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1. Introduct ion 

The topic of this Annual Lecture is "Social Insurance." I chose this subject for 
t w o  reasons. First, it is that part of the Geneva Association's field of interest 
which is closest to my own concerns. I am in no senses an expert on the econom- 
ics of insurance; my field is that of social security. Secondly, I have become in- 
creasingly uncomfortable about the fact that "social insurance" is a term which I 
have been using for many years without being entirely clear about its essential 
economic features. And when asked about its economic consequences, or the 
effects of reforms to social insurance, I have been increasingly unsure as to the 
appropriate framework within which to attempt to answer the question. The ex: 
isting economic models do not seem to capture fully what is at the heart of social 
insurance. 

Social insurance is one of those comfortable short-hand expressions which peo- 
ple tend to use without close examin~ition of its precise content. When I began 
writing this lecture, I looked at a variety of sources for definitions of "social 
insurance". The International Encyclopedia of the Social Sciences contains no 
entry under this heading, nor does it refer the reader to another entry. The New 
Palgrave Dictionary of Economics contains an entry on "Social Security", but 
does not tackle the definition of social insurance. And those reference books 
which do provide information are not always very enlightening: for example the 
Penguin Dictionary of Economics, under the heading of "Insurance" says that 
"there are also many other kinds of insurance, including sickness and unemploy- 
ment insurance, some of w h i c h . . ,  are not carried out by the traditional insur- 
ance companies." (Bannock, et al. [1979], p. 240.) 

There is indeed a lot of the proverbial elephant about social insurance: we may 
not be able to define an elephant, but we recognise one when we see it. We know 
what programmes people have in mind in Britain when they speak of National 
Insurance: for example, retirement pensions, widows' pensions, invalidity benefit 
and unemployment benefit. We know that it means these benefits rather than 
means-tested Income Support. We know that in Germany it refers to Rentenver- 
sicherung and Arbeitslosengeld rather than to Sozialhilfe. We know that in the 
US it refers to OASDI and not to AFDC or SSI. 

From these examples, it appears that key elements in social insurance are that 
it is compulsory and that it does not involve, as such, a test of means. But it is 
not the sole income maintenance programme to have these features, as illustrated 
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by the proposals for a basic income scheme. (In its pure form, a basic income 
would replace all social security transfers and personal tax allowances by a single 
basic income paid unconditionally to everyone--see Parker [1989].) What, beyond 
compulsion and the absence of a test of means, are the essential elements of social 
insurance and how can we best model its economic consequences? This is the 
subject of the Lecture. 

You may feel that this is a rather scholastic exercise. However, I believe that a 
clear understanding of the role of social insurance is particularly important at 
the present juncture. In Britain we are approaching the fiftieth anniversary of the 
Beveridge Report [1942], regarded by many as the essential embodiment of the 
idea of social insurance. It is therefore a good point at which to ask whether 
the principles which guided post-war legislation are appropriate for the next half- 
century. In the context of the European Community, the move to a common in- 
ternal market is bound to bring to the fore discussion of different social security 
systems and their underlying principles. The economic and social transformation 
of Eastern Europe raises the question of the role of social insurance in these new 
market economies. These policy issues will not be my primary concern, but I 
return to them in my concluding comments. 

2. Understanding social insurance 

In what follows, I am going to focus particularly on unemployment insurance and 
retirement pensions, two rather different programmes which illustrate a variety of 
considerations. I am also going to concentrate on the experience of Britain, which 
is a major qualification, since the development of National Insurance in Britain 
has undoubtedly reflected its political, social and economic circumstances, and 
these differ from country to country.1 At the same time, this was an area of policy- 
making where the influence of foreign experience was strong (see, for example, 
Hennock [1987]), and there are important common elements. As it was put rather 
colourfully by an American commentator in 1913, 

From the frozen shores of Norway down to the sunny clime of Italy, from the 
furthest East and up to Spain, all Europe, whether Germanic, Saxon, Latin or 
Slav, follows the same path. Some countries have made greater advance than 
others, but none have remained outside of the procession, unless it be a few of 
the more insignificant principalities of the Balkan peninsula. The movement for 
social insurance is one of the most important world movements of our times. 
(Rubinow [1913], p. 26). 

