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blamed for worsening some ot the problems it was
supposed to solve. in Germany. where over 10% of
the workforce is unemployed. high social-security
contributions have become a severe tax on jobs.
They already equal 20% of an employee's gross in-
come (half paid by the worker, half by the em-
ployer); at the height of the demographic squeeze.
this is forecast to reach 30%.

Meanwhile. benefits for the jobless may dis-
courage the recipients from looking for work, mak-
ing them 1increasingly dependent on the state; and
aid to single mothers has been blamed. most loudly
1in America and Britain, for encouraging women to
have children they cannot afford. and for discour-
aging marriage.

The most sensible way to rethink social insur-
ance is to get away fromall the ideologyand instead
ask. whatworks? This will not necessarily produce a
perfect blueprint to suit every country. Any social-
insurance system involves value judgments, and
different societies have different values and differ-
ent cultures that need to be accommodated. Yet
these differences are easy to exaggerate, and there is
plenty to be learnt from comparing different sys-
tems about what does, or does not, work.

Answering that question means being open-
minded about the possibility that the private sector
may replace much of what is now done by govern-
ment, while admitting that there may be things that
government can do better than private business, or
even that only government can do. Since the state’s
role is now largely taken forgranted. thissurvey will
concentrate on the part private firms should playin
social insurance in future.

On the face of it, that part should be large. Al-
though they do not shout about it, governments are
keen to shift more welfare provision into private
hands to keep public spending under control and
to avoid having to raise taxes or cut benefits. In
many rich countries the private share of social in-
surance has been edging up in recent years.

Private bonanza?

Private firms, particularly insurers and fund-man-
agement companies, are licking their lips at the
prospect of all that new business. The recent wave
of mergers between insurers, banks, brokerages and
fund-management firms, and the rapid global ex-
pansion of American financial firms, were
prompted partly by the expectation that individ-
uals everywhere would be given more responsibil-
ity for managing their own affairs.

There are good theoretical grounds for thinking
that competing, profit-seeking companies would
not suffer from the more glaring weaknesses of
state-provided social insurance. These range from
monopoly problems,suchaslack of choice, innova-
tion and accountability to customers, to political
interference. In reality, though, privatising welfare
faces many obstacles. The biggest of these, every-
where, is the electorate, which is generally opposed
to privatisation, even though italso disapproves of
higher taxes. But even leaving the voters to one side,
not everybody in the private sector is convinced.
Mark Boléat, director-general of the Association of
British Insurers, fears that in all the talk of opportu-
nities, “there is perhaps a confusion between vol-
ume of business and profitability.” And recent ex-
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amples of private provision replacing state social
insurance have been a mixed success.

Some of this may be due to teething troubles.
but the business of insurance is also notoriouslv
prone to market failure. Kenneth Arrow, a Nobel-
prize-winning economist at Stanford University,
argues that the distortions to the allocation of re-
sources caused by “the inherent difficulty in estab-
lishing certain markets for insurance” is “one of the
strongest criticisms of a system of freely competitive
markets.”

One such market failure is “adverse selection™.
Buyers of insurance tend to have a better idea of
how risky they are than the insurer, so if the pre-
mium is based on average risk, only people of aver-
age risk and above will buy the policy. That means
the insurer will lose money. Another market failure
is “moral hazard™. Once insured, people wtll worry
less about that particular risk. so they may take less
care to avoid it than they would without insurance.
That means insurers may end up paying out more
than they expected. A further difficulty 1s that uncer-
tainty about the size of future claims may make it
impossible to set a realistic price for the insurance.
This is a particular problem for policies providing
cover far into the future.

In theory, at least, governments have a unique
advantage in dealing with these market failures—
though putting this into practice is another matter.
Aduverse selection can be overcome by making the
insurance compulsory for everyone, thus allowing
it to be profitable when priced for an average risk. A
government’s legal powers may enable it to reduce
moral hazard by laying down strict rules on peo-
ple’s conduct once they are insured. and to monitor
and enforce these rules more rigorously than a prni-
vate firm could. The problem of uncertainty about
future costs can be reduced by committing future
generations of taxpayers t0 pick up whatever the
bill turns out to be—though one of the main reasons
that welfare states are now in difficulties is that the
public is no longer convinced that future taxpayers
will pay up.

