases in P's consunption raise Rs
utility: it is necessary to distinguish 'good  consunption (basic food,
school books), and 'bad" consumption (whisky, welfare Cadillacs), 'good’

and 'bad' being defined by R Thus R's wutility (a) increases with his own
income, (b) increases with P's 'good consunption, but (c) decreases wth
P's '"bad" consunption. VWere (b) is large and positive and/or (c) large
and negative, R mght prefer to make a conmpulsory in-kind transfer of
‘' good' consunption; P mght also prefer the in-kind transfer if it is
larger than the cash offer which R night otherw se nake. Thus soci al
wel fare might be higher with transfers tied to 'good" consunption.

(7)(c) Merit goods as a response to mistaken preferences: policy

makers mght regard individual preferences as '"wong', e.g. nyopia.

Implications for state intervention. What forms of intervention are
justified by these market failures? I mperfect conpetition, externalities

and increasing returns to scale may justify regulation or particular types



12

of  subsi dy. Incone externalities may justify conpulsory redistributive
taxation, at least to a guarantee of subsistence. Only public goods offer
a strong efficiency case for public production.

At least in utilitarian terns, merit goods nmeke little difference.
Though cited as an efficiency justification for intervention, they are
often no nore than an enpty box used to explain intervention wherever we
observe it. Cases 7a and b add nothing new ‘'national efficiency’ is a

simple externality, and the consunption externality argument an extension

of inconme externalities. They can justify three forns of intervention:
regulation (e.g. conpulsory schooling); income transfers (famly support
was often justified on the grounds of national efficiency); or transfers

in kind of 'good consunption (e.g. the provision of free mlk to children
at school).

Do mistaken preferences (7c) make any difference? To the extent that
the argument has neaning for an economist, it rests on one of two pillars.
It could refer to sinple paternalism based either on non-utilitarian
foundations or on the view that policy makers 'know better': bot h
argurments conflict with the assunmption that individuals are the best judge
of their own welfare. Alternatively, policy makers could be better-infornmed
than citizens; but this is an argument based on information problens,
under whose head it is properly discussed (see (8), below.

The main conclusion is how thin, at least in utilitarian terns, is the
traditional justification for |arge-scale, publicly-organised welfare-state
services.’ To the extent that the traditional nmarket failures support
wel fare-state institutions at all, they justify only a residual welfare
state. Apart from paternalism the only argument for wuniversal provision
is if the 'national efficiency' externality is so strong that it justifies
conpul sory and/ or subsi di sed consunption of a good by the entire
popul ation, e.g. publicly organised sewerage in response to nineteenth-
century British cholera epidemcs; here the externality is so large that
t he public goods anal ysis applies.

How then mght economics explain pervasive public involvenent in all
countries in social insurance, nedical care and other areas? One route is
through information failures (section B); the other is through public

choi ce (section Q).
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B. Infornation Problens

The analytical key is the twofold literature on inperfect information
One strand analyses the effects of inperfect information about quality:
consuners m ght be badl y-i nf or med (e.q. about t he quality of an

autonobile); so mght producers (e.g. about the degree of riskiness of an

applicant for insurance). The second strand, inperfect information about
price, covers topics like search theory and reservation wages.™ The
followng discussion, drawing on the quality Iliterature, |l ooks at the

impact of inperfect information on demand (mainly the effect on consuners)

and on supply (mainly the effect on insurers).

Informati on problens 1. consuners. Rational choice requires well-defined
preferences and a well-defined budget constraint. | mperfect consuner

information can thus arise in two generic ways.

(8)(a) | nper f ect consuner informati on about the quality of t he
product : patients nmay have insufficient information to nmake rationa
choices of nedical treatment; and Akerlof's (1970) 'lenons' arise nore
widely than in the autonobile narket; both are problens of asymmetric
i nformation. Regul ation (e.g. hygiene laws in the case of food) may

i mprove matters.

Where information is seriously deficient, narket outcones nmay be |ess
satisfactory than sone sort of admnistrative solution. Markets are
generally nore efficient (a) the better is consuner information, (b) the
nore cheaply and effectively it can be inproved (e.g. conputer nagazines,
hygiene laws for food), (c) the easier it is for consuners to understand

available information, (d) the lower are the costs of choosing badly, and

(e) the nore diverse are consumer tastes. Comodities which conform well
with these criteria are food and such consumer durables as hi-fi, persona
conputers and autonobiles. As discussed later, health care confornms |ess
wel | : consuner information is often poor; people generally require
individual information, so that the process wll not be cheap (violating
(b)); much of the information is highly technical (violating (c)); and the

costs of mistaken choice can be high.

(8)(b) Imperfect consuner _information about prices, i.e. an ill-

defined budget constraint): the solution here is regulation, e.g. through
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mandat ory publication of prices.*?

Informati on problens 2: insurance. Firne also face information problens:
enpl oyers may be badly-informed about the quality of [labour, so might
lending institutions about the riskiness of prospective borrowers. A
particular class of information probl em concerns insurance markets. '

The conpetitive i nsurance premum for an i ndi vi dual faci ng a
probability p, of an insured loss L is

B =pL+T (1

where T covers the insurance conpany's transactions costs and nornal

profit. The existence and efficiency of insurance narkets depends on the
expected loss, p;L, fulfilling a nunber of conditions.

(9) Adverse selection is an insurance-market nanifestation of 'Ienons'
(Akerl of 1970). The individual knows he is a 'lenon' (i.e. a bad risk),
but is able to conceal the fact from the insurer. Akerlof's conpetitive

analysis was extended by Rothschild and Stiglitz (1976) to cover strategic

behaviour by firns. ™ Assume the sinplest case: risk-averse individuals,
const ant mar gi nal utility of i ncome, actuari al i nsurance and no
adm ni strative costs. Point A in Figure 1 shows the inconme of an uninsured
i ndi vidual when working and when unable to work because of illness. Under
the stated assunptions, a rational individual wll choose to insure fully.
Wth full insurance, income (net of the insurance premun) wll be the sane
when ill as when working, i.e. at a point on the 45-degree line.

Suppose that lowrisk individuals have a probability of illness p,

and high-risk a probability p, \Were the insurance conpany can assess

risk, lowrisk individuals can trade from A on favourable terns; they give
up relatively little incone in premuns when working and receive generous
benefits when ill. They will be able to buy any insurance contract along
the line A-C and, under the stated assunptions, wll choose the contract
shown by point GC. H gh-risk individuals face the |ess-favourable ternmns

shown by A-G, and will choose point G,
[ FI GURE 1 ABOUT HERE]
Wiere the insurance conpany cannot distinguish high- from |owrisk

individuals, it nust charge a prem um based on average ri sk:
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B=1["pw+ (1-")p] L+ T (2)
where p, and p, are the (now unobserved) probabilities of high- and |owrisk

i ndividuals, respectively, and and (1-') the proportions of high- and
lowrisk individuals buying insurance. The locus of potential insurance
contracts is shown by the line A-Din Figure 1.

The problems caused by adverse selection are illustrated by the
contract shown by B. Any contract in the shaded area above B would (a) be

preferred by the lowrisk group, and (b) would still be profitable. Thus

the pooling equilibrium (i.e. a common premium for all applicants) at B is

not stable; if a conpany offered such a contract, another conmpany could bid
away the lowrisk group by offering a policy in the shaded area above B.
The same argument applies for any other contract al ong A-D.

Suppose instead that the insurance conpany tried to have separate
policies for the two groups. It cannot verify the riskiness of each
individual, but it mght be able to offer policies such that custoners,
through their mnarket behaviour, revealed their true probability.* Thus the
policy offered to the lowrisk group along A-D nust lie to the left of
poi nt E (anywhere to the right would attract hi gh-risk applicants).
However , as Figure 1 is drawn, lowrisk individuals would prefer the
pooling contract shown by B to any contract between A and E. Thus no

separating equilibrium exists. Even if it did, it would be inefficient

because it would not allow | owrisk individuals to buy compl ete cover.

Adverse selection thus causes two sets of pr obl ens: a pooling
equilibrium is unstable because low risks drop out or because of
conpetitive behaviour by insurers; and a separating equilibrium if it
exists, is inefficient. In the face of adverse selection the narket is

inefficient or fails entirely, the wultimate outconme depending on the
preci se behaviour of insurer and insured (Martin Hellwig 1987). A partial
solution is to restrict consuner choice by making nmenbership conpulsory,
thus preventing lowrisks from opting out of a pooling equilibrium | f
preferences are sufficiently simlar, the welfare loss from conpul sion my
be mininmal (see discussion in a different context by Mirtin Witzman 1977).

Moral hazard raises a different set of efficiency problens. It arises
where the insured person can influence the expected l|oss, p/L, at a cost

lower than the expected gain, and wthout the insurer's know edge (another
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example of asymetric information). Pauly (1974) considers the case of
i ndi vidual expenditure on a preventive activity, z, which can reduce the
probability of the insured event. From a social point of view, the

efficient level of z is that at which its nmarginal cost is equal to the

margi nal reduction in insured |osses. But if losses are fully insured and
the insurance company cannot nonitor individual preventive activity, ny
extra spending on z reduces mnmy premum by only an infinitely snmall anount:

the main beneficiaries are other insured people who now pay slightly |ower
prem uns. As a result of this type of externality individuals face private
incentives to wunderinvest in preventive activities. Moral  hazard thus
causes inefficiency in the form of excessive purchase of insurance cover.

Pauly's analysis is sensitive to one strong assunption, namely that

al | | osses, i ncl udi ng non- mat eri al | osses, are i nsur abl e. | f t hat
assunption is relaxed, different results are possible. It is wuseful to

di stinguish different cases.

(10)(a) Endogenous p,, but only at substantial psychic cost: an
example is suicide. I ndi viduals cannot insure against the psychic cost to
t hensel ves of death. Insurance is thus inconplete, and there is little or

no overinsurance. Moral hazard in this case is not a problem ™

(10) (b) Endogenous p,, with no substantial psychic cost: peopl e m ght

drive less carefully or buy fewer fire extinguishers, since insurance

reduces the cost to the insured individual of any unwelcome consequences.

In this case, the Pauly result holds: noral hazard does not nmake insurance
i mpossi ble but causes inefficiency, in that people take less care than if
they had to bear the full |oss thensel ves.

(10)(c) Endogenous p,, wth substantial psychic gains: an exanple is
elective health care (e.g. a hair transplant). Here the insured outcone

is not an undesired exogenous event but a deliberate act of consuner
choi ce. This is a far cry from an insurable risk; such activities are
general | y uninsurable.

(10)(d) Endogenous L at zero or low cost (the so-called third-party

paynent problem: here it is not the probability, p;, which is endogenous

but the size of the insured |oss. If medical insurance pays bills in full,
the private costs facing both doctor and patient are zero, even though the

soci al cost is positive and usual ly  substantial . The result is
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inefficiency in the formof overconsunption of nedical care.'®

Moral hazard thus causes a fundanmental problem the nore complete the
cover and the lower the psychic loss from the insured event, the |ess
individuals have to bear the consequences of their actions and the |ess,
therefore, the incentive to behave as they would if they had to bear the
| oss thensel ves. Various devices try to reduce the problem by inposing
some of the <cost on the individual (Steven Shavell 1979): frequent
claimants pay higher prem uns; deductibles nake the insured pay the first
$X of any claim with coinsurance, the insured pays x per cent of any
claim?® None of these, however, faces the individual with the full
mar gi nal financial cost of naking good the |oss.

Adverse selection and noral hazard, at their <core, are information

pr obl ens. Neither would arise if the insurer could 'get inside the head
of the insured, and so could (a) verify his true risk status and (b)
monitor whether he was behaving differently from the way he would in the

absence of insurance.

There is a clear 1link between such asymetric information and the
princi pal -agent problem (Laffont 1989, Ch. 11). If the principal (the
insurer) is risk-neutral and the agent (the insured) risk-averse, it is
Pareto efficient if the agent receives a constant return (i.e. is fully

insured by the principal). But the agent then has no incentive to exert
effort (in this case, to take risk avoiding measures), since his incone no
|l onger depends on that effort. The incentive can be partially restored if
the agent's incone is linked to the final outcome, but only at the price
of deviating from Pareto optinmality. The problem is solved if the principal
has sufficient information to nonitor the agent's behaviour.

(11) Unpredictable probabilities: in addition to problens of

asymmetric information there is sonme relevant information which nobody has.
If p;, in equation (1) cannot be predicted, the insurer cannot calculate a
premium Thus insurance is possible only against risk but not against
uncertainty (in the Frank Knight (1921) use of the termns). An exanmpl e of
the problem is the probability distribution of different rates of long-term
future inflation -- a probability of consi derable relevance for the

i ndexati on of private pensions.
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O her problenms can al so nake i nsurance inpossible.

(12) Interdependent probabilities: insurance requires a predictable
number of winners and |osers. This is true where uncertainty is an
individual but not an aggregate problem (e.g. life expectancy). In the
case of aggregate uncertainty, however, there is a conmmon shock: if one
person suffers an insured |oss so does everyone else. An inmportant exanple

is inflation which, if it affects any one menber of a pension scheme, wll
affect all. \Were the problemis extreme, insurance is inpossible.

(13) Probabilities close to unity: if the insured probability

approaches wunity, the actuarial premium in equation (1) approaches or

exceeds the insured |oss. Insurance will not be offered because there is
no demand for it. There is no possibility of spreading risk, and hence no
gains from trade from joining a risk pool. The problem can arise for the
chronicly or congenitally ill, where the probability of requiring treatnent

is equal to one wunless insurance is taken out before the condition is

di agnosed. Insurance in such cases is generally inpossible.
Implications for state intervention. Arrow (1963) argues that where
markets fail, other institutions nmay arise to nitigate the resulting

probl ems, either through public production or through private institutions
using non-conpetitive allocation nechanisns: "[T]he failure of the narket
to insure against wuncertainties has <created many social institutions in
which the wusual assunptions of the nmarket are to sone extent contradicted
(Arrow 1963, p. 967). Thus institutions (public or private) nmay arise
which are insurance in the sense of protecting against risk, even if they
are not insurance in a strict actuarial sense.

The Arrow argunents and their subsequent elaboration contrast wth
witers |like Robert Nozick (1974), who argue that what matters is not the
outcone, or end-state, but the process by which it is reached, even if
conpul sory public provision could be shown to make everyone better off it
shoul d, according to such a view, be rejected. The conclusions of the
Arrow arguments are also in strongest possible contrast with Hayek (1945).
Both witers start from the assunption of asymetric information. To Hayek
the fact that different people know different things is an argunent in

favour of nmarkets: the market nakes beneficial use of such differences
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(analogous to the existence of skill differences) by allowing gains from
trade to be exploited. Arrow showed that the market is an inefficient
device for nediating inportant classes of differences in know edge between
peopl e. Nor is that view idiosyncratic. The Rothschild and Stiglitz (1976)
and simlar argunments have already been discussed. Robert Lucas, in

di scussi ng unenpl oynent, reached the sanme concl usion:

' Since, c. with private i nformati on, conpetitively det er m ned
arrangements wll fall short of conplete pooling, this class of nodels
also raises the issue of social insurance: pooling arrangenents that

are not actuarially sound, and hence require support from conpul sory
t axation. The main elenents of Kenneth Arrow s analysis of nmedica
insurance are readily transferable to this enploynent context' (1987,
p. 62, his enphasis).

Information failures provide both a theoretical justification of and

an explanation for a welfare state which is nuch nore than a safety net.