It may be helpful if I indicate at the outset my main conclusion--that it is es- 
sential in understanding the role of social insurance to take account of its close 
relation with the functioning of the labour market. The role of social insurance is 
only comprehensible in the light of the development of the modern labour market. 
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I should say at once that I claim no originality in highlighting this aspect, which 
one finds to varying degrees in the literature from the early days to the present. 
But it does differ from that emphasised in the recent economic writing on social 
insurance, in which the main focus has been the market for insurance, not the 
labour market. Drawing on the research of the last fifteen years on the economics 
of imperfect information, social insurance has been portrayed as arising from the 
incompleteness of private insurance markets. The "failure" of the insurance mar- 
ket is seen by some to provide an explanation for the historical origins of social 
insurance; by others it is seen as providing the justification for state intervention 
in this form. To quote from the work of my colleague, N. Barr, "the key role of 
social insurance [is] in coping with risks which would be covered inefficiently or 
not at all by private insurance," [1990, Abstract] and "information failures pro- 
vide both a theoretical justification of, and hence also an explanation for, a welfare 
state which is much more than a safety net" [1990, p. 32]. 

In my judgment, this is only part of the story, and it would be misleading to 
base an economic analysis of social insurance solely on this aspect. This applies 
to both the explanation and the justification of social insurance. While failure of 
the insurance market may play some role in explaining the origins of social insur- 
ance, there are other considerations, notably the development of the modern em- 
ployment relation. Most importantly, this helps us understand how the contingen- 
cies arise against which social insurance offers protection. We have to explain not 
just why insurance was not available on the market but also why the insurance 
was needed. Nor, in terms of justification, is the analysis sufficient. Not only is 
there the well-recognised fact that moral hazard remains a problem for govern- 
ments as well as private insurers (Stiglitz [1983]), but there are other, indirect, 
routes by which insurance may be provided. 

These criticisms are elaborated in the next two sections. 

3. Social insurance and market failure 

The potential problems with insurance under imperfect information have been 
well rehearsed in this Lecture series. Borch [1981] discussed how asymmetric 
information, where the insured are better informed about the risks than the in- 
surer, leads to a problem of adverse selection, and the possible nonexistence of a 
competitive equilibrium. The problem of moral hazard, where the actions of those 
who purchase insurance cannot be perfectly monitored, and the possible non- 
existence of a competitive equilibrium, was discussed by Stiglitz [1983]. 

These findings have entered the literature on the welfare state. To quote from 
the public economics textbook of Stiglitz, 

The market failures that give rise to the government provision of social insur- 
ance include the failure to provide insurance for many of the most important 
risks facing individuals [1988, p. 344]. 
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And the story of market failure has been used to argue that the welfare state has 
a justification on efficiency grounds: 

Information problems of this sort greatly strengthen the case for a welfare state. 
• . . We need a welfare state of some sort for efficiency reasons, and would 
continue to do so even if all distributional problems had been solved (Barr 
[1987], p. 421). 

In order to set out the underlying economics more explicitly, I take the simple 
model of adverse selection described by Rothschild and Stiglitz [1976]. People 
face a probability that they become incapable of work (on grounds either of ill- 
health or of the absence of employment opportunities). The probability is fixed: 
there is no problem of moral hazard. The standard assumptions are that people 
are expected utility maximisers, and that they are risk-averse, so that if offered 
actuarily fair insurance, with no transaction costs, they will choose full insur- 
ance. 

The problems with insurance arise when there are different risks in the popu- 
lation, and insurers cannot distinguish between them (information about the risk 
is known by the person seeking insurance but not by the insurer). Suppose that 
there is a high-risk group and a low-risk group. Then there cannot be a stable 
equilibrium with a single contract pooling different types of individual, since there 
are unexploited profitable opportunities.-' On the other hand, suppose that the 
insurance companies seek to get people to reveal their personal risk by offering 
full insurance at the less favourable rate (ie assuming that everyone is high-risk), 
but only a limited amount of insurance on the favourable terms. (It is assumed 
that such price/quantity contracts are enforceable.) By appropriate choice of the 
contract, the population may be separated into its two constituent groups, one 
purchasing one type of contract and the other a second contract. However, to 
make sure that only the low-risk group purchase insurance on the favourable 
terms (necessary for this policy to break-even), the amount of insurance at such 
a separating equilibrium must be strictly limited. If such a separating equilibrium 
exists, it means that the low-risk group can only secure a limited amount of in- 
surance. Whether such an equilibrium exists depends on the relative numbers in 
the two groups (also on the difference in the probabilities and degree of risk aver- 
sion--see Rothschild and Stiglitz [1976]). If there are relatively few high-risk peo- 
ple, there may be no perfectly competitive equilibrium, in that at any point an 
insurance company can see an unexploited profitable opportunity. 