Because of these market failures, the privatisa-
tion of social insurance may often require some
sort of government regulation to make it work. It
has already become clear that getting this regula-
tion right is crucial to the success of the transition.
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globalisation. Imposing new taxes on individuals is
politically problematic, and trying to tax capital is
likely to be unrewarding: the money will simply
move elsewhere. Firms are abandoning any loyalty
they may once have had to their home country in
pursuit of cost-effective locations. Note how in the
past few years many of Germany’s best-known com-
panies have expanded rapidly overseas. Nor would
higher borrowing help. Most governments already
borrow too much, and want to reduce their deficit.
Besides, borrowing simply puts off hard choices:; it
does not solve anything.

Yetdemands on public-sector budgets are about
to become much more pressing, creating problems
even in those countries where social-insurance
costs are currently manageable. Demography, after
a favourable decade or so, is about to turn against
the state(see chart 4). In Germany, which along with
Japan faces perhaps the most severe problems in
the oecp, the over-60s’ share of the population is
forecast to rise from 21% now to a peak of 36% in
2035. In Japan, the cost of state pensions is expected
to quadruple by 2030; and in America, contribu-
tions to Social Security may rise from 11.5% of gross
earnings to around 18% in 2030. Britain will largely
escape such problems because it sharply scaled
back increases in state pensions in the 19805—
though at the price of more pensioners in poverty.

However, pensions are not the only extra costs
that countries with ageing populations will face.
Health care for many more old people, and long-
term care for people unable to look after them-
selves, will add to the bill. According to Victor
Fuchs, an economist atStanford University, health-
care expenses for the average person over 65 are
three times the figure for those below that age; and
for the over-85s the figure is three times that for
those aged 65-74. Mr Fuchs estimates that health
care for the elderly could consume up to 10% of
America’s GDP if current trends continue, more
than twice the present share. If Medicare continues
to pay the bills, taxes will have to rise sharply. In
Germany, too, contributions towards health care
are forecast to rise from 12.5% of gross income to
17.5% at the crest of the grey wave.

Malthus was wrong. Could these gloomy projec-
tions prove equally mistaken? One way of averting
them would be to crank up the birth rate in rich
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countries: but any reversal ot the trend towards
fewer children would have to be dramatic 1o make
much difference. More plausibly. such few children
as are born may turn out to be better educated.
healthier and more motivated than those of previ-
ous generations. giving them much greater earnings
power than is assumed in the projections. If so.
however, taxing them might be tricky, as they would
be just the sort of people who would nimbly side-
step harsh tax regimes.

Countries with ageing populations could ease
their restrictions on immigration, particularly for
younger workers, but again it would take a huge in-
flux to make much difference. For example, Axel
Borsch-Supan. an economist at the University of
Mannheim, calculates that to compensate for Ger-
many’s poputation ageing, and assuming that the
new immigrants will have a similar age profile to
those currently migrating there, Germany would
need a net 800,000 newcomers every year until
2035. Politically, that would be a non-starter.

It is not inconceivable that tomorrow’s workers
will be a lot wealthier than today’s, so will not mind
handing over a much larger chunk of their pay to
keep retired baby-boomers in comfort, but it seems
unwise to rely on it. And best not to depend, either,
on suggestions from the wilder fringe that volun-
tary euthanasia may solve the problem. There
seems nothing for it but radical change. The best
hope of achieving that is to harness the private sec-
tor,and the most promising area is pension reform.
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gines. a Silicon Valley business co-founded by Bill
Sharpe. a Nobel-prize-winning economist. has just
launched sAGEls, an Internet-based svstem that
helps 401(k) investors work out how much risk they
want to take and how much retirement income
they need. then uses cutting-edge financial theory
and huge computing power to tell them how likely
they are to achieve their goal.

One of the simplest ways of reducing the cost of
state pensions would be 10 raise the retirement age
and make early retirement less attractive. At
present, most state systems offer built-in incentives
to retire early, and many workers have taken the
hint. Labour-force participation of men aged 60-64
has declined from over 80% in most rich countries
in 1960 10 50% in America and below 35% in Ger-
many, Italy and France. If governments were to re-
move these incentives and raise the retirement age,
people might simply choose to retire later rather

Done paying

than make private provision to fill the gap.

