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Lecture 9:
Introduction to pensions and healthcare
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Dynamics of government growth
Growth in government over the 20th century is mostly due to the growth of social
insurance, and in particular to that of retirement programs (aka pensions) and health
programs
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Dynamics of government growth
Why did the size of government grow?
Modern economies are extremely complex systems:
I

Governemnt’s action requires more resources

I

Complex burocracies generate more inefficiencies

Economic take off enhanced population growth: Greater populations require
more resources
Structural demographic trends and political economy: The median voter get
older thus also the number and size of policies targeting elderlies rise
Political patronage: Public employment, and more in general public budget, is
employed by governments to buyout and/or reinforce their poltical support
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General features of pension systems
The pension system is a redistributive mechanism which transfers resources
currently produced by the active population to those who:
I

I

I

I

Ceased to work for reasons of age (old-age pensions) or contributory age (old-age
pensions)
No longer able to participate in the production process due to inability to work
(invalidity pensions)
Are linked by family relationships with deceased people who have been part of the
workforce (survivors’ pensions)
Has no income and is unable to work (welfare pensions)

The system (if public) is financed by social contributions paid by workers and
employers to pension providers
In the presence of an imbalance between pension expenses and contributory revenues,
the State can intervene by resorting to general taxation
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General features of pension systems
Pension systems have three main functions:
Social security function: the system guarantees to the individual the maintenance
of a standard of living similar to that achieved in the terminal phase of working life
(provided that he has contributed to the financing of the system).
I
I

It implies a preference for careers characterized by rapid wage growth;
It may involve high replacement rates (= pension/last salary)

Income smoothing: the system returns to the elderly individuals what they set
aside when they were active
I
I

It insurances against loss of income associated with the termination of employment
It connects the pension benefit with the contributions paid.

Welfare function: the community ensures all citizens an adequate income for a
dignified life
I
I

Dissociation between contributions paid and pension received
Adequate pension
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General features of pension systems
Depending on the functions and financing criteria adopted, different equity criteria related
to pension systems can be distinguished:
Social security equity: achieved when all individuals, for the same length of
working life, are guaranteed the same replacement rate
Actuarial equity: achieved when all individuals are guaranteed the same internal
rate of return (= rate that equals the actual value of the contributions paid to the
actual value of the pension flow in a given instant of time)
Assistance equity: achieved when all individuals can reach the same minimum
income level
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Why are pension systems compulsory and often publicly
managed?
1

Efficiency and Equity:
I
I
I
I
I
I
I

2

Underdeveloped markets
Cognitive biases
Asymmetric information
Negative externality
Merit good
Redistributional aim
Administrative efficiency

Political Economy:
I
I
I

Electorate composition
Interest groups
Mechanisms of collective choice
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Types of pension systems
How pension benefits are funded:
Pay-as-you-go system (PAYG): Pension benefits paid in a given period are
directly financed by contributions paid by workers in the same period
Fully-funded system (FUND): Contributions paid by workers during their career
are invested in the financial market and the amount of these investments will be
returned to the same workers in the retirement period
Which part of the system is defined:
Defined Contribution (DC): Subjects pay premiums or pay compulsory
contributions to a defined extent, while obtaining a pension (benefit) not yet
established with certainty in its extent
Defined Benefit (DB): Characteristics of the benefits are known from the moment
the individual joins the pension plan
PAYG systems can either be DB or DC; fully funded systems have to be DC
9 / 36

Types of pension systems
A public PAYG system can take many forms:
Fixed and identical benefits for all those who have reached a certain age, without a
link to their work history or income (Iceland, Netherlands, New Zealand and South
Africa)
Fixed benefits, but linked to the years of employment of each individual (Switzerland,
United Kingdom)
Targeted benefits (”means-tested”), i.e. greater for the most needy (Australia, Hong
Kong)
Guaranteed minimum pension, so that each individual can have a certain level of
income if their savings do not allow it (Chile, Italy)
Benefits related to earnings from work or contributions paid, which allow a lower
degree of evasion from the contribution obligation, but which impose higher rates
Mixed systems (Canada, Denmark, Norway and Sweden)
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Comparing pension systems

Four main dimensions of comparison
1

Individual returns on contributions paid

2

Methods for determining the benefits

3

Distribution of risks across different generations

4

Transition costs
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Overlapping generations model (OGM)
Society is made up of two generations of individuals: youngsters (workers) and elderlies
(retired)
Each generation lives two periods: in the first period it works and earns, in the second
one it retires
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Pension systems and OGM model
PAYG: Youngsters at each time period t pay social security contributions that
finance benefits to current retired individuals
Current youngsters will retire in following period t + 1 and their pension benefit will
be financed by the following generation
I