The model just outlined is one that I have used myself to explore the implica- 
tions of proposals for reliance on private provision of insurance Atkinson [1989], 
Chaper 7), arguing that the market is unlikely to remain perfectly competitive. 
Nonetheless, there are several reasons why I feet uncomfortable about the appli- 
cation of this analysis either as a positive explanation of the emergence of social 
insurance or as a normative justification• 
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In saying this, I am not asserting the irrelevance of informational considerations 
and adverse selection. As Goodin ([t988], p. 158) has pointed out, in the House 
of Commons debate on the introduction of National Insurance in 1911, Winston 
Churchill clearly had the problem of adverse selection in mind: 

Voluntary schemes of unemployment i n su rance . . ,  have always failed because 
those men likely to be unemployed resorted to them, and, consequently, there 
was a preponderance of bad r i s k s . . ,  which must be fatal to the success of the 
scheme (Hansard [1911], vol. 26, col. 495). 

And, while the problem of moral hazard may be as great with state as with private 
insurance, the compulsion entailed in social insurance may be expected to over- 
come adverse selection. 

The difficulty which I have is with relating the economic analysis to the policy 
issue. To begin with, suppose that in the case of unemployment insurance there 
are a large number of people with a high risk and that a competitive separating 
equilibrium exists. If so, then a feature of the account just given is that the group 
unable to obtain full insurance cover is the low-risk grouly--just as in the original 
"lemons" analogy of Akerlof [1970], it is the sellers of good used cars who lose 
out from the absence of full information, not those who own wrecks. In the in- 
surance context, "ce sont les boris risques qui sont p~nalis~s par l'asym~trie d'in- 
formation" (Laffont [1981], p. 40). Yet, it is the high-risk group that has generated 
most o f  the concern about the shortcomings of market insurance: the problems 
they face in obtaining any insurance. The adverse selection model, as set out 
above, does not explain these problems. 

On the other hand, suppose that no competitive equilibrium exists, as may hap- 
pen where there are a small number of people with a high risk, a situation which 
may apply to retirement pensions (the 'risk' being longevity). It does not then 
follow that there will be no insurance. Indeed, as Hellwig [1983] pointed out, no 
insurance is also not an equilibrium, since a single firm as a monopolist will find 
it profitable to enter the market. We have therefore to consider the characteristics 
of a monopolistic or monopolistically competitive equilibrium. As has been shown 
by Jaynes [1978], and by Hellwig [1983] in the case of moral hazard, the conclu- 
sions are highly sensitive to the assumptions made about the information held by 
firms. 

This illustrates the more general difficulty that the conclusions drawn from this 
kind of model depend sensitively on the precise formulation. This applies to the 
concept of equilibrium, where alternative definitions to those of Rothschild and 
Stiglitz [1976] have been proposed by Wilson [1977] and Riley [1979] or where 
there may be an equilibrium in mixed strategies [Dasgupta and Maskin, 1986]. It 
applies to the structure of moves in the market, where Hellwig [1987] has con- 
trasted a "two-stage game" where insurance companies make binding offers of 
contracts and then individuals select among them, with a "three-stage game" 
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where the company can subsequently reject the application for insurance. He goes 
on to say that 

the discrepancy between the predictions of the different game-theoretic models 
presents a fundamental dilemma. On the one hand, it is important [to] deter- 
mine which of the different models is appropriate for the market at hand. On 
the other hand, this may be impossible to determine because matters like the 
order in which people make moves, which make all the difference for the game- 
theoretic specification, may not be observable and may not even be fixed ina  
given market (Hellwig [1987], p. 325). 

In other words, the actual outcome may depend a great deal on the way in which 
the market operates. More institutional structure needs to be provided, and it is 
not evident that firm predictions can be made on the basis of the existing theory. 

My third criticism of the analysis is that it is concerned with actuarial risk, 
rather than what is called uncertainty in the sense of Knight [1921]. 3 It misses the 
important function of social insurance in providing for contingencies which are 
not foreseen or to ally fears about events which we cannot forecast. As Giarini 
and Stahel have argued, 

The development of social security can be attributed mainly to changes in so- 
cial philosophy, which in turn is conditioned by the changing levels and char- 
acteristics of risks and vulnerability produced by the modern environment 
[1988, p. 38]. 

The set of contingencies over which people formed probabilities years ago may 
have excluded the breakdown of the extended family, or the development of mod- 
ern medicine, simply because they were inconceivable. This is not an aspect that 
I shall seek to develop here, except to note the interesting work of Bewley [1988 
and 1989] on Knightian decision theory involving uncertainty aversion and inertia, 
which makes reference to unemployment insurance. 

Finally, before drawing any conclusions about the explanation of, or justifica- 
tion for, social insurance, one has to ask whether there are other transactions 
which may play an equivalent rote, and this is the subject of the next section. 