Compelling people to save more than they want
to is not easy. In the first five years after payments
into Austraha’s Superannuation funds were made
compulsory, contributors squirrelled away A$180
billion ($110 billion) into the funds—but increased
their borrowing by almost as much, according to
Vince FitzGerald of Allen Consulting in Mel-
boume. The Australian government has now aban-
doned plans to increase the rate of compulsory Su-
perannuation contributions from 9% of salary to
12%. At the same time it has steeply raised the in-
come threshold above which workers have to con-
tnibute, from A$5,400 a year to A$11,800.

That raises the question of what to do about
pensions for people on low incomes. Forcing them
into funded pensions they cannot afford would be
impractical. Yet if the government were to pay to-
wards a funded pension on their behalf, that would
increase public spending in the short term and
deepen the poverty trap. Low-income eamers
would be discouraged from looking for better-paid
work, because they might have to pay their own
pension contributions. Moreover, the management
coss of a funded pension might eat up most of the
contributions of low-income earners, giving them a
lower return than people on higher pay.

[ntroducing new pension schemes can oe ex-
pensive. The launch of Argentina’s private funds in
1994 cost around $6oom. most of which went on a
huge adverusing campaign. Starting up Mexico's
new system in 1997 is estimated to have cost
$500m. But Bolivia’s new pension scheme. intro-
duced this year. was launched for next to nothing.
For the first year the government simply allocated
every eligible adult to one of two pension funds:
switching will be allowed later. In Australia, Su-
perannuation funds run, in effect, by trade unions
put pressure on the financial companies to come
up with simple. low-cost investment products, driv-
ing costs down across the industry.

The biggest political obstacle to introducing
funded private pensions is the transition from the
current pay-as-you-go system. The generation that
will lose its state pensions still has to contribute to
the pensions of older baby-boomers who have al-
ready retired or are t00 close to retirement to build
up a decent private pension. Thatis why Amencan
proposals to “save Social Security” by diverting
some of current workers’ Social-Security contribu-
tions into personal funded pensions are mislead-
ing. Every dime diverted from social-secunty con-
tributions reduces the money available to pay the
pensions of people still in Social Security, so wors-
ening the funding problem.

Supporters of funded pensions have done a bit
of optimistic number-crunching to suggest that this
will not matter very much. Some of these calcula-
tions assume that money invested in personal pen-
sions will go on eaming the sort of soaraway re-
turns that shares have generated in the recent bull
market, which seems unlikely. But even if the transi-
tion to funded pensions could somehow be man-
aged painlessly, it would still not resolve all the de-
mographic problems. People in retirement will still
be living off those in work; and unless older people
work for longer, the ratio of pensioners to workers
will still rise sharply. Or could these problems be
avoided with a bit of economic magic? One idea 1s
that buying shares in foreign countries with youn-
ger populations will reduce the demographic pain
at home, although the volume of such investment
would have to be huge. And there are hopes that
funded pensions might increase the rate of savings
in America and could do the same elsewhere, which
in turn would raise the rate of economic growth.

Since Chile introduced its funded retirement
accounts, its national savings rate has doubled to
25% of GDP. However, according to Klaus Schmidt-
Hebbel, an economist at Chile’s central bank, this
was largely due to other reforms to boost savings,
introduced at the same time. In Australia, as we
have seen, funded pensions have so far had a negli-
gible impact on saving. According to Olivia Mitch-
ell,ina developed economy such as America, which
has already done a great deal to encourage saving,
funded pensions would probably boost private sav-
ings only modestly. The main benefis would be
diversified portfolios and reduced political risk.

That may fall short of perfection, but it clearly
justifies moving some way in the direction of pri-
vate funded pensions. Whether the private sector
can do much to solve the problems of health care is
less certain.
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Out of sorts

IAGRA may give a lift to many an ageing Lo-

thario, but the anti-impotence drug launched
earlier this year has given health-care providers
around the world a headache. In America. some pri-
vate health insurers have refused to pay for the drug,
and tn Britain itis currently unavailable on the Na-
tional Health Service. pending a government deci-
sion on its use.