I

Current youngsters transfer resources to elderly under the government’s commitment
to give them a benefit in the future financed by the new generation, either already
determined (DB) or proportional to the contributions paid (DC).
System is sustainable as long as population grows at a fast enough pace; otherwise,
not enough youngsters to finance the current older (which are many more over time).
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Pension systems and OGM model
FUND: Youngsters at each time period t pay social security contributions that are
invested by public authority in the market.
Current youngsters will retire in following period t + 1 and receive the pension
benefit according to the market returns on their investments.
A fully funded pension system cannot pre-determine the benefits
I

I

System is always sustainable for public budget: not generous to individuals if market
returns are low (or even negative)
Riskier system: market returns are much more difficult to predict than population
growh
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Pension systems and OGM model
Increase in life expectancy, decrease in birth rates after a boom in the
sixties-seventies, and lower economic growth have putten Western Democracies in
front of secular challenges related to pension systems
I

Fewer individuals, who do not necessarily earn more than the previous generation, fail
to finance generous pension benefits to many individuals which live longer lives

Solutions: higher deficit (more on this tomorrow with Prof. Bordignon) or taxation,
pension reform (moving from DB to less generous DC)
Pension reforms have social costs → standard of living may drop dramatically at
retirement
Alternative is to increase share of income which is devoted to pension contributions
I

I

I

Economic theory teaches us that, for each individual, keeping consumption stable at
a long-run sustainable level should be optimal (consumption smoothing theory)
However, adjustment may lead to huge recessions (think of reducing every employee’s
disposable income by 10% from a day to another)
Political feasibility?
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Universal health insurance
All OECD countries (except the US) provide universal health care insurance funded
by taxation:
Individuals who get sick can have health care paid for by the government
Government either directly controls doctors/hospitals (like National Health Service in
the UK) or government reimburses private health care providers (like in France)
Government controls costs and limits health-care over-consumption through:
1

2

Regulation (govt picks allowed treatments based on cost effectiveness, bargains for
prices, rations care)
Patient co-payments (patients share part of the cost)
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Alternative: non-group insurance

Nongroup direct insurance market: The market through which individuals or
families buy insurance directly rather than through a group.
I

I

Those in the worse health (pre-existing conditions) or prone to diseases are often
unable to obtain coverage or could only obtain it at an incredibly high price (adverse
selection)
In US, Obamacare changed drastically the nongroup market by forbidding price
discrimination based on pre-existing conditions and mandating health insurance (but
the fine for non-coverage repealed in 2019)
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Is universal healthcare desirable?
Health care is expensive (even in countries which control costs) ⇒ Poor cannot
afford health care on their own and need help
People face difference health risks (pre-existing conditions) ⇒ Those facing high
health risks face very high insurance costs in private market
Should the government insure people for health risks? Yes if health risks outside
people’s control (age, genetics). Not necessarily if health risks due to choices (diet,
exercise)
Virtually all OECD countries answer yes and provide universal health care
Not providing universal health care creates another big issue: adverse selection if
private insurers cannot observe risks or cannot charge based on risks ⇒ Even those
with low risks cannot get actuarially fair insurance
In all cases (private and public), health insurance needs to deal with moral hazard
(over-provision, over-consumption)
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Is universal healthcare desirable?
US health care system has significant issues:
I

I
I
I
I

I

US health care is very expensive (17% of GDP relative to 9% on average in other
OECD countries)
Costs are growing too fast
Significant fraction of population is uninsured
Enormous disparities in medical outcomes across demographic groups
Before Obamacare, the United States was the only major industrialized nation that
did not provide universal access to health care for its citizens
Recent Obamacare law has reduced the fraction number of uninsured from 50m (in
2013) to 30m (in 2018)
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Advantages of social (public) health care
Risk pooling: The goal of all insurers is to create large insurance pools with a
predictable distribution of medical risk. The statistical law of large numbers states
that as the size of the pool grows, the odds that the insurer will be unable to predict
the average health outcome of the pool falls
Reduce Adverse Selection: Mandatory health insurance or universal health care
allow to solve the insurance market failure in presence of heterogeneity in individuals’
health
Lower Administrative Costs: Private provision bound to waste resources in
patient selection (yes to healthy, no to sickly) and advertisement. About the latter,
health care goods/services evaluation is hard (experience/credence goods) and
information is hard to assess.
Correction of externalities: Universal health care and health regulations can
increase privately optimal consumption of health care to account for its positive
externalities
22 / 36

US Health insurance
Mix of public and private insurance in the US
Government provided insurance [35% of population]
I
I
I

Medicare for the elderly (65+) and disabled = 14% of pop.
Medicaid for the poor = 21% of pop.
Other (mostly veteran benefits) = 2% of pop.