4. The equivalence of transactions 

The view of social insurance criticised in the previous section may appear to non- 
economists as a peculiarly inward-looking approach to the subject, seeking to 
define a problem in relation to a reference point (a complete set of insurance 
markets) which has little intrinsic interest. It may be another case of economists 
looking for an object under the lamp-post rather than where it was lost. There are 
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however respects in which the economic literature may offer insights, in particular 
the equivalence of transactions. As Barro [1974] articulated in the case of inter- 
generational transfers, where people are linked through a series of transactions, a 
change in one type of transfer (or tax) may simply cause offsetting changes else- 
where. Where for instance people are already saving for old age, the introduction 
of a compulsory government pension scheme on the same terms may simply dis- 
place the private saving. 

In the present context, we have therefore to ask not simply why private insur- 
ance does not exist, but also why there are no equivalent transactions. This insight 
is not of course limited to economists. Briggs asks in his essay on "The Welfare 
State in Historical Perspective," 

Why not rely for 'welfare' on the family, the church, 'charity', 'self help', 'mu- 
tual aid' (gild, trade union, friendly society) or 'fringe benefits' (business it- 
self)? [1961, p. 229]. 

The answer depends on the nature of the contingency, but there appear to be 
cases where equivalent transactions may exist. Suppose that people experience 
spells of both employment and unemployment. Why can they not even-out con- 
sumption by borrowing and lending on the capital market? The same question 
arises even more obviously in the case of pensions, where private provision for 
retirement is at the heart of the life-cycle savings theory and if people are forward- 
looking, there appears no need for social insurance (see the discussion in Kessler 
[1989]). 

The typical response is that capital markets are imperfect, and in particular that 
there are limited possibilities for borrowing: 

What makes unemployment so p a i n f u l . . ,  is not the loss in lifetime income, 
but the inability of individuals to borrow to meet current needs. Thus the true 
problem was not a problem of insurance, but a problem of capital markets (Stig- 
litz [1989], p. 65). 

Flemming [1978] has emphasised the importance of the capital market assump- 
tions in the optimal design of unemployment insurance; Diamond [1977] has 
drawn attention to the problem of securing a safe real return for the small investor 
seeking to accumulate funds for retirement. These considerations suggest in turn 
a further set of questions about the explanation for the emergence of social insur- 
ance and about its justification. Why are capital markets imperfect? It may be 
that the answer involves the same considerations of informational asymmetry, as 
in the literature on credit rationing (Stiglitz and Weiss [1981]), but the argument 
needs to be made it cannot be taken for granted. 

It is not however the capital market on which I focus here but the labour mar- 
ket, on the grounds that it is necessary to understand the contingencies against 
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which social insurance provides protection. I therefore want to go back a stage 
and consider briefly the origins of first unemployment, and then retirement, as 
labour market phenomena. 

5. Historical evolution of unemployment insurance 

The first point to be made is that unemployment is a relatively recent concept. 
According to the Oxford English Dictionary [1989], the word came into common 
use in Britain around 1895. 4 Its recent origins are well captured in the title of the 
book by Salais, et al. [1986] about unemployment in France called L'invention du 
chOmage, in which they see the emergence of unemployment as associated with 
a particular form of labour market situation. As described by Piore in his review, 
the view of Salais, et al. is that, 

the modern concept of unemployment derives from one particular employment 
relationship, that of the large, permanent manufacturing establishment. Em- 
ployment in such institutions involves a radical separation in time and space 
from family and leisure time a c t i v i t y . . .  When employment t i e s . . ,  are sev- 
ered, there is an empty space in the worker's life which is sharply defined and 
that space is what is meant by unemployment [1987, p. 1836]. 

On this view, as the economy industrialised and became urbanised, employ- 
ment became all-or-nothing. A depression could leave industrial workers totally 
without resources, unable to fall back on home production or on the mixture of 
part-time employment and self-employment which might be found in rural society. 
At the same time, it would be misleading to draw a completely sharp distinction 
between industrial and rural employment. In the case of Britain, at least, the en- 
closure of common land, and the decline of cottage industry, may have left the 
landless agricultural labourer equally exposed to variations in the demand for la- 
bour. Rather than thinking simply in terms of a transition from agriculture to in- 
dustry, there may be 

an intermediate phase of development in which the dependence on the market 
[of agricultural labourers] increases sharply (given the breakdown of the tra- 
ditional peasant economy) and in which guaranteed entitlements in the form of 
social security benefits have yet to emerge (Sen [1977], p. 56). 

The key element is that of wage labour. According to Garraty, 

Historically, unemployment has been distinctively associated with free-enter- 
prise cap i t a l i sm . . ,  because under capitalism labor is free (neither employer 
nor employee is permanently obligated one to the other) and because, on the 
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other hand, the system has increased the dependence of labor by separating 
workers from the ownership of the means of production [1978, p. 5]. 

