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Summary

W Recent debates about the welfare state are reflections of the more
general debate about the balance between the public and private
sectors and about the proper roles of the market mechanism and
central planning in a mixed economy. The classical view of the func-
tions of the state was to see it as a device to overcome market failure
due to externalities, public goods, and increasing returns. Modern
views also emphasize its role in income redistribution, motivated
both by market falure and egalitarian preferences. But the disincen-
tive effects of taxes and social security limit the optimal amount of
redistribution. This paper emphasizes the role of civil society in the
production of welfare, and it also discusses:

e The distinction between welfare at home and welfare at work

e Whether the welfare state produces individual happiness in a
more fundamental sense

e Future prospects for the welfare state Hl
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'The recent debate about the welfare state is a reflection of the more
general discussion about the proper roles of the market mechanism
and central planning in a mixed economy. This is an old debate in
economics, although each additional round brings in new elements,
due partly to the accumulation of practical experience and partly to
developments in economic theory and empirical research. The pres-
ent debate occurs on a background of global progress for the market
system and a corresponding retreat for central planning and public-
sector solutions to basic economic problems. The most dramatic
event has been the breakdown of the economic systems of the for-
mer socialist countries, although the switch toward more market-
based systems has also been a notable feature of economic policy in
some of the more successful developing countries. The wave of mar-
ket liberalism has also affected the economic policy debate in the
Nordic countries; this 1s not the least noticeable 1n the more market-
oriented policies that are currently being recommended by the social
democratic parties, traditionally the strongest proponents of central-
ized economic planning.

When the modern welfare states started to emerge in the 1930s
and 1940s, the background was an entirely different one. The socialist
economy of the Soviet Union seemed to be highly successful, while
the Western countries had undergone a traumatic period during the
inter-war years with mass unemployment and periods of hyperinfla-
tion; both among economists and politicians, the belief that markets
were able to allocate resources in a rational manner, was at a low ebb.
As several developing countries gained independence from the colo-
nial powers, there was also widespread agreement that the road to-

" I am indebted to Jonas Agell, Mats Persson, and an anomymons referee for their comments on
an earlier version of this article.
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ward development had to be paved by centralized economic plan-
ning.

In trying to explain this fundamental change in the economic and
political climate, it is, of course, natural to point to the accumulation
of experience and the development of new theoretical insights to ex-
plain past observations and predict the results of new policies. Albert
Hirschman (1982) advanced a different kind of explanation, that s,
that there is a pattern of periodic waves in the relative trust that peo-
ple have in the benefits of public and private solutions to economic
and social problems. Such problems are inherently complex and per-
haps they do not have a solution in the stricter sense of the word; at
least, attempts at solutions will always disappoint many of those who
search for the ideal society. When people have concentrated on pub-
lic solutions for some time, they become frustrated and turn toward
the market and private solutions. But after some time, it turns out
that this alternative too is full of disappointments, and once again the
tide turns.

Regardless of whether a long cycle of this kind exists, there is al-
ways a danger that criticisms of past policies may be carried too far
and that expectations of success for the new approach may be over-
optimistic. The weaknesses of current policies are always visible,
whereas alternative systems tend to be evaluated more on the basis of
theoretical blueprints. Just like the business cycle, Hirschman’s cycle
of policy ideas may be amplified by unrealistic expectations. As
economists, we should perhaps look upon ourselves as built-in stabi-
lizers in the public debate, with part of our mission being to warn
against policy overteactions. By this, I do not mean that we should
always be saying that things are going too far, but that we should pe-
riodically remind policy makers and the general public that there are
things to be said both for the market and for central planning. There
are some good arguments for the welfare state and some severe criti-
cism that can be made of it. Both should be taken seriously in a bal-
anced view of its present state and its future development.!