Such a welfare state is justified not sinply by redistributive ains one my
(or may not) have, but because it does things which private markets for
technical reasons would either do inefficiently, or wuld not do at all

A key argunent in sections V and VI is that private insurance cannot cover
contingencies such as wunenploynent, inflation and inportant nmedical risks.
It is wuseful to anticipate that discussion by considering one response

soci al insurance.

Soci al insurance. A key aspect of social insurance is that nmenbership is
conpul sory. |nadequate provision against income loss due to unenploynent,
sickness or old age generally inposes costs on others: the cost of cash
assistance falls wupon taxpayers generally; alternatively, if people wth

i nadequate cover were allowed to starve there would be other costs (public
health hazards, burial costs, increased crine). Non-i nsurance thus creates
external costs. One solution is to nake insurance conpul sory, at |east up
to a mnimum level (though the efficiency argunent for making higher
benefits mandatory is less clear).?®

Conpul sion addresses at Jleast two of the issues discussed earlier
it deals with the externality and, because |low risks cannot opt out, it

nakes possible a pooling solution, thus avoiding the worst of the problens
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caused by adverse selection. The resulting institutions take three generic
forms, all of which are insurance in the sense of offering protection but
which diverge increasingly from insurance in conventional actuarial ternmns.

Social insurance is awarded w thout any test of incone or wealth on

the basis of (a) a contributions test and (b) the occurrence of a specified

conti ngency, such as unenpl oynent or being above a specified age. *

Contri butions t ake t wo br oad forns. Quasi - actuari al contributions are

related to the average risk (e.g. the flat-rate weekly UK contribution

between 1948 and 1975); this is a pure pooling equilibrium | ncone-
related contributions break the link with individual risk; the contribution
in this case looks like an earmarked tax. M xed arrangements are possible,

with enployees paying income-related contributions, and enployers paying

contributions related to the risk experience of the particular industry.

" Universal' benefits, which abandon the attenpt to mmc private
insurance, are awarded on the basis of a specified contingency, wthout
either a contributions or an incone test. There is no convenient shorthand
for this type of benefit: they are often referred to (Gordon 1988, p. 37)
as ‘wuniversal' and, reluctantly, | shall follow that usage. Exanpl es
include the flat-rate conponent of the retirenent pension in Canada, New
Zealand and Sweden, health care in Canada, Sweden and the UK, and famly
support in many countries.?

Social assistance is awarded on the basis of (a) an inconme test, and

(b) the occurrence of a specified contingency, wthout a contributions
test. Though generally a benefit of last resort (e.g. US Medicaid) it can

be the main form of organisation, e.g. nobst cash benefits in Australia and

New Zeal and.
These are the pure cases. In reality the categories can becone
bl urred: both social insurance and ‘'universal' benefits my be partly

income tested, e.g. by being included in taxable incone.

Adm nistration <can be by the state at central or lower |evel.
Alternatively, it can be hived off to private-sector institutions such as
friendly societies or trades wunions (unenploynent conpensation in Sweden,
medical care in Cermany); in such cases the private sector is acting, in
effect, as an agent of the state.

Though social insurance in some ways follows private institutions, it
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differs in two inportant respects. First, because nenbership is conpulsory,
it is possible (though not essential) to break the link between prenmum and
i ndi vi dual risk. Second, the contract s usually less specific than
private insurance: protection can be offered against risks which the

private market cannot insure; and the risks can change over tine.

C. Public Choice and Governnent Failure

The argunents are surveyed by Robert Inman (1987) and Dennis Meller

(1989). Four explanations are offered of the extent of and growh in
governnent activity: government's role in dealing with market failures;
its role as redistributor of incone and wealth; its response to the

electorate in the form of coalitions of voters or through pressure groups;
and the role of bureaucrats. The governnent failure arguments point to the
latter two as inportant distorting influences.

The influence of the electorate operates in various ways. The
coercion-via-the-ballot-box argunent (Ant hony  Downs  1957) is that t he
(many) poor, on their own or in coalition with others, outvote the (fewer)
rich to inpose redistributive tax and benefit regines. Witers like Janes
Buchanan and Gordon Tullock (1962) and Tullock (1970, 1971) argue that nost

transfers from the rich are captured by the mddle class through their

el ectoral power as nedian voters or acting as interest groups. O her
arguments stress the broader role of interest groups on redistributive
transfers (e.g. the poverty | obby). Interest groups are also argued to use
their |obbying power to bring about redistribution through regulation,

especially where the regulators are ‘'captured” by those whom they are
supposed to regulate (George Stigler 1971; Richard Posner 1975; Sanuel
Pel zmann 1976). According to this view, regulation (e.g. of the nedical
profession) is an entry barrier which allows the extraction of nonopoly
rent.

Distortions can arise also wthin government, in that public-sector
institutions my in part be run for the benefit of the bureaucrats
thensel ves (WIliam N skanen 1971). This occurs because of organisational
slack, since politicians are not able fully to nonitor the actions of their
utility-maximsing officials.

For one or nore of these reasons, it is argued, the size of the public
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sector may be inefficiently |arge; or its conposition may be distorted to
meet the needs of the bureaucracy, powerful interest groups, or voters in
mar gi nal constituencies.

These insights, however, should not be pressed too far. Even within
a strict wutilitarian framework, witers like Friedman (1962) and Hochman

and Rodgers (1969) offer an explanation of tax-financed redistribution

which does not rely on electoral coercion. Interest groups may enhance
efficiency (Gary Becker 1983, 1985). Regul ation may result in nonopoly
rents (e.g. doctors in sonme countries); but, as discussed in section VI,
it al so offers protection to i mperfectly-inforned consuners (e.q.

regul ati on of medical training).

The power of bureaucrats can be overstated and their notivation
m sunderstood (Patrick Dunleavy 1985). Organi sational slack should not be
exagger at ed: pay increases or enlarged departnments can be nonitored,;
voters may be able to vote wth their feet against high local taxation
(Charles Tiebout 1956); and bureaucratic utility maximsation can just as
easily lead to l|less governnent (Treasury officials in Margaret Thatcher's
Britain won favour by cutting expenditure). In addition, organisational
slack may be nore pronounced where the state regulates private activity
than with public production: in the case of social insurance, for instance,
t he state has i nformation (e.q. about t ax and soci al i nsurance
contributions) and powers which wuld be regarded as draconian in the
private sector; and (section VI) countries where private, fee-for-service
medical care is publicly funded find it nore difficult to contain costs
than those with public production.

Nor are the wvarious government failure arguments necessarily equally
appl i cabl e ever ywher e. Tul | ock' s (1971) claim that benefits go
di sproportionately to the middle class may be nore true of the USA than
el sewher e: as discussed in V (D, in Gernmany and Sweden the |owest income
quintile receives net transfers of about 10 per cent of GDP.

More generally, recent political applications of the principal-agent
analysis have re-evaluated the pessimistic tone of earlier literature and
stressed by contrast that, given the right contract, voters can control
political |eaders and |legislators exercise oversight of bureaucracies (see

Jonat han Bendor (1988) for a survey).
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D. Drawi ng the Borderlines between Governnent and Markets

The nost inmportant contribution of the public choice literature is the
idea that analysis of governnent should treat its activities as endogenous.
It does not, however, follow that the social-welfare outconme of t he
political market place is necessarily inferior to that of conventional
mar ket s. Just as nmarkets can be efficient or i nefficient, soO can
governnments. Wre it otherwise, we would advocate anarchism a conclusion
from which the government failure |literature pointedly refrains. An
important counterpoint to governnent failure is market failure and, in the
wel fare-state context, particularly information failures.

Inman's (1987) survey concl uded:

‘Markets fail. They fail for the fundanental reason that the

institution of market trading cannot enforce cooperative behavior on

sel f - seeki ng, utility-maxim sing agents, and cooperative behavi or
between agents is often required for Dbeneficial trading. In each
instance of market failure ...agents were asked to reveal information

about their benefits or costs from trades with no guarantee that that
information would not be used against them Wthout that guarantee,
information is concealed, trades collapse, and the market institution

fails' (p. 672).

"While denocratic processes do not generally guarantee an efficient

al l ocation of soci al resour ces, we _ cannot go the next step and

conclude that collectively-decided allocations ... are inferior to

individually-decided market allocations' (p. 727, my enphasis).

‘"[NJeither the institution of markets, or voluntary trading, nor the

institution of gover nnent, or collectively decided and enforced

tradi ng, stands as the unarguably ©preferred nmeans for allocating

soci et al resources. Each institution has its strengths and its

weaknesses' (p. 753, his enphasis).

The '"New Right' properly criticises a naive predisposition towards
state intervention at the slightest sign of problems in private markets;
but to argue that public-sector inefficiency automatically inplies that

private markets are welfare inproving is to make the sane m stake. G ven
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the present state of know edge, decisions about the proper borderline
bet ween mar ket and state i nvol ve j udgenent , SO t hat di fferent
interpretations are possible. Le Gand (1987a), wth echoes of Tullock

(1971) (though from a very different perspective), argues that the WK

wel fare state has been 'captured” by the mddle class. He goes on to
suggest that this is a matter for anbival ence: it is 'bad because the
wel fare state's major benefits, should go to the poor; but it is 'good

because it keeps the articulate niddle class as consuners of the welfare
state thus creating pressure to nmaintain standards. The argunents above
suggest that we should not be anbivalent: many parts of the welfare state

are a response to pervasive market failure, and therefore serve not only

di stri butional and ot her obj ectives (poverty relief, verti cal and
hori zont al equity, dignity and social solidarity), but also efficiency
obj ectives such as income snoothing and the protection of accustomed 1iving
st andar ds in t he face of uni nsur abl e risks and capital mar ket
i mperfections. As such, the welfare state exists quite properly both for
|l ower income groups and for the mddle class. In the WIlensky and Lebeaux
sense discussed in | (B) there is an efficiency case for a universal

wel fare state.

I'V. THE HI STORI CAL AND | NSTI TUTI ONAL BACKDROP
A Historical Overview?®
An early exanple of public poor relief was the response to the fear
of social wunrest and chronic |abour shortages in the years after the Black
Death of 1348-9 when the English authorities attempted to control wages and
| abour nmobility in the Statute of Labourers 1351 and the Poor Law Act 1388.
The latter was liberalised by the Poor Relief Act 1576, which was the

foundation of the 1601 Poor Law Act. The 1601 Act was the basis of poor
relief wuntil well into the twentieth century in Britain and the USA and
also in nmch of the British Comonwealth: the poor were a |ocal

responsibility, and different treatment was prescribed for different types
of pauper. By the nineteenth century at the latest the potential adverse
| abour-supply effects of poor relief becane an explicit worry (Lionel
Robbi ns 1977, p. 128 et sequ.).

Intervention other than Ilocally-financed poor relief began in the
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early nineteenth century wth subsidies for education and increasing public
health activities. One interpretation of such intervention is as an
efficient response to externality-generating activities (see the earlier
di scussion of merit goods, especially case 7a).

Despite wide differences in timng, a simlar increase in intervention
occurred in all industrialised countries. H storians argue about whether
the main nmotive force was ideology or the nature of the industrial process.

The theory of convergence points out that all countries, whatever their

dom nant ideol ogy, have developed simlar industrial structures, and argues
that a welfare state in one form or another is an inevitable concomtant
of that process. O her historians stress the role of ideology, if only in
determining whether a country adopts a residual or a wuniversal nodel of
wel fare. A ‘'capitalist' country like the USA has and (with the exception
of wi de-ranging public provision of education) has always had a system of
income support and social services which is small relative to its incone.
A ‘'socialist' country like Sweden has a highly articulated welfare state;
and Denmark and New Zealand (which were not highly industrialised) were
among the first with a public system of old age pensions. A third set of
forces is country-specific. In New Zealand, for instance, the relatively
even income distribution nmade reliance on voluntarism problematic, giving
the state an early funding role for incone support and social services.?

There is an alternative explanation: private provision of t he
conponents of the welfare state faced intractable efficiency problens, as
di scussed nore fully in sections V and VI. These problens both explain and
justify the growh of | arge-scale welfare-state institutions. Though
country experiences vary wdely for ideological and other country-specific
reasons, public spending on the welfare state in all OECD countries is at
|l east 12-15 per cent of GDP, and public nmedical spending at |east 40 per

cent of total medical spending.

B. Expenditure on the Welfare State

Table 1 shows public spending on the welfare state (cash benefits plus
health care) and total government spending as percentages of GDP from 1960.
Spending is disaggregated into its nmmjor conponents in Figure 2. Vari ous

caveats should be noted (ILO 1988, pp. 1 - 10). The variety of detailed
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institutions makes it inevitable that conparative data contain arbitrary
elements and are inconplete. There are no data which systematically
include privately-funded cash benefits and inmplicit public spending in the
formof tax relief for privately-organi sed benefits.

Notwi thstanding these linmtations, Table 1 and Figure 2 reveal clear
patterns. Public welfare-state spending is substantial, from around 12 per
cent of GDP in 1980 in Australia and Japan to 25 per cent or nore in
Germany, the Netherlands and Sweden. Spending rose as a proportion of GDP
in all countries, nore slowy in Australia (73 per cent between 1960 and
1980), nore rapidly in the Netherlands and Sweden, where spending nore than
doubled as a proportion of GDP. In Switzerland, starting from a smaller
base, spending as a percentage of GDP nearly tripled.

Retirement pensions were a mgjor conponent of additional spending,
particularly in Germany, the Netherlands and Sweden (see Figure 2), both
because eligibility was extended and because real pensions per recipient
rose. Swedi sh  pensions are particularly generous, giving workers wth
average earnings a replacement rate of 60 per cent of their previous net
earnings, to which is added an enployer pension, typically bringing the
total to 70 per cent. Workers receive a full pension after thirty years.?®

[ TABLE 1 ABOUT HERE]
[ Fl GURE 2 ABOUT HERE]

Table 2 shows the conposition of revenue and expenditure. Again, the
data are not ideal: public nedical spending cannot always be separated
from the other categories, and is therefore included as part of social
insurance in colum (4); and the Australian and New Zealand social
i nsurance figures include income-tested benefits.

Germany and the Netherlands repeatedly energe alongside Sweden as
hi gh-spending countries, in part because of substantial spending in the
"Qther' category in Figure 2 (mainly sickness benefits, famly support and,
in the Netherl ands, generous disability benefits). Australia is an
outlier: total spending is |ow so are contributions from insured persons
(colum (1)) since virtually all cash benefits are tax-funded.?® A strong
result is the extent to which the USA is unusual: it is one of the |owest
spenders; it is alnbst wunique in having no statutory short-term sickness

benefit, nor a system of famly al | owances; ¥’ and it stands out in the |ow
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level of its public medical spending and in the form of its health-care
institutions.
[ TABLE 2 ABOUT HERE]

Tr ends in aggregate heal th spendi ng, public and private, are
summarised in Table 3.% Total nedical spending rose inexorably as a
proportion of GDP: between 1960 and 1980 spending in Canada and the UK
rose by only 34 per cent and 48 per cent, respectively (though Canadian
expenditure growth rose in the 1980s); in contrast, between 1960 and the
early 1980s total medi cal spending in nmany countries, including the
Net her| ands, Japan, Sweden, Switzerland and the USA, doubled as a fraction
of CDP.

[ TABLE 3 ABOUT HERE]

The reasons for increased expenditure vary from country to country,
but several stand out. Advances in nedical technology, though sonetines
maki ng existing procedures cheaper, generally increase the range of what
is possible, thus increasing demand and, wusually, also supply. Medi cal
inflation is faster than general price rises because nedical productivity
rises nmore slowy than productivity generally (the so-called relative price
effect); and, latterly, an ageing population in many countries inmposes
increasing demands on the system The trend in nost countries has been
towards nore systematic coverage of people and types of nedical service.
Decomposition of these factors between 1975 and 1987 (George Schieber and

Jean Pierre Poullier 1989b, Table 4) shows that across the seven major OECD

countries excess nedical inflation and denographic change together required
an annual real spending increase of 1.5 per cent just to stand still. A
|l ess benign explanation of increased spending, discussed in section VI, is

the existence in many countries of an incentive structure which encourages
inefficiently high nmedical spending.