While the insecurity of wage employment was not confined to the industrialised, 
urbanised ("modern") sector, growth in this latter employment posed particular 
problems for the traditional forms of income support: "methods of dealing with 
poverty and unemployment devised for pre-industrial societies broke down under 
the new conditions" (Garraty [1978], p. 86). In Britain, while the Poor Law did 
provide some relief to the able-bodied in the textile areas of Lancashire and the 
West Riding in the middle of the last century (Boyer [1990], Chapter 8), its role 
was limited and, according to Harris, "at least since 1870, the Poor Law had never 
been a major source of relief to the unemployed" [1972, p. 148]. Rose similarly 
refers to "the failure of the nineteenth-century poor law to cope with the problem 
of large-scale industrial unemployment" [1972, p. 40]. Nor did private institutions 
succeed in filling the bill. It is true that there were, and indeed still are, trade 
union unemployment insurance schemes (Beenstock and Brasse [1986]), but the 
proportion of trade union members in the nineteenth century was small and the 
schemes had considerable difficulties. 5 In the present day, Oswald has examined 
the existence of negotiated private unemployment benefit plans in the US, con- 
cluding that the coverage of such plans 

is rather greater in manufacturing industry than may well be realized (although 
about half the workers still do not have such a scheme), but that [such plans] 
are almost nonexistent in the nonmanufacturing sector. [1986, p. 366]. 

He goes on to ask why there is not more private unemployment insurance, a point 
to which I shall return. 

6. The invention of retirement and retirement pensions 

Retirement pensions are different from unemployment insurance and in Britain 
the first state pension explicitly rejected the insurance approach. Nevertheless, 
the relation with the new wage labour market is again central, as is brought out 
by Hannah [1986], who, at the same time that Salais was writing on the invention 
of unemployment, produced his study of the development of occupational pen- 
sions entitled Inventing Retirement. The parallel extends beyond the title. Hannah 
emphasises that "for a proper understanding of this largely new phenomenon, we 
have to look to the employment relationship" (Hannah [1986], p. 2t). 

Retirement, like unemployment, became a discrete event, in contrast to the 
earlier more gradual dimunition of productivity. In 1913, Rubinow described how 

the economic conditions of the wage-contract accentuate the economic dis- 
ability of old age. Under normal physiological conditions, old age, unless pre- 
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ceded by a definite ailment, should lead to a gradual failing of the productive 
powers. As the medieval independent worker became old, he worked less and 
produced less, but he went on working as long as he could produce something 
[1913, p. 304]. 6 

whereas under a wage-system, 

the condition is altogether different. The economic disability of old age may 
arise suddenly while the aging worker is still fit for productive activity, but 
finds himself below the minimum level of productivity set by the e m p l o y e r . . .  
Industrial efficiency, scientific management, Taylor system--these are all 
f o r c e s . . ,  to use up human energy at greater s p e e d . . ,  and to dispense with 
it immediately its high degree of efficiency begins to decline. (Rubinow [ 1913], 
p, 304-5). 

In this respect there is a close similarity with unemployment; there is however 
an important difference, which is that along with compulsory retirement came also 
the provision of occupational pensions. 7 As has been described by Hannah: 

Mandatory retirement, legitimised by more generous pensioning, conveniently 
allowed bureaucracies to buy themselves out of the expensive bias towards 
overpaying older workers implicit in their reward systems. In the twentieth 
century, such motives were commonly behind the expansion of existing pen- 
sion schemes or the founding of new ones (Hannah [1986], pp. 135-6). 

The coverage was not of course universal, being concentrated on the "employees 
of 'core' firms with internal labour markets and bureaucratic employment fea- 
tures." (Hannah [I986], p. 29). 

But, even if only benefitting a minority of workers, the private provision of 
retirement pensions was more developed than employer protection against un- 
employment. This difference in response to these two contingencies--unemploy- 
ment and retirement--is one of the aspects that has to be incorporated into the 
analysis. 

7. Social insurance and the labour market  

The brief historical account suggests that, in order to understand the origins of 
social insurance, we have to consider the development of the economy. In Atkin- 
son [forthcoming], I have used for this purpose a two-sector model of the econ- 
omy, where unemployment is associated with one of the two sectors (the "primary 
sector" in the terminology of Doeringer and Piore [1971], the other sector being 
referred to as the "secondary sector"). In the primary sector, the problem of 
monitoring work effort causes employers to pay a wage premium, and this leads 
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in turn to a "queue" of unemployed workers seeking such jobs. There is in addi- 
tion a continual process of job separations and imperfect matching of unemployed 
workers to vacancies. In the secondary sector, a job can always be found; al- 
though there ]nay be underemployment or seasonal unemployment, workers are 
not solely dependent on wage labour. In this way, the move from the traditional 
agricultural sector to modern industry may be characterised as that from a lower- 
level of income to one where the wage was higher but subject to the "cata- 
strophic" hazard of total unemployment. Unemployment emerges as part of the 
"modernisation" of the economy. This is of course an oversimplification, not least 
because it leaves out of consideration the dualism within the traditional sector, 
where some people have entered the intermediate stage of pure wage labour. 