This paper attempts to provide a brief survey of the main benefits
and costs of welfare state policies. Section 1 sets out the classical jus-
tification for government activity in terms of the desire to correct
market failures. Although the state that emerges from this analysis 1s

! There are several recent surveys of the economics of the welfare state. Lindbeck
(1997) provides an evaluation of the Swedish model. Atkinson (forthcoming) pro-
vides a more theoretical treatment of central policy issues.
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a night-watchman state and not the welfare state as we know it, the clas-
sical functions of the state are fundamental for an interpretation of
the role of government in this broader context. Section 2 discusses
the role of government in redistribution and the provision of social
security. 'The modern welfare state is closely associated with the ex-
pansion of government into these types of activities. Section 3 dis-
cusses the costs of redistribution, whether through tax policy or the
social security system. Section 4 provides a reminder that the role of
civil society 1s of central importance for normative and positive
analyses of the welfare state. Section 5 briefly discusses welfare-state
policy as related to the individual as a worker, in contrast to the indi-
vidual’s role as a consumer. Section 6 takes up the fundamental ques-
tion of the relationship between income or material welfare on the
one hand and on perceived happiness on the other. Section 7 looks
at some of the most important challenges to welfare state policies in
the years ahead.

While the main thrust of this paper is normative, in the sense of
bringing the tools of welfare economics to bear on the question of
what kind of tasks the state should undertake and the appropriate
balancing of benefits and costs, it does occasionally touch on the
positive question of why the welfare state came to develop in the way
it has. This ambivalence is hard to avoid simply because the norma-
tive arguments, although sometimes in less academic versions, have
played important parts in the political debate and thus helped to de-
termine the historical development of the welfare state.

1. The classical functions of the state

Today, the English classical economists, with Adam Smith as their
leading figure, are often associated with a far-reaching form of eco-
nomic liberalism. One interpretation of Smith’s famous analogy of
the invisible hand is that all will be well if only everyone 1s gtven the
freedom necessary to putsue their private interests in a rational man-
ner. But these economists were also well aware of the possible con-
flict between individual and collective rationality. There may be proj-
ects that are not profitable for any single individual to undertake, but
which it would still be profitable for a group of individuals to under-
take collectivelyp—investment in transportation infrastructure is one
of several obvious examples. Sometimes the nature of this project
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would be such that the group in question had best be the whole
country, so that some centralized government power is called for.

The modern approach to questions of this kind starts with an in-
vestigation of the properties of the market system. A central result of
modern economic theory is that a system of perfectly competitive
markets possesses certain efficiency properties. That markets are per-
fectly competitive means that consumers maximize utility and firms
maximize profits at given prices, that is, no economic agent has sig-
nificant market power. When prices adjust so that supply equais de-
mand in all markets, the resulting allocation of resources 1s efficient
in the sense that there is no reallocation of resources that can im-
prove on the existing situation for all individuals in the economy.
Had this been the case, we would have been able to achieve an over-
all increase in the standard of living without extra use of resources, so
that the initial situation would have been characterized by a waste of
resources. The clue to an intuitive understanding of this result—the
equivalence of competitive equilibrium and Pareto optimality—is that
under perfect competition, all agents confront the same prices and
face no constraints on their transactions except that given by the re-
quirement that expenditure must not exceed income’. In that situa-
tion, all opportunities for mutually advantageous transactions are ex-
hausted through the price system. Contrast this with a regime of ra-
tioning, in which agents will engage in extensive barter transactions to
exploit opportunities for mutual gains that have been left unused by
the official economic system.

The perfectly competitive economy is an idealized version of a
real-market economy. But precisely for that reason, it is of major
interest as a benchmark for the evaluation of the efficiency of real
markets. The efficiency property of the competitive economy holds
only under certain conditions that have to do with the structure of
the economy. One condition that must be satistied for the efficiency
result to hold, is the absence of externalities, that is, situations where
one agent’s actions have harmful or beneficial effects on other agents
without economic compensation being paid through the market.
Pollution is an obvious example of negative externalities, while indi-
vidual literacy provides an important example of positive externalities.

2 In an inter-temporal context with competitive markets for lending and borrow-
ing, this constraint should be understood in a lifetime perspective; the discounted
value of expenditure must not exceed the discounted value of income.
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So in the presence of externalities, unregulated competition does not
lead to efficiency. Another efficiency problem arises with the pres-
ence of public goods, goods for which consumers and producers can-
not be excluded from benefiting, such as national defense or the legal
system. If the supplier of such goods cannot collect payment for
their use on a voluntary basts, the market obviously cannot function.
The third classical case of market failure (the generic term for these
cases) Is increasing returns, which are the cost advantages related to
large-scale production. These advantages must be so significant,
relative to the size of the market, that private production will neces-
sarily involve substantial market power.