A second regularity is the high proportion of public spending in total
medi cal expenditure. By 1987 between two-thirds and nine-tenths of nedical
spendi ng was publicly funded; the OECD average was 75 per cent.

There were also contrasts. In 1987, total nmedical spending in the UK
was 6 per cent of GDP; in the USA it was 11.2 per cent. There were sharp
differences in the increase in public nedical spending as a fraction of the

total: in the UK it remained a constant fraction; in Canada it rose by
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nearly 75 per cent and in the Netherlands more than doubled in relation to

total medical spending

V ASSESSMENT 1: CASH BENEFI TS
Three issues stand out: the efficiency arguments about the proper
role of the state (sections A and B); the incentive effects of income

transfers (section C; and their redistributive effects (section D).

A. Unenpl oynent Conpensati on

I nsurance issues. Unenpl oyment insurance faces at least three of the
probl ens discussed in Il (B).

(1) Adverse selection: one way of preventing applicants concealing
their risk status is through inspection of past enployment records. Thi s
is not a conplete solution, however: the process is costly; verification
is not always possible; not everyone has a past enploynent record; and

the past is not always a good predictor of the future.
(2) Moral hazard: to what extent can individuals influence the
probability of entering unenploynment and, particularly, that of leaving it?

The key question is how costly (financial and psychic) it is for an

individual to remain unenployed. Since psychic costs are unobservable, it
is not possible to distinguish two cases: the psychic cost to the
individual is high (case 10a in IIl (B)), and unenploynent is due to a lack

of jobs; or the cost is low (10c), and the individual remains unenployed
to sonme extent by choice. The forner is an insurable risk; the latter is
not -- the insurer is inmperfectly informed and, as discussed shortly, the

problemis worse for unenpl oynent than for nost other risks.

(3) Probabilities close to wunity: the overall probability of being
unenpl oyed is less than one. For sections of the Ilabour force, however,
it mght be too high for private insurance to be viable. For simlar

reasons private schenes could not cope with unenployed school Ieavers wth
no contribution record or wth individuals returning to the |abour force

as their children grow ol der.

Moral hazard, incentives and the feasibility of private insurance. Sone

of these problens can be finessed. The worst effects of adverse selection
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can be avoided if insurance is conpulsory, making a pooling solution
possi bl e. Moral hazard, however, is insurmountable, and explains why no
private unenploynent insurance offers cover renotely conparable to state
schenes. There are three issues: estimating the relevant probabilities;

the incentives facing insurance conpanies; and individual incentives.

Measur enment pr obl ens: exogenous events are i nsur abl e; t hose

resulting from choice are not. A key question, therefore, is the extent
to which the relevant probabilities can be estimated and their exogeneity
nmoni t or ed. A house burning down is (a) a once-and-for all event, and (b)
monitoring (that the house has burned down accidentally) relatively easy.
Illness is (a) a continuing event, but nonitoring is feasible (b) because
in nost cases there are neasurable nedical synptonms, and (c) Dbecause
monitoring does not have to be continuous. Unenpl oyment (a) can be
pr ol onged; monitoring that continuing unenploynent is the result of job
shortage not job shyness is (b) difficult because of the absence of easily-
measurable symptoms, and (c) has to be fairly continuous. Moral hazard
thus makes it difficult, if not i mpossi bl e, to estimate the relevant
probability (i.e. the probability wth which unenploynent would occur if
individuals had to finance their own wunenploynent out of saving or by
borrowi ng on a perfect capital market).

The incentives facing insurers are to seek the best risks. There

would be cheap, high-benefit schenes for the best risks, and expensive,
| ow benefit schemes for the worst (C and C, in Figure 1). The poorest
risks (typically the least well off) nust pay a high price for insurance
or (because the probability approaches one) cannot get cover at all.

A simlar problem arose in some countries which originally had private
medi cal i nsur ance. Governnents responded by nmmking it obligatory for
insurers to offer policies to all applicants, with premunms related to risk

groups (categorised by age, sex etc.) but not to individual risk, thus

imposing a pooling equilibrium The result was to conpromise the financial
viability of conpani es with a hi gh-ri sk client m x, necessitating
equalising transfers from government (e.g. decentralised social insurance

for health care in Japan (Margaret Powell and Msahira Anesaki 1990, pp
124-5)).

Thus government ends up inmposing (and funding) a |large neasure of
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standardi sation on schenes, and may also have to organise a state schene
for the worst risks. The result is private insurance only in name.

Sonething so heavily regulated and subsidised is nore a de facto state

schenre with admnistration delegated to the private sector. Thus
unenpl oynent benefit in Sweden is organised by trades unions (Anders
Bj orklund and Bertil Hol mM und 1989); but the system (a) is heavily

regulated, and is buttressed (b) by a conplenmentary public insurance schene
and (c) by inconme-tested unenpl oynent assi stance.

The theory does not rule out private unenploynment insurance for the
best ri sks. But it does suggest that the private sector on its own cannot
cover nmore than a mnority of the working population, and that the
intervention necessary to nake broader coverage possible leads, in effect,
to a state schene.? The theoretical arguments are supported by enpirical
evi dence. Notwi t hstanding the theoretical possibility of private insurance
for the best risks, there are no private policies | can buy to top up the
(low, flat-rate) UK state wunenploynent benefit (the analogue for sick pay
appears regularly in ny junk mail). Nor, for such white-collar schenes,
is it possible to argue that private schenes have been driven out by the
exi stence of a state schene.

A second source of support for the inpossibility of general private
unenpl oynent insurance arises from Mchael Beenstock and Valerie Brasse's
(1986) attenpt to show the opposite. They discuss a nunber of private-
sector exanpl es. Mortgage protection policies, offered inter alia in
Britain and the USA, which nmake nortgage repaynments during unenploymnent,
illustrate the point. Such policies have three salient characteristics.
They are open, by and large, only to the best risks: owner - occupi ers tend
to be in nore secure jobs, and so have a |ower-than-average probability of
entering unenploynent; they are also nmore mobile (since owner-occupiers
are generally less affected than renters by housing nmarket rigidities),
reducing the probability of reminin unenpl oyed. Second, such policies
can typically be started only at the tinme the nortgage is taken out, on the
grounds that few people will seek to buy a house if they know their job is
at risk; this reduces adverse selection. Third, owner-occupiers tend to
have higher-than-average earnings, and so face |ower replacenent rates,

thus minimsing noral hazard. Mortgage protection policies are therefore
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limted to the Dbest ri sks, i mpose restrictions which ninimse adverse
selection, and sidestep the worst problens of noral hazard. Such policies
are genuinely private insurance, but they offer no basis whatever on which
to generalise.

Incentives facing individuals are discussed here, r at her than in

section (C because they are an integral part of the problenms just
di scussed. The potential |abour-supply disincentive arising out of noral
hazard faces any system of unenpl oynent conpensati on. Wth hi gh

repl acement rates, the low paid may be scarcely worse-off (and in the short

run possibly better-off) when out of work. This creates an 'unenpl oynent
trap’ wher eby, because policing against nor al hazard is inconplete,
individuals remain wunenployed voluntarily. The logic of the disincentive
argunment is appealingly straightforward. However, other factors, such as
non-financial work notives, may have offsetting effects; and behavi our can

be influenced by other aspects of the benefit structure.

The enpirical literature is surveyed, inter alia, by George Johnson
and Richard Layard (1986) and Atkinson (1987c). Despite continuing contro-
versy, the general conclusion is that though the duration of unenploynment
is likely to be slightly longer at higher replacenent rates, the nmagnitude
of the effect is not large (for a counter-view, see Patrick Mnford 1985).
Recent work enphasises cross-country data (Atkinson and John M cklewi ght,
f orthcom ng; Ri chard Jacknan, Layard and Stephen Nickell, forthcom ng),
which make it possible to include the effect of institutional differences
in explaining why unenploynent was nore persistent over the 1980s in nost
European countries than in the USA and Japan. Particular emphasis is
placed on three aspects of the |abour market. First, are aspects of the
benefit structure additional to the replacenent rate: the nmaxi mum duration
of ben-efit, the proportion of the wunenployed receiving benefit, and the

stringency with which the ‘'actively seeking work' condition is enforced.

Second, are active | abour mar ket pol i ci es, such as pl acement and
counselling services, training and job creation. Third is the structure
of the Iabour market, including the power of trade unions and the extent
of centralised wage bargaining. The conclusion is that though the

repl acement rate has an affect |abour supply is influenced nore by other

aspects of the benefit structure, in particular the maxinum duration for
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whi ch benefit can be received

The resulting institutions. The theoretical concl usi on, supported by
enpirical evidence, is twofold. First, if income support is to exist for
the wunenployed, it wll de facto have to be publicly provided; this

outcone can be justified in efficiency terns by information problems in
insurance narkets. Second, the resulting institutions do not | ook
actuari al . The argunent of the 'new rmarket failures is that no other

result is possible.

Schenes in practice have two overriding sinilarities. They all guard
agai nst nor al hazard t hr ough devi ces like contribution condi tions
availability-for-work requirements, and linmted benefit duration. Al are

publicly-organised and publicly-funded (though admnistration and mnor
variations may be delegated to private-sector institutions). They differ
along two structural dimensions in the extent to which they try to minic
private insurance: they may or nmay not have explicit contributions; and
they nmay or nay not have mmjor redistributive ains.

The quasi-actuarial approach to contributory social insurance is an

outlier. An exanple is the UK system between 1948 and 1975, in which flat-
rate contributions, inplicitly based on the average risk, gave title to
flat-rate benefits, thereby mnmnimsing redistribution. Anot her exanmple is
experi ence-based enployer contributions, as in the USA

Earnings-related social insurance contributions: where benefits and

contributions are both related to previous earnings, the scheme is non-
actuarial in that contributions are wunrelated to individual risk, but at
| east partly actuari al in that benefits are partly related to past
contributions. This is the npst comon type of schenme, operating in nost
of the European Conmunity, Sweden, Switzerland, the USA and Japan. I'n
contrast, where earnings-related contributions finance flat-rate benefits

the result is highly redistributive. This  nodel (anot her outlier)
describes the UK after 1982

Social assistance relaxes the attenpt to mmc private institutions

paying tax-financed benefits on the basis of enploynent status and an
incone test. This is the only form of unenploynent conpensation in

Australia and New Zeal and; el sewhere it is available for individuals wth
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no benefit entitlenent, or whose entitlement has been exhausted

B. Retirenent Pensions

I nsurance issues. Retirenent pensions also involve risks which the private
nmar ket cannot insure. The probability distribution of age at death
conforns with the necessary conditions, so actuarial life assurance is
possible and so, too, are actuarially calculated annuities. Private

funded pensions are therefore possible and, in the absence of inflation

efficient. They can also generally <cope wth inflation during the
contributor's wor ki ng years and with anti ci pated inflation after

retirenment.

Unanticipated inflation during retirement, however, is a problem The
objective of income snoothing requires that individuals can allocate
consunption efficiently over tine, which requires protection against
inflation. I ndexed pensions are possible wthout governnent intervention
only if private institutions can offer protection against unanticipated
price changes. Actuarial insurance cannot do this: the probability

distribution of future levels of inflation cannot be predicted (problem

(11) in 111 (B)); in addition, because inflation is a commopn shock
pensi oners all face broadly the sane rate of i nflation, i.e. t he
probabilities are highly interdependent (problem (12)). Inflation over an

extended period is not a risk against which private insurance gua insurance
is possible.
If pensioners cannot insure each other, could they obtain protection

t hrough some other mechanisn? That would be possible wthout intervention

if real rates of return were independent of inflation. As an enpirical
matter, this is not the case. The dependence is partly the result of
distortions elsewhere (e.g. non-i ndexed tax systens) which could in
principle be corrected. However, where an inflationary shock represents

other adverse novenents in the econony, no private agency can offer a
conplete hedge against inflation. 2Zvi Bodie (1989) argues that short-term
deposit accounts are the best (albeit inconplete) hedge since short-term
interest rates are revised frequently; Zeckhauser and Jayendu Patel (1987)
find that buying futures contracts on government bonds elimnates only

about one third of the risk of unanticipated inflation.
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Thus inflation is an wuninsurable risk; and private-sector hedges
offer inconplete protection. Though there is controversy as to why there
are no private-sector financial instrunents offering a risk-free real
return, the enpirical conclusion is clear. Bodie's survey points out

(1990, p. 36) that ‘'virtually no private pension plans in the US offer

automatic inflation protection after retirenent'. Gordon's cross-national
conclusion is that ‘'indexing of pension benefits after retirenent
presents serious difficulties in funded enployer pension plans...." (1988,
p. 169).

The conclusion is that if pensions are to be protected against
inflation, such protection nust conme from governnent. There are two broad
strategies: the state could index private pensions, or it could organise
the entire pension itself. Private pensions could be protected by indexed

governnent bonds or by direct budgetary transfers (in either case the

i ndexati on conponent would be pay-as-you-go). Such pensions are actuarial
in the sense that they enbody no systematic redistribution. Al ternatively,
the state could organise pensions on a social insurance or simlar basis.

The choice between the two strategies is partly a matter of which

offers better protection against inflation; but it also concerns a
parallel set of issues: the appropriate role of the state in the face of
denogr aphi c change (an ef ficiency question); and  whet her or not
redistibution is an objective. These latter issues raise the question of

whet her pensions should be organised on a funded or a pay-as-you-go (PAYQ

basi s.

Funding versus pay-as-you-go.* The inmpact of denographic factors on

pension finance is well known (Aaron 1982; Barr 1979 and 1987, Ch. 9; Jane

Fal ki ngham 1989). '"Bulges’ in the birthrate in the late 1940s and nid
1960s will produce a wave of retirenents after 2005 and another after
2025; and because of Jlower  birthrates since 1965 there wll be few
wor ker s. The effect is wdespread and, as Table 4 shows, in some
countries, dramatic: on present trends, Germany and the Netherlands are

projected to spend around 30 per cent of GDP on state pensions by 2040;
averaged across CECD countries, pension spending is set to double from 10

to 20 per cent of CDP. In some countries rising |abour force participation
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is a partial offset. In Germany and Japan, however, the total contribution
per head of the working age population is projected to rise by over 50 per
cent, requiring substantial rates of economic growh if contribution rates
are not to rise.® Figure 3 shows the resulting sharp change in the |evel
and conposition of social expenditure across nmajor CECD countries.

[ TABLE 4 ABOUT HERE]

[ Fl GURE 3 ABOUT HERE]

Wth PAYG finance, other things being equal, an increase in the ratio
of pensioners to workers requires a larger tax on each worker to finance
a given real pension. It is a matter of considerable controversy whether
funding aneliorates the problem (see Aaron (1982) for a survey).