In such a context, the introduction of state unemployment insurance benefits 
can (depending on the method of finance) act to subsidise employment in the 
industrial sector. It is quite possible that the British Poor Law performed a similar 
function with respect to agricultural employment (Boyer [1990]), but National In- 
surance was particularly relevant to the modern industrial sector. Not only was 
the original 1911 legislation specifically limited to certain industries, but the in- 
stitutional provisions--the importance of which is often understated (see Atkin- 
son and Micklewright [forthcoming])--restricted its effective coverage. Contri- 
bution conditions mean that new entrants to the labour force are not eligible and 
that those with irregular or short-term employment are excluded. Groups such as 
the self-employed or part-time workers may also be without cover. These exclu- 
sions are particularly relevant to the traditional sector, and there is a sense in 
which the institution of unemployment insurance should be seen, not as providing 
universal income maintenance, but as being functional in the development of the 
modern sector. 

But we have to ask why such private insurance does not emerge spontaneously 
as part of the labour market contract. The role of employer-provided unemploy- 
ment insurance has indeed been studied in the literature on implicit contracts. In 
certain cases, the payment of unemployment compensation, or severance pay- 
ments, is an integral part of the analysis (for example, Grossman and Hart [ 1981 ]). 
In other cases, the payment of unemployment compensation is assumed to be 
ruled out (as in Azariadis [1975]). The latter is closer to what empirically is the 
case, but leaves open the question as to why employer transfers are not typically 
paid. We have also to ask why employer transfers at retirement are more preva- 
lent. Occupational pensions, while far from universal, are of much greater signif- 
icance; and this asymmetry requires explanation. 

Several possible lines of explanation suggest themselves. The first is in terms 
of seniority, and trade union negotiations based on majority voting, as discussed 
by Oswald [1986]. If layoffs are on the basis Of Last-In-First-Out, then it is easy 
to see why a majority of union members may feel themselves less at risk from 
unemployment and hence not favour explicit or implicit provision of insurance 
through the labour contract. At the same time, they may well have a strong inter- 
est in the payment of pensions. 
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The second is in terms of efficiency wages and the need for a reward structure 
which elicits effort. Whereas severance payments may undermine the effective- 
ness of a wage premium paid to induce effort, delayed payment in the form of a 
retirement pension may form part of an efficient pay structure. Lazear [1981] 
argues that the need to ensure industrial discipline and loyalty may lead to a pay 
structure where earnings are not necessarily directly related to productivity at a 
particular date, with wages initially below and later above the value marginal 
product. Hence the need for compulsory retirement. Although Akerlof and Katz 
[1989] show that a simple labour discipline story does not necessarily lead to this 
result, their analysis does indicate the role of deferred pay, and without a deter- 
minate date of retirement, such a contract may well not be credible. 

Thirdly, there is the effect of bankruptcy and the risk that the benefit may not 
be paid. In his Lecture to this Association, Dr~ze [1979] suggested that this may 
be one explanation for the provision of social rather than private unemployment 
insurance. The same consideration is also likely to reduce the value of the pension 
promise, but it may have a much larger impact on the desirability of unemploy- 
ment pay, since the two contingencies (unemployment of the worker and bank- 
ruptcy of the firm) are likely to be more highly correlated. 

These aspects are suggestive; here, however, I would like to emphasise another 
aspect, which is that the role of social insurance has to be seen in terms of the 
segmentation of the labour force. By this I mean taking a richer view of segmen- 
tation, which goes beyond the dualism of industrial and non-industrial sectors 
described above, to consider dualism within the industrial sector. Within industry, 
and even within enterprises, there is differentiation of the labour contract. As an 
illustration, I refer to the finding in a French study of 

duality within mining in France, an industry previously taken as the paradigm 
of a stable, fixed labour force. The division in the mines lay between a per- 
manent labour force composed of skilled adult men and an unskilled, variable 
labor force composed of women, youth who had not yet completed their mili- 
tary service, part-time peasant workers, and foreign workers (work of Cornu, 
reported in Berger and Piore [1980], pp. 26-27). 

The differentiation within enterprises may apply to particular groups of staff, such 
as cleaners or catering staff, or to people doing the same job but on a contract or 
temporary basis. There has undoubtedly been considerable growth in "flexible" 
contracts in recent years in a number of OECD countries. 