It seems natural to conclude that where there 1s market failure,
there 1s a case for government intervention in the market mechanism.
But there is a fallacy here, #z., the assumption that if the government
steps in, it will automatically do things right. Economic analysis has
gone far in analyzing optimal policies to correct market failure, but
there is no convincing theory that says that when given the opportu-
nity to choose the efficient solution, the government will automati-
cally do so. Thus, a pragmatic view of the role of the state, as a pro-
moter of efficiency, is that it should not be called in as a substitute
for the market unless the market inefficiency is substantial. In other
words, the market allocation of resources may be tolerably efficient
even if it is some distance away from the theoretical ideal.

It 1s evident that the efficient operation of the market mechanism
in a modern, industrial society presupposes the existence of certain
institutions that are necessary to sustain it. Security of contracts can
only be achieved within a political and legal system that both pro-
duces the rules by which the market system is assumed to operate
and sanctions individual behavior that violates the rules. In general,
the institutional infrastructure that surrounds the market is an im-
portant example of a public good.

2. Expanding the role of government

The classical view of the role of the state can be seen as that of over-
coming some structural inefficiencies in the market system. But the
function of the price mechanism is not only to allocate resources, it is
also to distribute income. The distribution of income in the market
economy reflects the prices established in the markets for factors of

production—labor and capitab—and the distribution of productive
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endowments. This distribution does not follow from the application
of any principle of justice; it is simply derived from the forces of
supply and demand. A pure market system may generate a very une-
qual distribution of income and standards of living, and to promote
equality has gradually come to be seen as one of the primary tasks of
government. This is a major extension of the classical view of the
role of the state.

It is often not realized how comparatively new the extended view
of the role of the state actuaily is. in 1904, a Norwegian government
commission on the tax system wrote that:

...the purpose of taxation is only to satisfy the revenue needs of
central and local government, while it cannot be accepted as
within the scope of sound tax policy to contribute to a leveling
of the existing wealth and income relationships among the
members of society.

Needless to say, this was a view that underwent radical change in the
course of the next few decades. The motivation behind the gradual
introduction of social assistance, social security, progressive taxation,
extended availability of health and education services, and so on is a
highly complex one, and I cannot possibly do justice to it here. But
because I later emphasize some of the justifications for this develop-
ment, as seen from a modern perspective, here I should also empha-
size that there was undoubtedly a strong element of paternalism in
many of the plans that were created during the welfare state’s forma-
tive years.

A strong argument for government action in several areas of wel-
fare-state policy was that individuals, if left to themselves, would not
be able to make the right decisions because they were myopic and
uninformed. Hirdman (1989) described this well and emphasized the
similarity between the writings of the early thinkers on the welfare
state, particularly in Sweden, and those of the utopian philosophers
of previous centuries. This is a line of thinking that is not n much
favor among modern economists, who prefer to base their argu-
ments on the principle of consumer sovereignty, that is, on the idea
that consumers are the best judges of what is good for them.’

% Technically, the emphasis on efficiency in welfare economics is based on the
acceptance of an individualistic social-welfare function of the Bergson-Samuelson
type, whereby a social optimum is also an efficient allocation of resources. If one
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Can a preference for equality in the distribution of mcome be de-
rived, at least conceptually, from individual preferences? William
Vickrey (1945) and John Harsanyi (1955) first advanced the idea that
it can. They suggested that we should think of preferences over in-
come distributions in terms of this thought experiment: imagine that
you are asked to choose between two lotteries, each of which gives
you an equal chance of becoming any one member of each of two
societies. They showed that if in your choices between the two lot-
teries, you conform to the well-known Neumann-Morgenstern axi-
oms for rational choice under uncertainty, you should choose the
society in which the expected utility of the lottery is highest. If, in addi-
tion, you assume that individuals are risk averse, so that they would
always prefer the expected value of an uncertain prospect to the
prospect itself, it follows that if the two societies have the same aver-
age income, you would always prefer to participate in the lottery for
the society with the smallest degree of inequality. In other words, risk
aversion implies inequality aversion.