To start with what is non-controversial, the only conplete solution

is to increase output sufficiently, so that a constant contribution rate

can finance an unchanged real pension. This can be done in only two
generic ways: by increasing output per worker; and/or by increasing the
nunber of workers. The first can be achieved through inprovenents in the

quantity and quality of capital equipnment, and in the quality of [|abour.
Rel evant policies are:
(1) increased investment;
(2) increased research and devel opment expenditure;
(3) better education/training of the workforce.
Policies to increase the number of workers include:
(4) reducing the rate of unenpl oynent;
(5) encouraging nmarried wonen to rejoin the labour force (e.g. nore
child care facilities);
(6) raising the age at which retirenment pensions are paid;
(7) inporting | abour (generous i mm gration policies, 'guestworkers'):
obvious solutions under this head would be to award UK passports to
Hong Kong citizens; and West Germany is absorbing workers from the
(younger) East German popul ation.
The previous paragraph is not controversial (see, for instance, Robert
Hol zmann 1988). VWhat is controversial is whether or not funding leads to
hi gher output growh than PAYG Funding has no bearing on policies (3) -
(7).% Any effect nmust be through the first two policies. The pro-funding

argument has three |inks: (a) if a large generation of workers contributes
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to a funded schene, aggregate savings wll increase; (b) the increase in
saving wll lead to an increase in investnent; (c) the increased
investnent will lead to an increase in output.

So far as (a) is concerned, Aaron's (1982) survey argues that

conclusive enpirical evidence is wunlikely, a topic discussed in the next

section. On (b), increased saving does not necessarily Jlead to nore
i nvest nent; pensi on savings could instead be used to buy old nasters. On
the third 1link, the objective is to channel resources into their nost
productive investnment use. But it cannot just be assuned that pension
managers make nore efficient choices than other agents. Nor do state
funded schemes necessarily fare better. Experience in Sweden and Japan

(where the state earnings-related pensions are funded) suggests that such
schenes 'offer power f ul evidence that this option my only invite
squandering capital funds in wasteful, lowyield investnents [which] should
give pause to anyone proposing simlar accunulations elsewhere' (Jean-
Jacques Rosa 1982, p. 212).

The choice between PAYG state pensions and conpulsory nenbership of
private schenes backed by indexed governnent bonds thus depends on the
answers to two sets of questions. First, there are efficiency issues of
the need for state PAYG activity to assist wth indexation, and of the
contrib-ution if any of funding to economc growh. Second, is the
i deol ogi cal question of the weight attached to redistributive and socia
solidarity objectives. Note that redistribution is not an inherent part of
PAYG If PAYG can nore easily cope with inflation and denographic change
but re-distribution is not on the agenda, it is possible to have a state-
organi sed PAYG schene with benefits strictly proportional to individua

contributions.

The resulting institutions follow the forms already discussed. *

The quasi-actuarial approach: prior to 1975 the UK flat-rate pension

was financed largely out of flat-rate contributions, wth only Ilinmted
redi stributive consequences.

Earnings-rel ated soci al insurance contributions can finance benefits

which are partly or wholly earnings-related (this is the npbst common nodel)

or, with stronger redistributive effects, can finance benefits which are
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flat-rate or based on criteria like the nunmber of contribution years: an
example of the latter is the Netherlands, where benefits depend on the
nunber of contribution years but not on past earnings.

"Universal' pensions were introduced in New Zealand in 1938;% Sweden

introduced a similar scheme in 1946 (an earnings-related pension was added
in 1959). In both countries the pension is financed in part by an
earmarked tax, paynent of which is not a condition of eligibility. Canada

introduced a non-neans-tested state pension in 1951 (an earnings-related

pension was added in 1965), financed in recent years out of general
taxation.

Soci al assi stance: all countries have sone sort of neans-tested old
age assistance for those whose social insurance entitlenent |eaves them
below a specified |evel. Australia is wunusual, in that the award of its

state pension is dependent only on an income test.

In wvirtually all countries enployer pension schemes (often referred
to as occupational schemes) coexist wth the state schene. Al state
schenes, apart from the Swedish and Japanese earnings-related systens, are
PAYG. % One explanation is the tyranny of the ballot box, whereby |ower-
income individuals (the majority) inpose redistributive pension reginmes on
the better-off. PAYG pensions, on this view, are the malign result of

governnent attenpts to avoid the discipline of funding.

Earlier argunents offer an alternative explanation: if inflation is
uninsurable, and/or if funding mnmakes little contribution to output growth,
PAYG pensions have an efficiency role, and can, if desired, be constructed
with mninal redi stribution. In addition, PAYG enables the award of

pensions nore quickly than the 40 years typical of funded schenes (would
it really have been advantageous if pensions wunder the 1935 US Soci al
Security Act or the 1946 UK National Insurance Act had not been fully in
place wuntil 1975 and 1986, respectively?). PAYG from this perspective,
is an exanpl e of 'governnent success'.

VWhere redistribution is an additional aim it is possible to argue
(Aaron 1982) that there is no evidence that funding nakes a major
efficiency contribution, whereas PAYG makes it possible to redistribute
towards the pensioner generation. From such a viewpoint, PAYG has no (or

little) efficiency cost and major equity gains.
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C. Incentive |Issues

The literature on the incentive effects of cash benefits is vast and
controversial . Di scussion here is very selective.? Two sets of issues
relate directly to previous sections: the effect of benefits on |abour
supply (which ties in wth earlier discussion of noral hazard); and the

effect of PAYG pensions on the rate of saving and capital accumulation. The
literature relates nostly to the US and UK But worries about incentives
are broader. In the Netherl ands,

‘[t]he determined efforts of the authorities to |ower social security

benefits are necessary both to reduce public expenditure and inprove

t he flexibility of t he | abour mar ket and t he prospects f or
investnent....' (OECD 1984, p. 49).
Labour supply. The |abour supply effects of unenploynment conpensation were
di scussed in section (A). The consensus, to the extent that it exists, is

that the replacement rate affects the |abour-supply of the unenployed |Iess
t han other aspects of the benefit structure.

Pensi ons also cause controversy. If workers discount future benefits
entirely, contributions are equivalent to an inconme tax; but where future
benefits are perceived as actuarial, contributions are not a tax but sinply
the price of insurance which, like any other price, has few distortionary
ef fects. The inpact of future benefits is harder to analyse. They are
payable only in certain contingencies, can be changed by legislation, and
depend on such factors as marital status; nor, generally, is it possible
to borrow against future benefits, which mnust therefore be weighted by the
probability that each type of benefit wll be received at sone future date.
The weighted benefits must then be discounted using the narket rate of
interest or, for individuals whose borrowing is constrained, at a personal
rate of time preference.

Studies conflict about whether pensions reduce |abour supply (Peter
Di anond and Jerry Hausman 1984) or not (Burtless and Mffitt 1984). Up to
a point the conflicting results can be explained by differences in nodel
specification, different treatment of ©benefits and taxes, and different
choi ces of sanple. The issue is not only unresolved, but nay renmain so:

Gary Fields and divia Mtchell (1982), using the sanme data in four
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pl ausi ble ways, found that the US social security scheme induced workers

toretire earlier, or later, or had no effect.

Though pensions may not affect overall |abour supply, enployer pension
schemes can affect i ndi vi dual deci si ons: pension design nmay reduce
shirking (Lazear 1986Db); vesting rules (which specify the |Ilength of

service before a worker gains title to any pension benefits) reduce | abour
turnover (David Wse 1986); and benefit provisions can encourage ol der
workers to retire early (Janmes Stock and Wse 1988).

Mffitt's (forthcoming) survey of incone tested benefits concludes
that though the major US welfare benefits reduce |abour supply, the effect
is not strong enough to explain the long-term increase in the nunber of
recipients. Recent policy developments (see Gamich 1989) seek to reduce
the effects of nmoral hazard either through countervailing incentives or by
policing individual behaviour. The categorical approach seeks to minimse
distortions by paying nore generous benefits to groups (e.g. pensioners)
with less elastic |abour supplies.® The tax inmplicit in benefit w thdrawal
could be replaced by wage subsidies. I ncone support can be conditioned on
work or job training, as in the Swedish active |abour market policy (Robert
Fl anagan 1987). Child support from absent fathers can be pursued nore

vi gorousl y. ¥

Capital formation. The literature on whether PAYG pensions reduce the rate
of capital accunulation is concerned mainly with state schemes (though see
Gordon (1988) on enployer pensions). It is often regarded as self-evident
that saving and output growh wll be higher with funding than under PAYG
But the assertion requires at |east three qualifications. First, it is
only while a fund is building up that saving nmight be higher; in steady
state, saving by workers is matched by dissaving by pensioners.

Second, opinion is divided as to whether funding increases saving even
during the build-up phase. The debate is both theoretical and enpirical
and, ultimately, concerns the broader determinants of saving (Kotlikoff
1989b) and the effect on pension savings of its tax-preferred status
(Al'icia Munnell 1982). Aaron's conclusion (1982, p. 28) is that

a person determined to find a respected theoretical argunent to

support a preconception wll find one, and that a person wthout
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preconceptions wll find a bewildering diversity of answers in

economic theory about whether social security [i.e. pensions] is nore

likely to raise or to | ower consunption or |abor supply.

"To get by this theoretical inpasse, one turns with hope to the
enmpirical research .... As wll become clear, npbst of these hopes
remain unful filled' .

Subsequent work (Alan Auerbach et al. 1989; Auer bach and Kotlikoff 1990)
uses a 75-period life-cycle general equi librium nodel to simulate the
effects of denographic change under different pension regines. The results
highlight the key role of expectations and their inpact on retirenment
behavi our . Since the formation of expectations is unmeasurable, the issue
remai ns unresol ved.

The third qualification (as Kotlikoff points out in the context of
health insurance) 1is that any costs may be offset by benefits: '[T]he
wel fare-inmproving provision of insurance by the government (in cases where
private insurance is wunavailable) my have deleterious savings inplications

that need to be offset by additional governnent policies’ (1989a, p 189).

There are two overarching conclusions about pensi ons: private
institutions cannot protect pensions against inflation; and the evidence
that funding will lead to a greater increase in output than PAYG (and its

anal ogue, that PAYG state schenes reduce output growth) is inconclusive.

D. Distributional Effects

The stress on the welfare state's efficiency role in no way detracts

from its di stributional obj ecti ves, in particul ar i nconme support
(especially poverty relief), and the reduction of inequality. These goal s
were discussed in section I1; many are controversial and sonme are nmutually
excl usi ve. For reasons  of space, this section, agai n, is highly
sel ective. Di scussion of poverty focuses mainly on the nunber of poor

people, since the extent of their poverty and its duration are |ess studied

(but see Sneeding, Mchael O Higgins and Lee Rainwater 1990, Ch. 3).

The met hodol ogi cal pr obl ens of measuri ng redi stributive effects
require little repetition (Le Gand 1987b). The form dable data problens
were discussed in | (O: poverty and inequality are hard to define and

measure, not |least as regards the choice of income wunit and time scale;
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there is the intractable problem of the counterfactual (i.e. of what the
income distribution would be in the absence of any cash transfers); and
the incidence of benefits raise further difficulties. The enphasis on
technical problems should not be taken as a cry of despair, nerely as an

indication that enpirical results should be interpreted with caution.

Poverty relief and the reduction of inequality. Statenents which transcend
individual countries face further problens: poverty lines differ; so do
definitions of noney income and of incone units; and conparisons of noney
inconme take no account of the differing significance of benefits in Kkind.
In addition, the fact that country A has |ess neasured poverty than country
B could be due to A's nobre generous benefits or to differences in the |evel
and distribution of pre-transfer incone.

Gven the difficulties it is not surprising that there have been few
systematic cross-country  studies. Recent |y, however, data from the
Luxenmbourg |Incone Study (LIS) have becone avail able. The LIS database
covers the countries in Table 5, plus Israel and Norway, wth other
countries being added all the tine. Mcrodata have the two overriding
advantages of conparability and conpleteness: it is possible to choose
income units, income definitions and equivalence scales, facilitating
systenmatic conparison; and the data include income from all sources,
including private pensions and savings. The disadvantage is that such data
are available only with a | ag.

Table 5 shows poverty rates, i.e. the percent of individuals in
famlies with incone below 50 per cent of median incone in each country.
The broad conclusion from colum (2) is that the incidence of post-transfer
poverty was much the highest in the USA and was also relatively high in
Australia* and Canada; income poverty was least in Sweden and Gernany.
These figures can be conpared with pre-transfer poverty. Colum (3) shows
that the Swedish system renoves from poverty over 80 per cent of the pre-
transfer poor; the conparable figure for the USA is 22.6 per cent.

[ TABLE 5 ABOUT HERE]

Smeedi ng, O Higgins and Rainwater (1990, Table 3.5) disaggregate the

figures in Table b5: pre-transfer poverty is generally highest anbngst the

elderly and single-parent fanilies. The Swedish pension system is spec-
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tacularly successful in pulling alnost all elderly people out of poverty.
In the USA 20 per cent of elderly people and half of all individuals in
single-parent famlies remained poor after all transfers, in part because
there is no automatic relation between the poverty line (which is federal)
and benefits levels (which are usually set by states). No country deals
very successfully with single-parent famlies.

Poverty has also been extensively studied in individual countries,
particularly the USA (Haveman 1987; Levy 1988; |Isabel Sawhill 1988), the
UK (WIlfred Beckerman 1979; Barr and Fiona Coulter 1990), and various COECD
countries (Atkinson 1991).

There are two regularities. State pensions have a nmjor inpact.

According to Gordon (1988, p. 189) a universal flat-rate pension topped up

by an earnings-related supplenent has two mmjor advantages: it reduces
poverty anong the elderly, as in Sweden; and because its receipt is
i ndependent of an income test it does not discourage savings. She al so

stresses the inportance of social assistance to protect those who fall
through the net of the social i nsurance pension system A second
regularity is the conposition of the poor, who are disproportionately
people who are elderly, unenployed or wth health problens, or in single-
parent fam lies, large famlies and nonwhite racial mnorities.

Colum (1) of Table 6, based on LIS data, shows the Gni coefficient
for different countries: the greatest equality is in Sweden and Gernany,
the greatest inequality in Australia and the USA # Different assunptions
and different inequality nmneasures sonetimes give different results, but one
result was invariant: Sweden had the nmpst equal post-tax-and-transfer
distribution, and the USA the |east equal. That result owes npre to the
redistributive nature of the Swedish tax/transfer system than to the
distribution of pre-transfer earnings: cols (3) and (4) show the share in
total factor incone of the l|lowest quintile before and after all taxes and
transfers. In Sweden and GCermany the | owest quintile receives net
transfers equal to some 10 per cent of CDP.

[ TABLE 6 ABOUT HERE]

Factors contributing to redistribution. Three sets of factors influence

the results in Tables 5 and 6: the formula for contributions and benefits;
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ot her influences on contributions and benefits; and the size of t he
progranmes. So far as formulae are concerned, benefits in ascending order

of redistributive power <can be (1) related (partly or fully) to past

earnings, (2) flat rate, or (3) inconme tested; contributions can be (A
regressive, (B) proportional, or (O progressive. There is gener al
agr eenment (Joseph  Pechman 1989, p. 23) that benefits have a larger
redistributive effect than taxes. Table 7 categorises programes very

roughly in these ternms. The nost redistributive systems conprise incone-
tested benefits financed out of progressive contributions, (3, O, an
example being Australia; the next nost redistributive are flat-rate
benefits financed out of general taxation (2, C, such as the flat-rate
pension in Canada, New Zealand and Sweden. The least redistributive are
earnings-rel ated benefits financed out of regressive or proportional social
insurance contributions (1, A/B), such as unenploynent benefit in the USA
[ TABLE 7 ABOUT HERE]
The redistributive effect of a given formula is influenced by related

factors. Better-off people tend to stay in education |longer (thus paying

contributions for fewer years) or may live longer (thus collecting pension
for | onger). Wrking in the opposite direction, the incidence of
unenmpl oynent is generally higher anmong the |ower-paid. It also necessary
to take account of the extent to which people receive all the benefit to
which they are entitled (discussed shortly). A third influence, size, is
often overl ooked: a programme with a highly redistributive formula has

little redistributive effect if expenditure is small.