This differentiation may go together with the elements just discussed. With col- 
lective bargaining in which permanent workers dominate the union side, one can 
see that there will be no pressure for unemployment benefit, but that there will 
be interest in negotiating private pensions with qualifying periods which exclude 
all but permanent workers. 
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8. Towards a richer model 

This suggests that in seeking a theoretical framework to analyse the role of social 
insurance we should consider a richer model, which allows not just two sectors 
but for different types of employment in the two sectors. I have already noted the 
need to allow for the distinction in the secondary sector between pure wage labour 
and those who have access to other resources. It is however on the primary sector 
that I focus here, sketching a model based on the recent work of  Saint-Paul [1990] 
and Bentolila and Saint-Paul [1991]. 8 

There are in the primary (industrial) sector "permanent" workers who have 
continuing employment, subject to only a bankruptcy risk. They are paid an ef- 
ficiency wage premium, in part via a retirement pension. On the other hand, in- 
dustrial firms also employ "contract" workers on a short-term contract, which 
may be terminated without severance pay, and where no pension rights accrue. 
Contract workers are employed using a technology which requires no monitoring, 
so that no efficiency wage is paid, but is less productive and the unit labour costs 
are higher. The employer faces a firm-specific risk, which leads them to maintain 
a mix of permanent and contract workers (if there were no risk, then they would 
employ only permanent workers). (Alternatively, concern about uncertainty leads 
firms to maintain the flexibility of having a proportion of contract workers.) In 
response to a downturn in demand, the firm lays off contract workers and does 
not recruit new permanent workers. Other than in cases of bankruptcy, permanent 
workers are not laid off, the adjustment being achieved by natural wastage (which 
may include early retirement). Taken together with the distinction between wage 
labour and other workers in the agricultural sector, we have a dual-squared 
model, with two sectors and dualism within each sector. 

In this situation, no private unemployment benefit is paid and private pensions 
are paid only to permanent workers. The introduction of social insurance may be 
seen as a response to this partial coverage, and the framework just sketched may 
be used to examine the likely effects. This may produce some unexpected conclu- 
sions. For example, it is conventionally argued, following Feldstein [1976], that 
state unemployment benefit without full experience-rating increases the incidence 
of layoff unemployment. On the other hand, the existence of unemployment in- 
surance may act as a subsidy to permanent employment in that it reduces the 
financial costs of bankruptcy to workers, and hence reduces wages. This may 
cause employers to switch from contract to permanent workers and hence reduce 
the incidence of lay-offs. 

This positive effect on permanent employment may be reinforced when we take 
account of the institutional features of unemployment insurance, such as contri- 
bution conditions. These may serve to exclude from unemployment insurance not 
just those outside the industrial sector but also those in contract jobs. Unem- 
ployed contract workers may be forced to become wage labour in the secondary 
sector, or to fall back on means-tested assistance. As Disney has argued, the 
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institutions of social insurance are related to the segmentation of the economy. 
We have a kind of duality in benefit receipt. In advantaged employment, a worker 

is less frequently unemployed, is eligible for a range of lump sum and non- 
means-tested social security benefits and is primarily located in the National 
Insurance sector [1982, p. 45]. 

whereas a worker in less favoured employment 

when unemployed, generally has insufficient cont r ibut ions . . ,  is subject to the 
various work-disciplining exclusions covering payment of national insurance 
benefit and is therefore primarily located in the means-tested subsistence sec- 
tor [1982, p. 45]. 

Examination of the institutional details does indeed suggest a rather different side 
to social insurance, one which reflects, and re-inforces, the pattern of labour mar- 
ket advantage and disadvantage rather than perform radical redistribution. 

9. The future of social insurance 

I should like to finish by drawing out briefly some of the implications of my anal- 
ysis for the three areas of future policy to which I referred at the outset. Before 
doing so, I should emphasise once again that my coverage has been only partial. 
Just to give one instance, I have not considered the macroeconomic aspects of 
social insurance which played an important part in its history, notably in the 
1940s, when the Beveridge Plan was discussed with an eye not just to income 
distribution consequences, but also to the role of social insurance as an automatic 
stabiliser. 9 1 should similarly stress that the economic model outlined in the sec- 
ond part of this lecture is not enough on its own either to explain or to justfy the 
introduction of social insurance. I am not espousing a purely functional explana- 
tion. In order to understand the reasons for its enactment at different dates, in 
different forms, in different countries, we have to examine the political economy 
of transfers. In order to make any statements about its desirability, the welfare 
economic basis needs to be articulated. 