The philosopher John Rawls (1971) took a similar approach, but
his concept of risk aversion was different, leading him to the conclu-
sion that the best society 1s that which gives the best outcome for the
worst-off person. Of course one may object that this notion of lot-
teries behind a veil of uncertainty regarding your own position in so-
clety is somewhat far-fetched; such lotteries do not actually exist. But
the point of the exercise is rather to set up a framework for thinking
about the just organization of society in a manner that 1s detached
from your knowledge about your position in it. Perhaps it gives more
meaning to ask what kind of society you would like your grandchil-
dren or great-grandchildren to grow up in. My conjecture would be
that most people would like them to grow up in a society in which
they would be able to live reasonably well even if they should turn
out to have poor health and low productivity in the labor market,
although the cost of this might well be diminished chances of be-
coming very rich. But it must be realized that the strength of this

does not accept the individualistic postulate, efficiency in the Pareto sense loses
much of its appeal. If one holds the /%f#sz view that equality implies the same in-
come for all, one is probably not moved by the argument that this is inefficient.
Similarly, critics of the welfare state, who hold the 7ghtist opinion that everyone
has an inalienable right to the use of his own income, would attach little impor-
tance to the argument that an expansion of taxes and public expenditure would
increase efficiency.
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preference for equality is likely to vary a good deal from one individ-
ual to another.

There are other ways in which to argue that equality, as such, is a
good thing. For example, it is possible to argue that equality is good
because 1t fosters social stability, leads to less crime, and so on. But
note that these elements might be brought into the description of the
outcome of the lotteries, so that in choosing between lotteries with
much and little inequality of income, you would also take account of
these consequences of income inequality for your own welfare.

It 1s sometimes fruitful to draw a distinction between interper-
sonal and intrapersonal redistributions of income. So far, we have
been concentrating on the former, that is, on redistribution between
persons with different endowments. But part of the redistribution
that occurs through the institutions of the welfare state can rather be
seen as socialized insurance. I know that if I become unemployed, 1
will receive unemployment insurance. This is a form of redistribution
from the employed to the unemployed. But it is also a form of redis-
tribution that I could have organized myself through the appropriate
insurance markets. Similarly, my old-age pension is one that I could
have obtained through private saving and insurance transactions. Al-
though the empirical distinction between the two kinds of redistribu-
tion is problematic, there is a good case for arguing that some,
probably the larger share, of the redistribution implemented in the
welfare state are just substitutes for private decisions regarding saving
and insurance. This is more difficult to justify by the ethical thought
experiments that were previously discussed, and their justification
requires a different line of argument.

Some writers, such as Barr (1987), have argued that the large
amount of intrapersonal redistribution, which is carried out in the
welfare state, can be justified by the lack of adequate risk coverage in
private insurance markets. One reason for the lack of insurance mar-
kets is the problem of adverse selection, which was made familiar to
economists through the famous article by Akerlof (1970). Akerlof
took the used-car market as his prime example of one where there is
asymmetric information between sellers and buyers, but his formula-
tion has immediate applications to insurance markets. Suppose insur-
ance companies offer unemployment insurance as a regular insurance
policy. They do not know the individual policy buyer’s probability of
becoming unemployed, but they have actuarial information about the
average risk of becoming unemployed. Their initial premium reflects
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this average risk. But at this insurance premium, the policy is unat-
tractive to individuals who have the lowest risk of becoming unem-
ployed, so they will not buy the insurance. The result 1s that buyers,
as a group, now have a higher risk of becoming unemployed than the
population as a whole; when the insurance companies discover this,
they must raise their premium. This leads to new withdrawals of low-
risk customers, and the end result may be that the market vanishes
altogether. This 1s obviously a case of market failure, because the out-
come 1s that a real risk has become uninsurable. One remedy for this
market failure is that the government comes in to declare that unem-
ployment insurance is compulsory.® This does not completely estab-
lish a case for social insurance, because it is clearly possible to have
compulsory insurance organized through private companies. The
case for public provision of compulsory insurance is a rather com-
plex one; let me just mention a few points that seem to be particu-
larly relevant.

If insurance is obligatory, while consumers have a choice between
several insurance companies, companies will compete to attract cus-
tomers. If the provisions of the insurance policy are not regulated in
every detail by the government, one would guess that competition
would result in some consumer benefits through the tailoring of poli-
cies to individual needs. But by the very nature of a social insurance
scheme, the adjustments to individual needs must be rather marginal,
so that the benefits of competition cannot be very substantial. If this
is the case, competition for a given total number of customers might
result in some wasteful marketing expenditure. Here, it 1s far from
clear that the benefits of competition would, on the whole, be posi-
tive.