The three sets of factors illunmnate earlier results. Australia's
system has a redistributive formula, and is generous in that benefits do
not depend on a contributions record: however, the inpact on poverty and
inequality 1is limted because benefit Ilevels are Ilow by international
standards, nmking Australia a |ow spender (Table 1), a fact only partially
of fset by substantial private pension provision (Saunders, Hobbes and Stott
1989). The USA is a parsinonious spender with a fornmula which is not very
redi stributive, so that it is not surprising that the USA, whi chever
definition of incone or inequality neasure is used, always energes as the
most  unequal country of those discussed here. In contrast, Sweden has a

redistributive fornula and high spending and, partly in consequence, has
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the | east inequality.

Factors limting redistribution. Attenpts to increase redistribution by
raising the poverty line face tw fundanental constraints: the size

distrib-ution of pre-transfer income and the wage elasticity of |abour

suppl y. If the distribution of pre-transfer income has a dense lower tail
poverty relief is expensive. The relationship between the poverty standard
and cost is non-linear: raising the poverty line by ten per cent increases

benefit for existing recipients and increases the nunbers eligible, thus
raising costs by nobre than ten per cent. Matters are aggravated by the
deadwei ght costs of the taxation which finances benefits, which is a
greater problem where |abour supply is highly elastic with respect to the
post -tax wage.

Exi sting schenes of poverty relief might not be fully effective for
three reasons. Benefits mght be less than 100 per cent of the poverty
line (as in the USA). There might be inconplete cover for sone groups:
once entitlement to US unenploynent insurance is exhausted, there is little
benefit for non-aged, able-bodied adults wthout children; and incone
support for the working poor is linmted in nmost countries.

The third problem is take-up, which 1is inconplete either, on the
demand side, because people do not apply for benefit or, on the supply
side, because they apply for benefit and are wongly refused. Peopl e may

not apply for benefit, first, because they nmay not be aware of their

entitlenent. Second, there may be transactions costs such as queuing and
conpleting forms (which is one explanation why, «cet. par., take-up is
| omwest when benefit entitlement is small). Third is the influence of
stigma, surveyed by Atkinson (1987c). Empirical studies, almpst all in a

US context, are inconclusive, not |east because of serious statistical
problens in separating the effects of ignorance and stignma, both of which
are hard to neasure (Jennifer Warlick 1982; Mffitt 1983).

People who do apply for benefit may be wongly refused. Benefit
officers may interpret regulations strictly or my be unaware of certain
entitlements; the problem is conpounded when eligibility criteria are not
easily measured, e.g. the difficulty in establishing the facts of

cohabi tati on. There may be discrimnation, either in the rules (e.g. the
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mandatory retirement age for wonen is five years younger than for nmen in
Australia and the UK, and three years younger in Japan), or in their
inmplementation (Barr and Robert Hall (1975) found evidence of some racial

discrimnation in awarding US wel fare benefits in the |late 1960s).

It is hard to separate these factors; nor is it easy to estinmate
their combined effect.® Two regularities are that take-up is lower for
income-tested benefits than for those awarded on non-incone criteria; and

take-up is higher for larger benefit entitlenent.

One proposed solution to these problens is a negative inconme tax which

pays everyone a guaranteed incone equal to the poverty line, recouped
through the tax system from those who do not need it. Agai n, however, the
fundamental constraints on redistribution apply: the heavy lower tail of

the pre-transfer income distribution necessitates high tax rates to pay for
the benefit; and such tax rates are unsustainable given the wage
elasticity of |labour supply.* For these reasons, no negative inconme tax

has been introduced on anything other than a small scale.

VI . ASSESSMENT 2: MEDI CAL CARE

A. Overview

Consuner information. Patients face wuncertainty about whether their doctor
will choose appropriate treatnment, and about the quality wth which that
treatnent wll be admnistered. Doctors face wuncertainty because of the
stochastic conponent in medi cal out cones, whi ch is exacer bat ed by
nmeasurenent  probl ens. In addition, nost medical expenditure concerns a
relatively small nunber of fairly ill individuals. A key question (which

is ultimtely an enpirical matter) is the extent to which consuners can
choose rationally (111 (B), especially point 8a). | mperfect consuner
information, the high cost of inmproving it and the potential high cost of
nm staken choice together give a justification for regulation of quality
very different from the argunent (see I|Il (C) that its main purpose is as

an entry barrier to boost doctors' incones.?

Ignorance is not necessarily inefficient. Information may be costly,
and its acquisition inefficient if the resulting gain is snall. Sone
degree of ignorance may be optinal. This is not an attack on consunerism

in nedical care (many wonmen have strong and well-informed views about their
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preferred child-birth reginme), nerely a caution against wuncritical reliance

on the ability of individual purchasers to make nedi cal choices.

I nsurance issues. Health care also faces many of the insurance problens
di scussed earlier. As a result, nmedical insurance cannot cover all health
risks for all individuals; gaps in coverage and inappropriate incentive

structures nmake undue reliance on conpetitive markets problenatic.

(1) Adverse selection can cause equilibrium to be inefficient,
unstable or non-existent. Akerl of (1970) applied the argument to nedical
insurance for the elderly.*® There is discussion about the magnitude of the
probl em Pauly (1986) attributes the lack of quantitative evidence to the
difficulty of defining a strong test. There is, however, evidence about the
instability of pooling equilibria in the face of conpetitive pressures
Blue Cross/Blue Shield, the main US non-profit i nsurer, originally
practised comunity rating (charging everyone in a locality the sane
premun), but was forced by conpetitive pressures from commercial insurers
to adopt experience rating (related to the risk experience of individua
subscribers). As discussed in IIl (B), a partial solution is to make
nenbership (e.g. of an enployer schene) conpulsory to prevent low risks
opting out . Conpul sory menber ship of nati onal / provi nci al systens in
Australi a, Canada, Ger many, Japan and the Netherl ands, has a simlar
effect.?

(2) Mor al hazard ari ses, first, because individuals with ful
insurance might take fewer health precautions; this is the problem (10b
in section Ill (B)) addressed by Pauly (1974, 1986). Second, conventiona
i nsurance (i.e. retrospective rei mbur sement of fee-for-service cost s)
creates third-party incentives to overconsunption (case 10d), in that the
private incentives facing doctor and patient are to act as though nedical
care were free. Third, medical care connected with acts of choice, such
as visits to fanmly doctors and elective procedures, are not well covered
by voluntary policies (case 10c).

There is no nmarket solution to the last problem some risks are
uninsurable in private markets, at |least for voluntary individual policies.
I nsurance conpani es have adopted various devices to contain benefits in the

face of the first two problens. Pauly (1986) distinguishes tw broad
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strategies. Insurers can limt coverage: premuns can rise disproportion-
ately with the degree of cover sought; and there can be less-than-full
cover through deductibles (where the insured person pays the first $X of
any claim and coinsurance (where the insured person pays x per cent of any
claim. Such devices reduce the demand for treatnment. Al ternatively,
insurers can seek to influence the supply side by restricting treatnent to
certain providers, who then face conpetitive pressures to retain the

i nsurance conpany's approved status.

There is no conplete solution to noral hazard for two reasons: as
di scussed in II1l (B), the root problem is the inmperfect information of
insurers about the behaviour of the insured (hence the |Ilink wth the
principal -agent literature);“® in addition, 'health' is hard both to define
and nmeasure, hanmpering contractual specification of individual loss as
measured by the severity of illness.

(3) Probabilities close to wunity arise for pre-existing and congen-
ital health problenms, which are therefore wuninsurable. Unl ess i nsurance

starts before birth, voluntary policies fail to cover such cases.

The theory thus predicts that conventional nedical insurance wll face
two sets of problens: gaps in coverage arise for risks like chronic and
congenital illness, the medical needs of the elderly, and primary health
care; and inefficiency occurs in vari ous forms, particularly

overprescription of nedical care as a result of third-party incentives.
Though measur ement pr obl ens (di scussed shortly) hanper enpi ri cal
i nvestigation, the USA, whose health-care system cones closest to the

private-market nodel, displays all the problens predicted by the theory.

Hgh and rising costs: as shown in Table 3, the USA spends the
largest fraction of GDP on health care of any country; and an unexpl ai ned
residual remains even after accounting for high per capita real income and

t he age-structure of the popul ation.

Gaps in coverage: despite its reliance on the private sector, and
ignoring all tax expenditures, 42 per cent of US nedical spending in 1987
was direct governnent expenditure, mnmpst of it in precisely those areas
where the theory predicts private insurance would have gaps: Medi care (for
the elderly), Medicaid (for the poor), veterans benefits (in part for

chronic health problens), and maternity and child wel fare.
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Unequal access: in the late 1980s up to 35 million people, sone 17.5
per cent of the population under 65 years old, |acked adequate insurance,
of whom many had no cover at all (Karen Davis 1989). In addition, the

quality of care is far fromuniform
' Somewhere in America mght be found the world s best nedical care.
But the nerits of that claim might not be apparent to the famlies of
hundreds of Californians who have died of inappropriate or equivocal
open-heart operations..., especially if their wdows are being hounded
for payment because their deceased husbands did not have insurance
(Al'ain Enthoven 1989a, p. 49).

This section concentrates on these three problenms and attenpted solutions

(sections B, C and D, respectively) and the reform agenda (section E). For

reasons of space nmany inportant topics are onmitted, including public

health, safety at work and the role of preventive care.

The resulting institutions.* Both theory and the performance of systens
in practice overwhelmngly support the view that a hypothetical pure
private market for nedical care and nedical insurance would be highly
inefficient and also inequitable. That view is hardly controversial; what
is less clear is the specification of the | east bad alternative.

The problem is conpounded by data problens. It is hard to measure the
quality of health care (OECD 1987, pp. 33-5). Mreover, health care is only
an input, and the output, i mproved health, also faces problems of
definition and neasurenment: there is no conpletely satisfactory definition
of 'good health' (but see Anthony Culyer 1983); and health care is only one
factor in the producti on of good heal t h, ot hers bei ng nutrition,
environment and |lifestyle. Thus it is hard both to nmeasure outcones and
the causal contribution made by health care to their achi evenent.

Cost containment is not, er se, a sensible objective; it has becomne
one only because a_priori arguments supported by enpirical evidence suggest
that the incentive structure of many health-care systens creates an upward
bias in expenditure. In practice major performance indicators for health-
care systems are their ability to contain costs and to give broad-ranging
access to nedical care. O her indicators, such as patient satisfaction and

consuner choice are al so discussed briefly.
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Systens of nedical care are nore divergent than cash benefits. Though
in reality they merge into each other like the colours of the rainbow a
sinmpl e categorisation is hel pful.

The quasi-actuari al approach is characterised by enployer-based or

i ndi vi dual purchase of private insurance and by private ownership of
medi cal factors of production. The closest approximation is the USA

Earnings-related social insurance contributions are characterised by

conpul sory coverage financed by earnings-related enployee contributions
and/or an enployer payroll tax, perhaps supplenmented by tax funding. Such
regimes are compatible wth relatively less regulated systens (Japan) or
nore constrained regines (Canada, Germany); and they can enbrace a |larger
role for the private sector (Canada) or a smaller (Germany).>

"Universal' nedical care is characterised by tax funding and public

ownership and/or control of the factors of production. Exanpl es are New
Zeal and, the UK and Sweden.

Soci al assi stance: npbst countries inpose cost-sharing at |least on

pharmaceuti cal s, though all waive charges for the poor.

B. Incentives and Cost Contai nment

The problem of rapidly rising expenditure, as shown in Table 3, affected
virtually all health-care systenms, particularly in the decade or so after
the first oil shock (Gordon MlLachlan and Alan Maynard 1982). The USA has
the nost expensive system and the disparity s grow ng. Though key
variables cannot be neasured, sone conclusions are possible about the
reasons for the level and rate of change of US spending. The expl anation
in the next paragraph is brief but instructive (see Wisbrod, forthcom ng,
for fuller discussion), and serves as a benchmark for |ater discussion.

A key cause is higher real income, coupled with technol ogical advance,

excess nedical inflation and denographic factors. Oher explanations are
less benign. First, is the system of third-party paynments and substanti al
fee-for-service provi si on, rei nforced by strong | obbyi ng and weak
regul ati on. Second is the open-ended tax concession for private nedical

insurance (Enthoven 1985a; Pauly 1986), which creates distortions and is
wi del 'y regar ded as i nequitabl e (the concessi on exceeds f eder al

contributions to Medicaid for the poor, yet 80 per cent of it goes to
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better-off households). Though quantitative evidence is scant, the |egal
environment and its inpact on malpractice also adds to «costs. Finally,
adm nistrative costs absorb sone 22 per <cent of US health expenditure

(David Himelstein and Steffie Wolhandler 1986), |argely because hospital

and physician charges nust be attributed to individual patients. | f
adm ni strative spending were the same as in countries wth social
i nsurance, the savings in 1987 would have been around $50 billion.

Spending can be reduced in tw broad ways: providers can be given
incentives to economse; or expenditure can be explicitly requlated. An
inmportant distinction is whether public nedical spending is open-ended
(Japan, the USA) or closed-ended (Canada, GCernany). Open-ended systens,

by and | arge, must rely on incentive-based cost contai nnent.

Cost containnment through incentives: prospective paynent. The basic idea
is sinple. Open-ended, retrospective reinbursement, |ike any cost-plus
contract, inposes the entire risk on the payer, giving suppliers no
incentive to econom se. In a prospective paynment system (e.g. $X for

dealing with a fractured fenur) reinbursenent is ex ante, inposing the risk
on the supplier. Hospital reinbursenent under such a system takes the form
of prepaid capitation per inpatient case. It is well, at the outset, not
to be over-optinistic: prospective paynents are, in effect, a form of
price control; but expenditure depends on price and quantity, so that
price fixing per _se is no guarantee of controlled expenditure.

Prospective budgets for hospitals are w despread in Europe. In the

Net herl ands since 1984 each hospital has received a prospective global
budget which it can spend as it wishes; the result has been to reduce
nmedi cal spending as a fraction of GDP from its 1982 peak. In Australia,
New Zeal and, Sweden, and the UK, sinilarly, each public hospital has, in
ef fect, an annual prospective budget.

Di agnosis-related groups (DRGs) are a nore refined form of prospect-

ive payment used by US Medicare since 1985. Hospital inpatient cases are
classified into over 470 types (Robert Fetter at al. 1980) and hospitals
are paid a fixed prospective price per case, depending primarily on its
DRG. DRGs are also used in the US private sector for conmparing costs in

different hospitals; and in Australia, some areas are proposing to use DRG
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data to adjust hospital budgets at the margin. DRGs, however, are no
panacea. Like any classification system costs vary wthin each category,
giving hospitals an incentive to select cheaper cases of each type.
Pressures have therefore grown for nore refined DRGs. That, however, gives
incentives to 'DRG creep', where hospitals classify as 'severe' as nany
cases as possible (Louise Russell 1989).

Health Mintenance O ganisations (HMXs) are another form of pros-

pective payment. Individuals pay an annual sum to a 'firm of doctors (the
HMO), in return for which the doctors provide nedical care and/or buy in
speci alist care. The HMOs incone is the contributions of its nenbers,
which is a prospective payment to cover all their nedical-care costs.®

There is nothing new about the idea. Early European health insurance had
all the characteristics of HMOs, and by the md 1930s covered between a
third and half the population in some countries (Brian Abel Snmith 1988).
This type of organisation has grown rapidly in the USA from 5.7 mllion
menbers in 1975 to 19 nillion in 1985. There has been interest in HM3s in

ot her countries, notably the Netherl ands.