Privately provided insurance [55% of population]
I

Employer provided health insurance = 49%
F

F

I

Tax incentive: employer provided health insurance is a non-taxable form of
compensation for employees (not subject to payroll taxes or individual income tax)
Fiscally advantageous to get insurance through employer (non-taxable) than to
purchase it directly as an individual (with after-tax income)

Individual purchases = 7%
F

Note: Now with Obamacare, individual purchase is subsidized based on family income
(see below)

Uninsured [9% of pop.] (15-16% before Obamacare)
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Medicare

Started in 1965 as a universal health insurance system for the elderly and nonelderly
on disability insurance.
Federal program that provides health insurance to all people over age 65 or disabled
Every citizen who has worked for 10 years (or their spouse) is eligible
Financed with an uncapped payroll tax totaling 2.9% (along with general revenue)
Physician reimbursement fairly generous (but not as high as private insurance)
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Medicaid
Provides health care for poor individuals
Financed from general revenues by both Fed and State
Targets welfare recipients, low income kids and elderly (for non-Medicare costs such
as long-term care)
70% of recipients are mothers/kids but 66% of expenditure goes to long-term care
for elderly/disabled.
Doctor reimbursement low ⇒ some docs refuse Medicaid
Big variation across states in Medicaid generosity (costs are shared between
state/feds)
Program eligibility criteria have been expanded over time (higher incomes allowed):
I

Obamacare substantially expands Medicaid to reduce the fraction uninsured [but not
all states do it]
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Obamacare (Affordable Care Act, ACA)
Three tier system started in 2014
1

2

3

Bans pre-existing conditions exclusion, health-based pricing. Cost depends on family
size, age, and state.
Mandate: forces individuals (and large employers with 50+ employees) to buy health
insurance [otherwise they pay a fine]. Individual fine repelled in 2019 by Trump
admin.
Free/subsidized insurance for low-income families: (a) Medicaid expansion up to
138% of poverty line paid by Feds at 90% and (b) subsidized health insurance
purchases in Obamacare exchanges up to 400% of poverty line

Healthcare costs are now increasing more slowly because it avoids screening by
providers
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Uninsured individuals in the US

Individuals remaining uninsured also after Obamacare:
1

2

3

Undocumented immigrants (no access to Medicaid or Obamacare subsidized
exchanges) ' 10M
Low income people who do not qualify for Medicaid and Obamacare insurance
subsidies in states that did not expand Medicaid [possible that more states will
expand]
Individuals who did not sign up for Obamacare exchange (used to pay the fine, no
fine in 2019), poor people who qualify for Medicaid but haven’t taken up benefits
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Why are individuals uninsured?
They cannot afford the high costs of health insurance
Risk-averse individuals may be unwilling to purchase insurance if it is not available at
an actuarially fair price
Insurers may be unwilling to insure the worst risks [individuals with pre-existing
conditions typically could not buy insurance]
Individuals may be rationally forgoing insurance because the odds of illness are low
Individuals are not appropriately valuing insurance coverage
Many uninsured get health care only in emergencies. Huge subsequent bills
(hospitals overcharge the uninsured). This can lead to bankruptcy or they are too
poor to pay (and hospitals pick up the tab) → moral hazard of lacking insurance
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Why should we care about the uninsured?

Becoming uninsured is a concern/risk for millions of individuals who currently have
insurance.
Health insurance availability may inhibit productivity-increasing job switches (job
lock): you do not want to quit a job offering health insurance
Care is not delivered appropriately to the uninsured
Significant financial externality imposed by the uninsured on the insured.
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Effect of Medicare on health

Medicare becomes available at 65th birthday
Can compare health outcomes of individuals just below 65 and of individuals just
above 65
Basic idea is to draw graphs of outcomes based on age for various groups
The discontinuity at 65 captures short-term changes in health care utilization and
mortality from shift from < 65 to > 65
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Effects of Medicare on health

Large increase in health insurance coverage, especially for disadvantaged groups
2
Large increase in health care utilization
3
Substantial decrease in mortality after admission for conditions requiring Emergency
Room (ER) immediate hospitalization (so that likelihood of going to hospital is the
same before 65 and after 65)
⇒ Medicare health insurance does save many lives!
1
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