Insurance companies sell policies on an actuarial basis. Although a
certain ex post redistribution is built into any insurance scheme—from
the healthy to the sick, from those who die young to those who live
long—the Scandinavian social-security schemes have, in addition, a
strong element of ex ante redistribution; with increasing income, the
benefits attached to social security premia (in the form of taxes) de-
crease. This redistribution would be hard to achieve in a private sys-
tem, and defenders of the existing system claim this redistributive
function as one of its benefits. But the same kind of redistribution
among the old and disabled could presumably have been achieved

4 See Pauly (1974) for an eatly discussion of the case for compulsory insurance.
y y P Ty
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through the tax system; moreover, there does not seem to be any
convincing argument why we need a redistribution system for the old
or disabled, which 1s separate from that for the population as a
whole.

A tinal argument that might be advanced in favor of public provi-
sion relates to the negative aspects of the concentration of wealth in
the insurance companies that would arise under a fully funded private
system, especially if the number of companies 1s small. Although this
argument has a counterpart in concerns about the concentration of
wealth in the hands of the government under public provision, the
public system can be established on a pay-as-you-go basis which alle-
viates the problem of wealth concentration.

The issue of public versus private provision of compulsory msur-
ance raises several difficult issues, which cannot be settled here. But 1t
is of some interest in itself to note that the case for public provision
is apparently a much more problematic one than the case for a com-
pulsory system. It is easy to imagine that the choice between private
and public provision may become one of the central policy issues in
the debate about the future of the welfare state.

The desire for insurance, whether it be social or private, stems
from risk aversion. We have also seen that the desire for social equal-
ity can be derived from the existence of risk aversion. But if people
are really averse to risk and inequality, why should we not go all the
way toward a society with the maximum of safety and equality? The
answer 1s that as we pursue policies that lead to a diminished disper-
sion of incomes, we tend to create incentives that also lead to a lower
average income. The explanation for this lies in the social costs of in-
surance and redistribution.

3. The social costs of insurance and redistribution

One interpretation of the efficiency of the perfectly competitive
market system is that through the price mechanism, all economic
agents pay the marginal social costs and receive the marginal social
benefits of their own decisions. Decentralized decisions work in the
public interest.

The welfare state implies far-ranging systems of insurance and
taxation. Although it 1s possible, in theory, to envisage systems of
taxation and income transfers that are neutral regarding individual de-
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cisions,” in practice, these two systems have the common feature that
they distort the equivalence between individual payments and receipts
on the one hand, and social costs and benefits on the other’. The
result 1s that individual decisions do not lead to an efficient social
outcome. The conclusion to draw from this observation is evidently
not that all social insurance and taxation schemes should be abol-
ished, but that the distortionary costs should be thought of as the
price of redistribution. The benefits of redistribution should, on the
margin, be weighed against its costs. The more distortionary the tax
and transfer scheme is, the less the optimal amount of redistribution
will be.”

The degree of price distortion 1s usually measured by the percent-
age deviation between the producer and consumer prices. But this
deviation alone does not determine the amount of efficiency loss. If
either supply or demand is completely price inelastic, the actual use
of the taxed commodity in consumption and production will be un-
affected, so that no efficiency loss arises, despite the tax distortion. A
deviation from an efficient allocation of resources will only arise if
supply and demand are elastic regarding the tax-induced price change.
So the amount of efficiency loss from the tax system depends both
on the degree of price distortion and on the elasticities of demand
and supply. Because these elasticities vary among markets, the overall
efficiency loss from the tax system will depend on its design. To
minimize the overall loss, taxes should mainly be levied at commodi-
ties that are inelastic in supply or demand. An implication of this re-
sult 1s that 1t 15 better to collect a given revenue through a broad-

based tax system—one that has comparatively low tax rates applied

to a broad definition of the tax base—than through a system with a
narrow base, where the marginal tax rates must be high. This insight
lies behind the reforms of the tax system that were carried out in

5> Here, neutrality means that taxes and transfers have pure income effects and no
substitution effects. In that case the redistributive scheme changes the market out-
come from one equilibrium to another with a different distrbution of resources
between individuals, but both equilibria are efficient in the Pareto sense.

¢ But note that there are some important cases where taxes actually serve to in-
crease the efficiency of competitive markets. In particular, this can happen with
the use of environmental or green taxes. See Sandmo (1995) for a further discus-
sion.

7 See Sandmo (1991) for a formal model of the optimal amount of redistribution
under distortionary taxation.
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several countries in recent years; see Agell, Englund, and Sodersten
(1996) for an account of the Swedish experience.