Uncontrolled third-party paynents drive up costs. The costs of ny
profligate consunption fall mainly on other people's premuns: the third-
party payment problem is thus a type of externality. One way of dealing
with an externality is to internalise it, in this case by nmerging the

activities of doctor and insurer (cf Meade's (1952) apple grower and bee
keeper), thereby forcing doctors to face the cost of the treatnent they
prescribe. An HMO does exactly that.

Evidence (WIllard Manning et al. 1984, Harold Luft 1987) suggests
that HMOs reduce nedical costs by between 10 and 40 per cent conpared wth
fee-for-service nedicine, largely because of fewer hospital adm ssi ons,

though sone studies indicate that the reduction is a once-and-for-all

effect. The form of HMO may also influence nedical behavi our (Al an
Hi || man, Pauly and Joseph Kerstein 1989). Not wi t hst andi ng  Ent hoven's
(1989a) enthusiasm it is well not to be too optinmstic. HM>s  may
aneliorate one insurance problem -- exploding costs; but they do nothing
to deal with the other -- uninsurable risks. Anecdot al evidence suggests
t hat, as with any prepayment system attenpts are made to restrict

menbership to the best risks, an effect which is beconming stronger as the
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US popul ati on ages. 2

O her incentive-based cost containnent. Three issues stand out: cost
sharing, privatisation, and conpetition.

Cost sharing, i.e. copaynents by patients, is intended to induce

efficiency by restraining the demand for nedical care; but copaynents
large enough to produce efficiency gains can conflict with equity
obj ecti ves. On the efficiency side, the key question is whether cost
sharing (a) noderates nedical spending and/or (b) has deleterious nedical
effects. The largest systematic study, by the RAND Corporation, (Joseph
Newhouse et al. 1981; Robert Brook et al. 1983), concluded that cost
sharing reduced sone types of nmedical spending, but wth wvirtually no

adverse effects on outcones.

Though all CECD countries require cost sharing for drugs, ot her
charges are wusually small. Most European countries nake a small charge for
hospi tal beds; in Australia, patients pay 15 per cent of standard fees for
ambul atory care (subject to a maximun). In countries |I|ike Japan, where

patients pay up to 30 per cent of costs, there are fairly low limts on
total out-of-pocket expenses. In Canada extra billing (i.e. <charges in
excess of statutory copaynents) is illegal for publicly-funded treatnent.
The minor role of copaynents in Europe is shown in Table 8.

Cost sharing can also take place between levels of government. Bot h
Australia and Canada have replaced open-ended federal transfers to |ower
levels  of gover nnment by block grants, thus facing lower levels of
governnent with the full cost of additional spending.

Privatisation: studies of hospital costs do not support the prop-
osition that public provision is X-inefficient conpared with the private
sector. Greg Stoddart and Roberta Labelle (1985) reviewed the Canadian
systemp Uf Gerdtham et al. (1988) |ooked at pooled OECD data. Private

ownership per se does not appear to be cost-reducing. This should not be
surpri sing. Large enterprises raise conplex managenent problens which are

broadly i ndependent of the sector in which they are |ocated."®
Conpetition: increasingly, insurers (whether private or public) are
restricting patients' choi ce of nedi cal est abl i shnent, and inviting

institutions to t ender conpetitively to be a Preferred Provi der
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O ganisation (PPO. Thi s, it is argued, exerts conpetitive downward
pressure on price. The PPO approach is increasingly used in the USA and

(see section E) the Netherlands has recently wused the idea in reform
proposal s. Again, this is a resurrection of an old idea, sonething very
simlar having existed in the UKin the early twentieth century.

Not |east because of nmeasurement problens, it is hard to test the
proposition that conpetition exerts downward pressure on costs. Most
countries have private and public hospitals conpeting against each other,

but with no obvious relation between conpetition and the Ilevel of nedical

spending. Competition has not prevented the US cost explosion; on the
ot her hand, a high-spending country Ilike Sweden has little redical
conpetition. For these and other reasons, doubts are expressed (Victor
Fuchs 1988; Wei sbrod, 1983) about wuncritical adherence to conpetition in
the US context. However, regulated conpetition along Dutch or German |ines
may have ot her advant ages, particularly i ncreased responsi veness to

patients, a topic discussed in section E

Regul ati on. The logic is sinple. Expenditure = price x quantity.
Successful cost containnent nmust (a) control total spending directly, or
(b) control price and quantity, or (c) use price control to reinforce an
overall spending constraint. There are successful practical exanples of
(a) and (c). Control of nedical fees (i.e. price control) wth open-ended
budgets only partially contains costs because of the incentive for doctors
to increase output to conmpensate for lost income, as shown by US and
earlier Canadian experience (Robert Evans, Jonathan Lonas, Morris Barer et
al 1989). Direct expenditure control takes the form of a global budget
constraint. In countries with publicly-produced nedical care (Sweden, the
UK and, for hospital care, New Zealand) there is a closed-ended annual
appropri ation. Canada, Germany, the Netherlands and Switzerland have fee
for service at least for anbulatory care, but budgets are no |onger open
ended.

The Canadian strategy of tax-funded fee-for-service production |ooks
very simlar to US Medicare, yet it has escaped the worst of the Medicare
cost expl osion. * The reason, in sharpest contrast with the USA, is that

the Canadian system is closed-ended. Most nmedical care is tax funded at
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a provincial level, supported by federal block grants. Each hospital has
an annual global budget negotiated wth the provincial government. Phys-
icians' fees are negotiated between government and medical associations at
provincial |evel. Charges above these standard fees ('extra billing') have
been de facto forbidden since 1984 under federal |aw °® Total spending on
physicians is «controlled in tw ways: the six largest provinces have
introduced contracts which reduce fees when utilisation rates exceed a pre-
determined |evel; and Quebec specifies personal income ceilings for
doctors and an overall spending Ilinmt on doctors' fees. Canada thus
conbi nes price control with expenditure control

The Australian system in principle, is simlar. Most nedical care
is fee-for-service, funded through taxation and social i nsur ance. There
is price control and tight control of hospital expenditure (as in Canada),
but not the same tight control of doctors' incones.

European countries, too, have developed systems of expenditure contro
over the 1980s (Abel Smith 1984, 1985). Germany used to have nmany of the
features of the US system notably about 1200 private, statutory sick funds
from which fee-for-service providers received retrospective third-party
rei mbursenent. Largely as a result, nedical spending rose from 6.4 per cent
of CGDP in 1970 to 9.4 per cent in 1975 (Figure 2). There were two
responses. First, governnent inposed a de facto ceiling on the payroll tax
from which the sick funds derive their revenue, reinforced by voluntary
target incones for hospitals. Second, since the md 1980s, hospitals have
received a prospective, hospital-specific per diem negotiated between the
hospital and the regional association of sick funds wunder supervision of
t he regi onal governnent.*

Ambul atory health care in Germany is also regulated. Physicians are
paid a fee for service, subject (a) to a schedule of agreed fees, and (b)
to a global budget constraint for all physicians in a region. The fee
schedul e conprises a tariff of 'points' (determined at federal level) for
each of about 2500 items, and a price per point determned at regiona
level, with retrospective reduction if the regional budget is exceeded

The sick funds are subject to central regulation and act, in effect,
as agents of the state. The system is therefore best thought of as

decentralised social insurance. The degree of regulation exceeds what is
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possible in the US system which is why Gernmany is able to conbine cost
containment with decentralised funding (Ham Robi nson and Benzeval 1990;
Mat hi as Schul enburg 1990) .

The Netherlands has a system of 45 regulated statutory sick funds

covering nost people; the remainder (the higher income groups) take out
private insurance with risk-related prem uns. Since 1984 each hospital has
had a global budget constraint for total incone from social and private
i nsurance; income in excess of the limt is repaid at the end of the year
pro rata to the various insurers. There is also an incone ceiling for sone
types of doctor. As in GCermany, the result has been to contain costs as

a broadly constant fraction of GDP over the 1980s.

Japan |looks like an outlier: it conbines fee for service with little
regul ation, yet appears to be a |ow spending country. This conclusion is
a statistical artefact: medi cal spending is a low proportion of GCDP partly
because of the rapid growh of CDP; and official data |eave out much

private spending (Powell and Anesaki 1989, pp. 119 and 228).
In addition to these types of regulation, nmpst OECD countries restrict
medi cal school enrolments,® and there is increasing control over hospital

buil di ng and the overall nunber of hospital beds.

Concl usi on. Canada, it is argued, mmnages to contain costs because funding
is centrally determined ('sole-source' fundi ng), giving an elenent of
nonopsony  power . Ger many, however, shows that decentralised funding is

conpatible wth expenditure <control provided that there are agreed and

enf or ced budget limts (in Ger many t hr ough bi | at eral nmonopol i stic
negotiation, subject to government approval, between the sick funds and
nmedi cal associations at regional |evel). The Kkey ingredient is not sole-

source funding, but a coherent funding regine with at |east reserve powers

for government. A second conclusion is that budget constraints of this
sort control physician incones not physi cian actions, | eaving doctors
largely autonompus in treating their patients, in contrast with the
"managed care' increasingly seen in the USA Thus clinical freedom renains

largely intact.

C. Covering Uninsurabl e Risks
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The theory in I1l (B) predicted that private insurance would fail to
cover inmportant rmedical risks. These problems <can at Ileast partly be
resolved by a pooling solution if that is sustainable. As discussed
earlier, comunity rating in the USA was driven out by conpetition. Though

European private insurers have not sought hitherto to inpose experience-
rated premiuns on a large scale, there are signs of change. Pressure for
reform in the Netherlands arose largely because conpetition made private

insurers nore selective (Ham Robinson and Benzeval 1990, p 38). Earlier

ar gunment suggests t hat conpetition, t hough desirabl e in (say) t he
autonobile industry, which experiences no substantial market failures, s
doubl e-edged in the context of nedical insurance. To illustrate, conpany
A (non-profit) is concerned that conpany B (a general insurance conpany
with little experience of nedical policies) wll undercut A and draw away

its clients by setting aside inadequate reserves for the ageing of its risk
pool . Ten years later, however, finding an older clientele less profitable
than expected, conpany B wthdraws from nmedical insurance: its clients try
to return to conpany A, but by then have ten years' accunulated pre-
exi sting conditions which conpany A is now unable to cover.

It is precisely this problem which is directly addressed by social

insurance, which enforces a pooling solution. Because |ow risks cannot opt

out, it is possible to break the link between premum and individual risk,
and thereby to cover all nedical risks. In countries like the Netherlands
and Cermany social solidarity is an explicit goal of social insurance.

Another way in which the USA is an an outlier is the conprehensiveness of
systens el sewhere. Even in countries like Switzerland wth significant
private insurance, potential coverage is close to 100 per cent for hospital
care (those not covered are mainly the better-off). Table 8 shows the
extent to which social insurance nmakes conpl ete coverage possible.

As discussed earlier, GCermany, Switzerland and Japan have a range of
heavi l y regul at ed f unds whi ch are best regar ded as st at e- mandat ed
decentralised social insurance. Australia's system of tax funding/social
insurance is controlled by central governnent; in Canada a simlar system
is organised at a provincial |evel.

In the Netherlands the Dekker reform proposals include a health

i nsurance package covering all major health risks for the entire population
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(Netherlands Mnistry of Welfare, Health and Cultural Affairs 1988; COECD
1989a, pp. 43-50; Wnand van de Ven 1989). Under the proposal insurers
must provide the basic package to any applicant (thus dealing wth
uni nsurabl e risks, high-risk «clients and adverse selection). Everyone
covered by the sane insurer pays the same premium for given coverage
irrespective of risk. The extent to which the proposals wll be
i mpl enented remai ns undeci ded.

Coverage is one aspect of conprehensiveness; another is the price of
medical care at the point of use. The second part of Table 8 shows the
relative insignificance of cost sharing in European systens.

[ TABLE 8 ABOUT HERE]

D. Inproving Access

Measuring access is hanpered by serious conceptual problens and
because normative judgenents are involved. Despite near-universal access
to largely free hospital care in OECD countries other than the USA
inequality remains in the distribution both of inputs and of neasurable

heal t h out cones.

The distribution of health care by inconme |evel remai ns unsettl ed
territory. Le Grand (1978) conpared the distribution of illness and public
nmedi cal spending across socioecononmic groups in the UK and concluded that
the top group received 40 per <cent nore public nedical expenditure per
person reporting illness than the bottom group. Oven O Donnell and Caro

Propper (1989), wusing 1985 nicrodata, dispute the Le Gand result and also
its nmethodology, concluding tentatively that the distribution of public
nedical care in the UK does not vary systematically with income. Robert Leu
and Rene Frey (1985) find that the joint incidence of nedical expenditure
and its finance in Switzerland is pro poor. A start has been nade on a
European Comunity project wusing mnmicrodata to conpare health-care systens
in ten countries, wth particular enphasis on distributional issues (Adam
Wagst af f, Eddy van Doosl aer and Pierella Paci 1989).

A separate question concerns the geographical distribution of nedical
care. An official study (UK Departrment of Health and Social Security 1976)

concl uded t hat UK heal t h-care resources wer e unequal |y distributed
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geographically, and devised a formula for per-capita regional funding based
on indicators of need, which substantially reduced the gap between the
best-and |east-funded region (N cholas Mys and Gwn Bevan 1987). New
Zeal and al so uses a popul at i on- based formula to al l ocat e hospi t al

resources. Jereny Hurst (1985, Ch. 7) found that variations in per capita
health spending were greater between US states in the late 1970s than

bet ween Canadi an provi nces and English regions.

The distribution of health is conventionally analysed by conmparing the
health experience (usually proxied by |ongevity) of di fferent soci al
cl asses (Dougl as Bl ack 1980) . Any attenpt to base i nternational
conparisons on this nethod, however, founders on differences in definitions
of social class. Le Gand avoids the need to put people into categories
by applying aggregate inequality nmeasures such as the Gni coefficient to
individual data on age-at-death. Having taken account of the age-structure

of different countries, Le Gand (1987c, Table 1) estimated nortality

inequality across all ages and classified countries into three groups: in
the nost-equal group were the Netherlands, Sweden and the UK in the
mddle group were Australia, Canada, GCermany, Japan and Switzerl and; in

the |east-equal group were New Zealand and the USA These rankings, by and
large, were the same for all inequality measures. Measuring nortality
inequality in terms of the Gni coefficient, the only country which is

consistently less equal than the USA i s Romani a.

E. The Reform Agenda
The problens are apparent; and the absence of any conplete solution
generates a continuing stream of reform proposals.®® The agenda falls

naturally into tw parts, each a pervasive thene throughout the paper:

information, and the ill-effects of its absence; and the role of
incentives.
I nformation. The need for better information is attested by a_priori

evidence of inefficiency. An COECD study found '[s]ignificant differences,
not only across but also wthin countries, in ... hospital stays and

surgical rates, which do not appear to be related to health outcomes’
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(1987, p. 13). Kim MPherson (1989, p. 17) notes that where the incidence
of procedures has a high wvariance, there is an association between high
frequency and fee-for-service delivery, especially in systems wth open-
ended funding. Hurst (1985, p. 190) concludes that the UK system is
efficient conpared with the USA and Canada: though it is cheaper, neasured
outconmes are broadly simlar. That does not imply the absence of
inefficiency in the UK (or any other centrally-organised) system (Aaron and
Wl liam Schwartz 1984; Enthoven 1985b).

Cost data: in many countries (Enthoven (1989a) cites the Netherl ands,
Sweden and the UK) it is not possible systematically to conpare costs
across hospitals. Nor is there nuch information about costs (as opposed
to charges) in the US private health care sector.