The reaction to Viagra suggests that the British
and American health-care svstems have more in
common than is often supposed. Neither system—
nor any other. for that matter—seems to have good
answers to the problems of ageing populations, in-
novation in treatments and drugs. and the need to
ration supply in the face of potentially unlimited
demand. Can the private sector help?

Critics of private health care like to compare
Britain and America. In the red corner, Britain, with
its popular state-funded National Health Service
(just turned 50), spends only 7% of its GDP on health
care. In the feeling-blue corner, America, with its
mainly private-insurance-based system, spends
14% of GDP on health (see chart 5). Yet despite
spending proportionately twice as much as Britons,
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Americans appear to have little to show for it.

As always, the real world 1s more complicated
than the statistics suggest. Every poll confirms that
the British love their health service, but they also
grumble endlessly about its waiting lists and its
crumbling buildings. Tony Blair was elected on a
promise to increase government health spending
as a share of GDP. As for the American system. it may
deliver better care than the headline numbers sug-
gest. Most new medical techniques. technologies
and drugs become available in America before any-
where else. When the world's rich want the best
treatment money can buy, theyusuallyhead there.

Besides, America’s health-care system is any-
thing but a model of unconstrained private-sector
forces atwork. True, public spending on health care
in America accounts for a smaller share of the total
than in any other OECD country, but it has been
bucking the trend by growing steadily, from only
25% in 1960 to nearly half now. As the post-war
baby-boomer generation reaches retirement age.
pushing upspending on Medicare (the government
health-care programme for the elderly), that share is
setto rise further.

Nor is that all. Tax breaks to encourage employ-
ers to buy private health insurance for their employ-
ees—which is the way most American workers ob-
tain their health cover—amount to 0.75% of GDP.
And the state has beensteadilystepping up its regu-
lation of private health care, for instance by laying
down what sorts of treatment health insurance
must include.

Market casualty

Itis not really surprising that governments all over
the world are so deeply involved in health care. A
purely private market for health insurance is un-
likely to work well. Poorer people may not be able to
afford it (note, for example, that 4om Americans
have no health insurance); and it may be subject to
adverse selection, particularlyamong the elderly. so
insurers pricing on the basis ofaverage risk will lose
money. Yet if they raise premiums, they may deter
yet more lower-risk customers.

Some insurers fear that better understanding of
genetics will further undermine the market for pri-
vate insurance. This relies on pooling risks by sell-
ing policies to groups of people of similar riskiness,
only a few of whom are likely to make claims. Ge-
netic testing will make it harder to pool these risks,
as it will reveal differences between individuals
who currently seem to have similar risk profiles. In-
surance companies fear that this will worsen the ad-
verse-selection problem, because individuals are
likely to know more than insurance companies
about the risks they present.

Health insurance also suffers from a moral haz-
ard: that people may not bother to look after them-
selves properly because they are insured. But the
biggest problem is the uncertainty about long-term
costs. Technological and pharmaceutical innova-
tions have already greatly increased the range of
treatments available, and the pace is likely to accel-

Can the pnivate
sector help ro put
health care right?
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WHITE HOUSE
WASHINGTON

October 25, 1998

MR. PRESIDENT:

Attached are the following weekly reports:

(A)
(B)
©)
(D)
(E)
(F)
(G)
(H)
)]

()

(K)
(L)
(M)

Weekly Economic Briefing

Interest Rates/Update on Global Markets

DPC Report
NEC Report
CEQ Report

OSTP Report

Climate Change Report

Upcoming Speeches/Communications Report

Legislative Report

Public Liaison Report

Intergovernmental Report

Cabinet Affairs Report

Political Report
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Tab
Tab
Tab

Tab
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Phil Caplaw

- copied Yellen, Bowles
copied page 4 to Sperling, Stern,
Yellen, Bowles
- copied Begala, Reed, Kagan, Bowles
- copied Sperling, Bowles

- copied McGinty, Bowles

- copied communic. weekly report to
Lewis, Spector, Bowles, STa..tr

- copied Stein, Bowles






























































































