My aim has been to provide a framework within which the economic role of 
social insurance may be understood, and I hope that it provides some insights. 
First, and perhaps most important, it must be recognised that social insurance 
arose with a particular form of labour market situation and that this may change 
with the evolution of the economy. It is no accident that the proponents of the 
main alternative to social insurance--a universal basic income--have paid a great 
deal of attention to the labour market context (Parker [1991]). They have been 
well aware of the origins of social insurance in the industrialisation of the econ- 
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omy and the case for a basic income has been related specifically to the changing 
and more "flexible" nature of employment, including greater reliance on contract 
labour, increased part-time employment and job-sharing, increased labour market 
participation by married women, growth of self-employment, and earlier retire- 
ment. In a sense, the process of economic change may be seen as a reversal of 
the earlier transition to an industrial economy, with the secondary, notably ser- 
vice, economy now gaining at the expense of industrial employment. In this con- 
text, the dualism within the secondary sector, touched on earlier, acquires partic- 
ular significance. 

Secondly, the idea that social insurance is "functional" in improving the work- 
ing of the industrial labour market is likely to play a role in European Community 
negotiations similar to that played earlier this century at a national level. Labour 
and production remain the key area of Community activity, and it is primarily in 
this form that it will impinge on social policy, as witnessed by the replacement of 
the word "citizen" by "worker" in the final version of the Social Charter. Any 
reform at the national level must rec0gnise that it is the interface with the labour 
market that will receive priority at the level of the European Community. 

Thirdly, for countries in transition, it has to be remembered that while social 
insurance was a response to the inadequacies of the traditional safety net (the 
poor law), it did not itself provide a fully comprehensive income guarantee, not 
least because it was tied to participation in the modern labour force. There are 
limits to what can be achieved by this form of redistribution. While it is too strong 
to say with Keir Hardie that social insurance is simply "a porous plaster to cover 
the disease that poverty causes" (quoted by Fulbrook [1978], p. 129), I hope that 
the present Lecture has indicated some of the reasons why I agree with Beveridge 
that "social insurance should be treated as one part only of a comprehensive pot- 
icy of social progress" [1942, p. 6]. 

In particular, the institutions of the labour market are not immutable. The ex- 
istence of unemployment is not inevitable, nor must employment be an all-or- 
nothing phenomenon, as this Association has rightly highlighted in its work on 
the "Fourth Pillar" (Kessler [1990]). 
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N o ~ s  

I. This is well illustrated by the account given by Sandmo [1991] of how economic and social 
thinking in Scandinavia influenced the development of the welfare state in those countries. 

2. The definition of equilibrium needs to be made precise. For a fuller discussion, see Rothschild 
and Stiglitz [1976], Wilson [1977] and Hellwig [1987]. 

3, The precise interpretation of Knight is a matter  for debate- -see  LeRoy and Singell [1987], who 
argue that he in fact had in mind market failure due to adverse selection and moral hazard. As 
they point out, the distinction attributed to Knight was made by Keynes [1921]. 

4. For fuller discussion of the use of the term, see Harris [1972, p. 4] and the references given 
there. 

5, According to Harris: "personal and mutual savings which might be sufficient for short periods 
of unemployment were likely to be far less adequate during successive years of depression, such 
as occurred in certain industries and localities between 1884 and 1888. During those years the 
funds of many trade unions were severely strained" [1972. p. 52]. 

6. There has been controversy among historians in Britain as to how far retirement is a recent 
phenomenon. Whereas Thomson argues that "'for many centuries retirement has been a recog- 
nised feature of English life" [1986, p. 36], the view of Hunt appears more representative: "most  
working men simply kept working for as long as they were able. Ageing was accompanied not 
by retirement and a pension but by increased sickness and falling earnings" [1981, p. 8]. 

7. Again we have to ask about other forms of transfer, notably provision by children for their 
parents. As argued by Kessler [1989], among the factors limiting such transfers were labour 
migration and, this century, the loss of life in the First World War. 

8. After presenting the Lecture, I learned of the closely related work in the development economics 
literature on two-tier labour markets in agriculture--see Eswaran and Kotwal [1985], and the 
references given there. 

9. It is noteworthy that Alan Peacock in his book The Economics of National Insurance says that 

At the present stage of evolution of national insurance, it is probably true to say that the tradi- 
tional economic problems of this form of social security, e.g. the relationship between wage 
rates and insurance, the particular incidence of social security taxation, insurance as a deterrent 
of labour mobility, etc., are of less interest and importance than the relationship between it and 
general economic policy as directed by the State [1952, p. 51]. 

It was stabilisation that he considered first and then microeconomics. The stabilisation aspects 
of unemployment insurance were discussed by Malinvaud in his Lecture to the Association 
[1985]. 
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