Quality of treatnent: in one US study, panels of doctors reviewed the

appropri ateness of treatnent across a large sample of cases and found an
alarm ng incidence of inappropriate or equivocal heart operations (Enthoven
1989a). Anot her aspect of quality concerns non-technical aspects of
medical care such as tine waiting for an appointnent and availability of
treatnent outside working hours. Here the problem is not collecting data,
but agreeing and policing service and access standards.

Qutcome data: a mssing element in public debate is any idea of the

marginal health outcome per increment in spending. Measuring outcones,
however, is difficult because 'health' is hard to define, inprovements in
health hard to value and causality problematic. One approach is through
a system of hospital discharge reports which include nedical outcones. I'n

the longer termthere should be |ongitudinal data on individuals.
In an anbitious project, Alan WIllianms (1985) attenpts to evaluate
outconmes in terns of the quality-adjusted life vyears (QALYs) added by

different treatments. The approach recognises that the outcone of nedical

care is not only the quantity of life added, but also its quality. Though
such nmeasurenent inevitably involves subjective judgenents (e.g. of how
much a restriction of mobility reduces the quality of life), t he
calculation of QALYs has the nmerit of incorporating subjective values
explicitly. The approach |ooks at the extra QALYs resulting from treatnent
and divides them by its cost. Sone treatments represent an inefficient use

of resources, e.g. the process is unpleasant and does not extend life by
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much. G hers are underused: hip replacements are cheap and, though not

prolonging life, inprove its quality enornously.

Incentives on the funding side, such as prospective paynment, have already

been discussed. On the delivery side, the incentive effects of conpetition
are a nmjor topic. The inefficiency of free markets for health care and
medi cal insurance has been a nmjor thene. But public nonopolies, though
excellent at containing costs, also have problens: while avoiding the

incentives to inefficiency of the free-nmarket nodel, they contain no direct
financi al incentives toward efficiency; they nmay be unresponsive to
consuner preferences, being guided nore by provider preferences; they may
be underfunded; they may |lack accountability.

A good trick would be to devise a system which reaps the general
efficiency gains of conpetition wthout opening the door to its specific
inefficiencies in the context of health care. Al reform proposals along
these lines have two key characteristics. First, the funding of nedical
care is separated from its provision (i.e. demand and supply are
separated), making it possible to break up the public-sector nonopoly, and
forcing suppliers to conpete. Second, the demand side is divided into two
st ages: a high-level purchaser, wusually the entity which pays for nedical
care, acts as the consunmers' agent by nonitoring quality, agreeing prices,
and probably also controlling quantity. As a second stage, consumers
choose between conpeting suppliers, as nonitored and validated by the high-
| evel purchaser.

Sever al countries are currently discussing or inplenenting reforns
along these Iines. Under proposals in the Netherlands, part of the prem um
is paid by the insured person, so that insurers have to be conpetitive.

In addition (a key reconmendation), though insurance policies nust cover

all nedical risks, they need not cover all providers (i.e. the reforns
allow for preferred providers), so that providers also have to be
conpetitive. The insurer is the high-level purchaser, but the insured

person retains sone consunmer choice (van de Ven 1989).
British proposals (UK 1988) seek to introduce conpetition between
suppliers. Previ ously, the District Health Authority (DHA) was the

nonopol y supplier. Two major refornms are proposed on the denand side: DHAs
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change role from major provider to high-level purchaser of conpetitively-
provided services; and Jlarge group practices may become the high-Ievel
purchaser for «certain types of medical care and, like an HMD are then

responsible for buying hospital care for its patients. On the supply side,

hospitals can opt out of DHA control and beconme self-governing trusts,
conpeting for patients wth hospitals run by DHAs and wth the private
sector (Barr, Howard G ennerster and Le Grand 1989).

Sweden, another country wth health care supplied minly by a tax-
funded nonopoly, is also contenplating the use of conpetition, less as a
cost containing device, than to counter criticism that the system is
unr esponsi ve to consunmers (Richard Saltman and Casten von Otter 1987).

Such reform should not be surprising. Conpetition, according to the
t ext books, reduces costs (the main notivation of the Netherlands reform,
increases efficiency and flexibility (the min UK notive) and enhances
consuner choice (the Swedish notive). The success of regulated conpetition
(Canada and GCermany are exanples) depends crucially on the effectiveness
of the high-level purchaser in controlling total spending (particularly in
a fee-for-service environment) and in nonitoring and enforcing quality.

It should not be thought that conpetition in nedical care automatically

|l eads to efficiency.

VI I. CONCLUSI ONS
A. Inplications for Policy Design

Conclusions are possible about the mjor objectives discussed in
section I, in particul ar macr oecononmni ¢ efficiency, m cr oecononi ¢
efficiency, incentives, poverty relief and access and redistribution (i.e.

hori zontal and vertical equity).

Macro efficiency and cost control are particularly inpaired where neither
side of the market faces the costs of its actions. This is the case wth

third-party paynments for nedical care, particularly in open-ended funding

syst ens; by causing a divergence between private and social costs and
benefits, they <create a type of externality. Two  sol utions are
particularly relevant. Qutput could be restricted to its efficient |evel

by regqulation, for instance through a budget constraint. This approach has
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the advantage of certainty; the disadvantage is that it |eaves governnent
with the decision about the proper |evel of nedical spending and, to sone
extent, its division between different types of nedical care and types of

provi der. Alternatively, one could internalise the externality by nerging

the activities of doctor and insurance conpany, thereby forcing doctors to
face the cost of the treatnment they prescribe. This is the essence of
heal t h mai nt enance organi sati ons.

Most countries experienced a cost explosion in nedical care in the
1970s. Control was largely reinposed over the 1980s, though worries
remain. The main conclusions are:

(a) Cost containment requires considerable regulation (i) of price and
(ii) of total expenditure. The achievenent of (ii) requires controls on
the incomes of hospitals and doctors, which are nost effectively inposed
on the funder-provider |ink.

(b) Wth an appropriate regulatory regineg, cost containment is
conpatible wth <centralised (Canada) and decentralised (Germany) funding,

and with mainly public (UK) or mainly private production (Canada).

Mcro efficiency involves funding regimes, particularly in the face of
i nsurance probl enms, and the production of health care.

I nsurance issues: private insurance has mmjor gaps, particularly over

unenpl oyment conpensation, the indexation of pensions and inmportant nedical
risks. Primary reliance on private insurance with residual public funding
faces various problens, notably uninsurable risks and the poor. The state
could tackle the former by subsidising private insurance premuns, or by
paying for benefits itself through a residual public insurance schene or
out of taxation (US Medicare). The poor could be assisted sinmlarly
(Medi cai d) . This approach has problens: it is difficult to define
borderlines, both as between the types of contingency which qualify for
state assistance and over the income |level below which the poor are

subsidised (e.g. the many wuninsured individuals who are ineligible for

Medi cai d) ; policing is necessary to prevent oversupply (true of both
Medi care and Medi cai d); and income testing could create |abour-supply
di si ncentives (soci al assi st ance, Medi cai d) . Such syst ens are

characterised by gaps in coverage and unequal access.
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The soci al i nsurance/tax approach largely resolves these problens.
Conpul sory menbership nmakes a pooling solution possible: this reduces the
inefficiency caused by breaking the 1link between premum and individual
risk; and, by dealing with the gaps inherent in private insurance, it
makes universal coverage possible. None of the countries attenpted to
relate social insurance contributions to individual risk, though enployer
contributions may be risk rated by industry, i.e. related to group risk.*®

Pensions are the only cash benefit in which the private sector has a mgjor

role, though buttressed by regulation and subsidy. Health care finance is
through a mixture of taxation and social insurance (Australia, Canada);
via tax revenues (New Zealand, Sweden, the UK); or through mandatory
menbership of regulated, decentralised, quasi-governmental social insurance

institutions (Germany, the Netherlands, Switzerland).

Production <can be  private, buttressed by substanti al regul ation,
notably to boost quality and contain quantity, (Australia, Canada, the
Net her | ands, Switzerl and). Al ternatively, nost medi cal care can be
publicly produced (New Zeal and, Sweden, the UK), or production can be hived
of f to decentralised publicly-funded institutions (public hospitals in
Germany, self-governing hospital trusts in the UK).

The absence of any conmplete solution rmakes tradeoffs inevitable.
There is, however, consensus in two areas. First, efficiency on the
delivery side depends less on the ownership of nedical facilities than on
the funding and regulatory regines, which determine access and the
incentives faced by providers. Second, the deficiencies of the US system
are wdely recognised. The analytical arguments are supported by Anerican
public opinion. In a nationw de survey, over 60 per cent stated a prefer-

ence for the Canadian system (Robert Bl endon and Hunphrey Tayl or 1989).°%

Incentive effects. it is inmportant to separate the arguments about public
organi sation from those about incentives: (a) cash benefits and nuch health

care are publicly organised; (b) cash benefits my have adverse incentives

(though the evidence is not definitive); simlarly, (c) third-party
rei mbur senment of fee-for-service nmedi cal care, whet her publicly or
privately organised, creates incentives to excessive spending. It does

not, however, follow that (a) causes (b) and (c). The real problem is
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moral hazard: thus it is necessary to police individual behaviour, e.g. to
ensure active job search, or that doctors are not over-prescribing. | f
insurers could read people's thoughts, they could guard against t he
probl em the resulting solution would sinultaneously avert i ncentive
problens and make possible private insurance against income |loss and

medi cal risks. In short, incentive problens are the result less of public

provision than of asynmmetric informtion.

Poverty relief, access and redistribution. It is possible to design socia
insurance arrangenments which enbody Ilittle redistribution. Thus public
provi sion is | argel y separabl e from redistributive goal s: such

separability reinforces the argument that state activity, whatever its

other notivations, has an inportant efficiency function. The specific form
of cash benefits wll depend on what other objectives obtain. Poverty
relief inplies a flat-rate subsistence benefit; if solidarity is also an
objective the benefit nmight be pitched above subsistence and nmight, in

addition, not be conditioned on a contributions record, e.g. the flat-rate

pension in Canada and New Zeal and. If the protection of Iliving standards
and/or income smoothing are also ains, benefits wll at Ileast partly be
earnings-related. If redistribution is also a goal, the benefit fornula

will be slanted towards the | ower paid.

The maj or concl usi ons about cash benefits are:

(a) Countries which substantially relieve poverty have redistributive
formul ae and spend a significant fraction of GDP on cash benefits.

(b) Poverty and inequality were nmost pronounced in Australia and the
USA, and least pronounced in Germany and Sweden (in the latter countries
sone 10 per cent of GDP was transferred to the |owest income quintile).

Wth nmedical care a mgjor goal 1is that access should not depend
primarily on income. The major conclusions are:

(a) Access is high in all countries which fund health care through
taxation or social insurance. Using longevity as a proxy for health, there
is greatest equality in the Netherlands and the UK and | east in the USA

(b) The experience of private insurance in the USA and the Nether-
I ands highlights the problens if private insurers act conpetitively.

(c) Access need not be at the expense of cost containnent.
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The unfinished agenda. Probl ens renain. First, poverty persists. In part
the problem is political: there is least poverty in countries (Germany,
the Netherlands, Sweden) which are prepared to spend the nost. But the
problem is also technical, given incentive problens (the second unfinished
agendun) which will be exacerbated by denographic trends. Wrk is needed

on the design of transfer systems in which incentives work with rather than

agai nst the redistributive grain.

Third, nost nedical systens still lack incentives to use resources
efficiently, nost particularly the lack of liaison between the hospita
services, primary health care and social care. The result, for this and

ot her reasons, is an over-enphasis on hospital care.

Fourth, nmore information is needed: the Luxembourg Incone Study is
breaking the path so far as 1living standards are concerned. Considerable
improvement is needed in information on the costs of different types of

nedi cal treatnment and in techniques for eval uating outcones.

Strategic | essons.

1) Taking a global view the range of technical problens, due largely

to information problens, in the markets for nmajor cash benefits, health
care and nedical insurance requires an intervention strategy, not just a
collection of ad hoc policies. Successful strategies enbrace two Kkey
el ement s: soci al i nsurance, and a regulatory regime which includes
stringent financial control. There are many paths towards efficiency

which can be nore centralised or |ess; what successful strategies have in

conmmon is a recognition of the incentive structures faced by individuals
and institutions and a wllingness to use governnent power if that is the
nost effective way of counteracting adverse incentives

2) Social insurance, by dealing with the gaps inherent in private

insurance, makes universal coverage possible. It is inmportant to be clear
that adverse incentives are due nore to the wunderlying problem (asymetric
information) than to the policy adopted to cope wth it (governnent
intervention). The fact that cash benefits and nost nmedical insurance are
conpul sory and largely public-sector is not solely the outcone of
redi stributive predilections nor of governnent failure.

3) The role of requlation: <controls over nedical fees, budgets and
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capital spending is essential. If well-designed, they succeed in making
uni versal coverage conmpatible wth cost containnent. The German exanple
suggests that it is possible, at least to some extent, to decentralise
f undi ng. A key element is the inposition of a budget constraint at the
level of the total nmedical system (Canada, Sweden, UK) or at the Ilevel of
the individual hospi t al ( Ger many, Net her | ands) and/ or upon  physici ans
( Canada, Ger many, Net her | ands) . | f wel | - desi gned, such regul ati on
constrai ns medi cal incones, not medical practice.

Decentralised decision nmaking by health-care providers in a regulated
conpetitive environment can be conpatible with budgetary control, as shown
by the experience of Canada, Germany and the Netherlands. A governnent-
mandat ed framework does not require public provision.

4) Denpgraphic factors: the scope for substitution of private for

public provision as a solution to denographic pressures is limted. The
real solutions all involve enlarging the |abour force and/or raising |abour
productivity to i ncrease out put gr ow h. Pol i cies i ncl ude greater
i nvest nent in capi tal and | abour, encour agi ng hi gher | abour force
participation rates and raising the age of retirenent.

5) The absence of any conplete solution: if there are no nmarket

failures, private markets are inmensely efficient. Precisely for that

reason, where market failures are serious even the best-designed package

of intervention has limtations. Health <care reginmes face the problens
predicted by the theory. Different countries seek to resolve them in
di fferent ways: each nmethod involves difficulties which, agai n, are
predi ct abl e. Countries wth substantial private production of nmedical care

( Canada, Ger many, the Netherl ands, Switzerland and the USA) have few
waiting lists and offer scope for consuner choice, but at the expense of
acute expenditure pressures which necessitate a strong regulatory regine.
Countries with mainly public systens (Sweden, the UK) have waiting lists,
| ess consumer choice and |ess accountability, but score well on access and
generally face fewer problens containing costs.®

Gven the inevitable tradeoffs, even if equity issues have been
resolved, the problem is to choose the disadvantages which are |east
burdensonme for the society in question. The search for better cash benefit

and health care institutions continues; conpletely efficient institutions,
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however, are a Holy Gail.

B. Concl udi ng |ssues

Conver gence. The great bulk of cash benefits in all countries are publicly
organi sed, though admnistrative forms <can differ greatly;, and in nost
countries government holds the financial reins for nmedical care, though
providers may have considerable freedom wthin a centrally-mandated
framework. Though neasurenent is difficult, part of the explanation is
clearly ideol ogical. Social solidarity is an explicit and inportant aim
in European countries |ike Germany, the Netherlands and Sweden, resulting
in social spending of up to 30 per cent of GDP and transfers to the |owest
incone quintile of up to 10 per cent of CDP. In low spending countries

like Australia and the USA, policy docunents rarely nention social

solidarity; i ndeed, there is scepticism about whether the concept has any
nmeani ng.
This essay has stressed a different argunment, the inportance of

asymmetric information, as both explanation and justification of welfare-
state institutions, which in all the countries studied absorbed a bedrock
of 12-15 per cent of CDP. The argunent is not dinmnished by the fact that
it can explain only part of the variation across countries.

The power of the argunent is enphasised by the Thatcher and Reagan
admi nistrations' failure to roll back the boundaries of the welfare state.
The reexamination was notivated by ideology and nacroecononic stringency.
The only effect, however, was to reduce funding levels slightly, wth
little inpact on nodes of organisation.

Nor should it be inmagined that the USA has nmnaged to retain a real

free market for health care. In practice actuarial nedical insurance, if
not a mythical beast, is a rare and endangered species. About 80 per cent
of private health insurance in the USA is related to enploynent; in 1980

enmpl oyers paid nmore than half the cost for 97 per cent of enployees

covered, and the entire cost for 84 per cent (Pauly 1986, p 635). The
situation for private pensions is little different. The problems of US
nmedical care have resulted in increasing government intervention in the
form of funding and substantial regulation. Bengt Johnsson (1989, p. 91)

nakes the point that the system of reinbursing hospitals via diagnosis-
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related groups is as close as one can come to what GOscar Lange (1938)
called "market socialisn'.

These outcones are a predictable consequence of pervasive information
failures in the relevant markets. The welfare state from this perspective
is an efficiency device, quite separate from equity goals. Soci al

insurance nmay not have been established as a device to ~cope wth

information failures, but it has had that effect; it is a Hayekian
soci ally-selected institution. Its existence can be interpreted as a
governnent success -- if not always and everywhere, then at least as a
counterpoint to the government failure argunents. As the quote at the head

of the paper shows, this is what Arrow was saying nearly thirty years ago,

a point echoed nore recently by Lucas (see the quote on p. 25)

The nature of the welfare state. A final and fundanmental question concerns
the nature of social i nsurance. In contrast wth private insurance,
premuns bear no short-run relation to individual risk; thus it appears
that the system is no longer insurance.® There is a very different
interpretation (Huxley, forthcom ng). The welfare state can be viewed as

an insurance contract entered voluntarily by risk-averse individuals behind

John Rawls' (1972) Veil of Ignorance. Ex ante the welfare state is
actuarial, since behind the Veil of Ignorance no difference in individual
risk has yet energed. Note that insurance can be actuarial only ex ante:
ny car insurance is roughly actuarial at the time | take out a policy, but
ceases to be so at the instant ny tyre blows out. It is the function of

insurance to offer ex ante cover precisely because pooling is inpossible
ex _post, when the risk has beconme a certainty.

From this viewpoint, not only social insurance narrowy-defined but
also ‘'universal' benefits and social assistance are a form of insurance.

By offering cover prior to birth, the welfare state is acting like ex ante

actuarial insurance with a long time horizon. It is no contradiction to
observe that it is not actuarial ex post; it could not be, any nore than
car insurance once the tyre has blown out. From this perspective the

nature of the welfare state is deternmined in part by the choice of tine

hori zon.
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NOTES
1. The word 'state' is used throughout in the sense of central
governnent, not as in 'the State of California'.

2. Even Richard Titrmuss (1958) ducked the problem-- that book is called
Essays in "The Wl fare State" (his quotes) (see also Asa Briggs 1961).

As Titruss later put it, "... | amno nore enanoured today of the
i ndefinabl e abstraction ' The Welfare State' than | was some twenty years
ago when ... the termacquired an international as well as a national

popul arity' (1968, p. 124).

3. Tax expenditures are public expenditures in the formof tax relief
for certain activities (e.g. approved private pension contributions).

4. W/l ensky and Lebeaux called it an 'institutional' welfare state.

5. Throughout, the term'income-testing' includes a wealth test.

6. The term'cash benefits' is used throughout. 'Social security' is
ambi guous: in US usage it refers to retirenent pensions, in the UKto
all cash benefits, and in mainland Europe to all cash benefits plus
heal th care.

7. Though the formula has changed fromtine to tine, it has always been
explicitly redistributive (Henry Aaron, Barry Bosworth and Gary Burtl ess
1989, Table 2.4).

8. If the rich pay twice as much towards 'free', tax-funded nedical care
but use it five times as nmuch, the overall effect is regressive. This
phenonenon can arise with tax-funded higher education (Lee Hansen and
Burton Wi sbrod 1969, 1978); but, as discussed in VI (D), enpirical

evi dence does not suggest that it occurs with health care.

9. The point emerges clearly fromcontenporary witing (Francis Bator
1958; W/ 1liam Baunol 1965).

10. The quality literature has its roots in semnal articles by Arrow

(1963) and Akerlof (1970) (see Stiglitz (1987) for a recent survey) and
is concerned with 'l enons', signalling, and insurance problenms. For a
survey of the literature on inperfect price information, see Dale

Mort ensen 1986.

11. In the conventional analysis of the problem there is a known
probability distribution of outcomes, to each of which is attached a
known utility. \Where consuner ignorance is profound, however, outcomes
may be so little understood that preferences are not well-defined. The
latter problem has not been formally nodelled, though it has a venerable
pedigree: 'the proposition that the consuner is a conpetent judge of
the commodity can be adnmitted only with numerous ... exceptions' (John
Stuart MII 1848, p. 953), which was a reason for interfering with
private education ('the uncultivated cannot be conpetent judges of
cultivation', ibid.).

12. For precisely this reason a Paris city bye-law requires the display
of a nmenu (with prices marked) outside the restaurant. The effect Iis to
reduce the costs (tine and enotional) of search.

13. The literature again starts fromArrow (1963), foll owed by Akerl of
(1970), Mark Pauly (1974), Rothschild and Stiglitz (1976) and Charl es

W lson (1977). For a recent overview, see Jean-Jacques Laffont (1989,
Chs 8, 10 and 11) or, less formally, David Kreps (1990, Chs 16 and 17).

14. For a sinple exposition, see Atkinson (1989, Ch. 7), for formal
anal ysis Laffont (1989, Ch. 10).
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15. See Joanne Sal op and Steven Sal op (1976) for analysis of such self-
selection in a | abour-nmarket context.

16. People do not commit suicide only to nmake their |legatees rich. It
is true that someone intending to commt suicide for other reasons night
do so; but that is a problem of adverse selection, to deal w th which
nost policies have a clause excluding cover during the first year of the

policy.

17. In principle voluntary pregnancy faces the same problem as a
practical matter, however, policies often cover the nedical costs

associated with pregnancy. |In part this is because the nedical costs
are small in conparison with the subsequent costs of bringing up the
child. Individuals are therefore less than fully insured against the

total cost of having a child, thus avoiding the worst of the nora
hazard probl em

18. To see intuitively what is going on, contrast behaviour in a
conventional restaurant with that in an 'all you can eat for $9.95
restaurant.

19. The costs inposed on the individual could also be psychic, e.g. the
‘ordeal s' approach to the award of benefit (A bert N chols and Richard
Zeckhauser 1982).

20. Conpul sion can al so be applied to enployers, e.g. to give notice of
mass | ayoffs, or to offer sickness benefits. The efficiency of such
mandat ed benefits is discussed by Sumrers (1989).

21. Such conditioning of benefits on non-inconme characteristics fits
naturally with Akerlof's (1978) concept of 'tagging'

22. Child Benefit in the UK, for instance, consists of a weekly, tax-
free cash paynent of £X for each child in the fam |y, generally payable
to the nother. Mst OECD countries (the USA is an exception) give cash
support towards the cost of bringing up children. For a survey, see

Al fred Kahn and Sheila Kanerman (1983).

23. There is an enornous historical literature. For a brief survey, see
Ni chol as Barr (1987, Ch. 2) and the references therein.

24. See Francis Castles (1985) and, for an Australian history, M chae
Jones (1983, Chs 2 and 3).

25. Though they receive a pension early, many Swedes continue to work,
at least part tine. For discussion of the definition of retirenent in
different countries see Tinothy Smeeding (1990).

26. For an excellent, though inevitably dated, account, see Aaron
(1984).

27. See Note 22

28. Systemmtic data on nedical spending are gathered in OECD (1985b),
updated in US HCFA (1989); the major problens of concept and
measurement are discussed in CECD (1985b, pp. 9-11) and by Al ain Foul on
(1982). Note the caveat in Note a at the end of Table 3

29. It might be argued that the inability of the worst risks to afford
unenpl oynment insurance is not per se inefficient, and that state
intervention is thus ultimately for equity reasons; the counterargunent
is the efficiency costs of non-insurance (see the discussion in Il (B)
of the external costs caused by non-insurance).
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30. Wth funded schenes, current pensions are paid out of previously-
accurul ated reserves; under pay-as-you-go they are paid out of current
revenues.

31. The Gernan data precede the union wth East Germany.

32. Robots, for exanple enable a snaller workforce to produce nore
output. An added advantage is that they do not require a pension when
they retire.

33. It is true that pensions affect |abour supply; but to the extent
that that is relevant to married wonen's participation, what matters is
the | evel of the pension not its source.

34. For detail ed discussion, see Gordon 1988, Chs 3 and 4; OECD 1988a
Rosa 1982; and the sources in the Appendi x.

35. Since 1984 there has been a de facto incone test at higher incones.

36. The USA is currently (and controversially) building up a surplus as
a cushi on agai nst denographic pressures, but this is far fromputting
the US systemonto a funded basis; see Aaron, Bosworth and Burtl ess
(1989).

37. Inportant topics, including the effects of disability benefits on

| abour supply, and of income support on fanmily formation, are onmtted
for reasons of space. For surveys, see Aaron (1982); Atkinson (1987c);
At ki nson and M ckl ewright (forthcom ng); Danziger, Robert Haveman and
Robert Plotnick (1981); Edward Lazear (1986a); and Robert Mffitt
(forthcoming). For a useful tour d'horizon see the AEA synposi um papers
by Edward Gramlich (1989), Kotlikoff (1989a) and Sumers (1989).

38. This is another exanple of 'tagging (Akerlof 1978); see also Meade
1978, pp. 274 et _sequ

39. Australia has recently introduced a system whereby child support is
enforced through the income tax system

40. Onmitted topics include the relative treatment of single-parent
famlies; benefits for disabled people; the relative treatnment of nen
and wonen; and the equalising effect on the wealth distribution of

i ncreased hone-ownership and nore wi despread private pension wealth.

41. The Australian results are sensitive to the equival ence scal es used
(Brigitte Buhmann et al. 1988), a factor of particular relevance to
Australia and New Zeal and, which have nore children per incone unit than
nost of the LIS countries. |In addition, there were significant socia
security refornms between 1987 and 1989. For fuller discussion, see

Pet er Saunders, Garry Hobbes and Helen Stott (1989).

42. Unpublished results for later years fromLIS broadly confirmthese
findings. See also John Coder, Rainwater and Smeeding, 1989

43. For studies of the US, see Dorothy Projector and Ellen Mirray (1978)
and Warlick (1982); UK experience is discussed by Atkinson (1989, Ch.
1).

44, Atkinson (1983b, p. 275) illustrates the point thus: if the
guaranteed inconme for a typical famly is x per cent of average income
and if income tax currently raises y per cent of average income for

pur poses ot her than incone support, the average incone tax rate mnust be
x+y. Wth plausible values for x and y (say 35 per cent and 15 per
cent), the average rate of incone tax (i.e. ignoring all indirect taxes)
is 50 per cent. For a recent negative incone tax proposal, see Hernione
Par ker (1989).
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45. Medical ethics have an inportant role in reducing the ill-effects of
deficient consumer information. However, if neither doctor nor patient
faces the costs of treatnent, nedical ethics reinforce financia
incentives to give treatnent with any positive benefits, rather than
treat nent whose margi nal benefit exceeds its costs.

46. Simlarly, if enployees know better than their enployers whether
they are likely to have high medical bills, enployers providing good
nedi cal benefits will tend to have enpl oyees wth health problens, thus
di scouragi ng the provision of fringe benefits (see Sunmers 1989).

47. The systenms are conpul sory only in the sense that individuals are
not able to opt out of the contributions which finance the systens.

48. There is a double problem since the decisions of doctors (the
agent) can be nonitored effectively neither by the patient nor the
i nsurer.

49. The institutions of medical care in different countries are

i mensely conplex, and brief institutional overviews are thin on the
ground. An excellent survey and assessment of six of the countries
covered here (Canada, Germany, Netherlands, Sweden, the UK, USA) is by
Chris Ham Ray Robi nson and M chael a Benzeval (1990). For detail ed

di scussi on of Japan, see Powell and Anesaki (1990). See also CECD
(1987, Ch. 3) and the sources in the Appendi x.

50. Though the Canadi an systemis nandated and partly funded by centra
governnent, nost nedical care is organised by the provinces. Thus
description of the Canadi an systemas a whole is only approximate.

51. As McLachl an and Maynard (1982, p. 507) point out, such
or gani sati ons approxi mate | abour-managed firms along the lines of the
Yugosl av nodel

52. It is said that some HMOs have offices on the third floor of
buildings with no elevator; if you are fit enough to get to the office
you are fit enough to join the HVO

53. Much of the argunent is clouded by ideology. Note the tendency for
proponents of free markets to regard 'nanagers' as 'good' and
"administrators' as 'bad' ('bureaucrats' being a termof abuse for
everyone). In many respects, however, managers, administrators and
bureaucrats all do broadly the sanme job and face simlar problens.

54. See Evans, Lonms, Barer et _al. (1989) and Schi eber and Poullier
(1989a) for differing assessnments of the success of cost containment.

55. The 1984 Canada Heal th Act reduced federal contributions to
provinces dollar for dollar with direct charges to patients. The Act
led to a doctors' strike in Ontario (see Mchael Stevenson et al. 1988).
Though effective, the controls are not wholly watertight: tips cannot
be policed; and doctors may try to increase their incomes by requiring
repeat visits by patients.

56. This systemhas linmitations as a cost containing device because per
di em paynents give incentives to |onger hospital stays (since later
days, with less intensive care, involve |ower hospital costs). The
German system has ot her problenms. The basic benefit package is
determined nationally, but the contribution rate for each sickness fund
depends on its client mx. The substantial variation in contribution
rates is causing concern (Ham Robinson and Benzeval 1990, p. 50).

57. Sone countries (e.g. ltaly) have no such controls, causing concern
within the European Community, given the increasing ease of mgration.



94

58. Enthoven (1985b, 1988, 1989b); New Zeal and Heal th Benefits Revi ew
(1986); Netherlands Mnistry of Welfare, Health and Cultural Affairs
(1988); UK (1988). Various Canadi an provinces are establishing reform
conmi ssi ons.

59. As well as enployers paying contributions related to group ri sk,
there are circunstances in which individuals nmght do the same. It is a
possibility (though not one, so far as | know, which any country has
adopted) to have a higher individual contribution rate for risks which
are the result of individual choice. For instance, if one could get
round the nonitoring problem snokers could be required to pay a higher
soci al insurance contribution for nedical care.

60. This fact should be noted by Eastern European countries, several of
which are reported to be considering the US approach (see the synposium
in Social Science and Medicine, Autumm 1990).

61. The relatively high level of spending in Sweden is an el ectora

choi ce, since nost decisions on health spending are determ ned and
largely funded though a | ocal electoral process. The growh of medical
spendi ng over the 1970s and 1980s has been | ow (see Table 3).

62. In the UK, the 'nost fundanental exami nation of our social security
system since the Second World War', did little nore than nmake a few
housekeepi ng changes -- see Barr and Coulter (1990).

63. '[When the term nol ogy of social security is stripped away and the
structure of the systemis exanmined, it becones clear that the insurance
anal ogy is no |l onger applicable" (Pechnan, Aaron and Taussig 1968, p.
68) .