While taxes tend to produce a diminished tax base, subsidies tend
to create a higher subsidy base than would otherwise be the case. The
social-security and social-assistance systems provide income subsidies
for people in particular social states, and if people can, to some ex-
tent, control which state they will be in, we have a distortion of
choices on the transfer side of the welfare state similar to the one
which arises on the tax side. So the efficiency loss from the redistri-
butive activity of the welfare state 1s two-sided:

1. High taxes induce behavior that is motivated by the desire to
avoid taxes

2. High rates of subsidy to compensate for income loss will tend to
increase the number of people who qualify for support

Note that not all changes in behavior induced by the system of
income transfers are necessarily undesirable. Thus, unemployment
compensation may lead to a higher #atural rate of unemployment. But
if part of the intention behind this compensation scheme was to give
workers more time to search for an alternative job, this particular in-
crease in the length of the average unemployment period might be a
welfare gain on the part of the individual. Moreover, to the extent
that it results in better job matching, it might even be considered an
efficiency gain for the economy as a whole.

In this connection, gptimality clearly refers to the maximization of
some social welfare function, in particular to a welfare function
which, in line with the discussion above, reflects inequality aversion.
Although we may find it hard to believe that a social welfare function
exists in any descriptive sense, it may still be a useful approach to the
study of economic policy to imagine oneself in the role of a social
planner who is concerned with the standard of living of all citizens
and who tries to achieve a fair compromise between conflicting in-
terests. But to understand the way that welfare-state policies have
actually emerged, it will be necessary to follow the road pointed out
by modern research on positive political economy; see Dixit (1996).
A positive analysis may sometimes point in rather different directions
from that of normative welfare economics. To take one illustrative
example: the welfare economics approach indicates that distortions
due to taxes and transfers should be minimized, and this means that
the costs of redistribution should be as low as possible, given the
available policy instruments. But political parties that are against sub-
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stantial redistribution may realize that a highly distortionary system
will provide a barrier against it; hence, they may be skeptical toward
reforms that reduce the barrier. This prediction emerges from the
analysis by Brennan and Buchanan (1980), and it would be interesting
to confront it with empirical evidence. But this is no simple task, be-
cause one would have to study not only the outcomes of the political
process but also the arguments used to support different positions.
In addition, the position taken by a political party on a specific tax-
reform issue would presumably reflect not only its view as to the ap-
propriate size of the public sector, but also the interests of its own
electorate regarding the distribution of the tax burden. What the
conclusions of such a study would be seems quite uncertain. It is a
fact that the efficiency oriented tax reforms of the 1980s and 1990s
have been presided over by governments both of the left and the
right, so that a general confirmation or rejection of the Brennan-
Buchanan hypothesis is hardly to be expected.

4. Civil society, markets, and government

Much of economic analysis has been written on the assumption that
the economy can be seen as organized into two sectors: the private
and the public. The private sector 1s then treated as being exclusively
market-based, with transactions being made between consumers and
firms as regulated by formal contracts and with money payments.”
But this dichotomy abstracts from some important arenas for the
allocation of resources. The members of a family make decisions on
within-family use of resources, and other decisions of a similar nature
are taken in voluntary organizations and informal groups of neigh-
bors and friends. This 1s what 1s known as the civil society—the third
sector of society and the economy. It is obviously possible—and for
several purposes indeed fruitfub—to take civil society as being treated
implicitly within our modeling of decisions made by consumers and
firms. But to understand the development and functioning of the
welfare state, it is sometimes very important to bring civil society to
the forefront as the third main sector of the economy.

Many of the services now being produced in the public sector of
the welfare state previously belonged in civil society. This is most

8 Actually, money in the literal sense of the word plays hardly any role in the for-
mal theories of welfare economics. But in a broad interpretation of the theory, this
is 1ts zision of how markets work.
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notable when one considers the care for the very young and the very
old. In traditional society, the care of small children was a family task,
and so was that of looking after the old and infirm members of soci-
ety. This became problematic with the development of an industrial
economy which, among other things, required a higher degree of
geographical mobility than had previously been the case. An indus-
trial worker who became sick or unemployed (possibly as the result
of an industrial accident) would, to a much larger extent than before,
be on his own, so that a real need developed for institutions that
could provide some of the security that had previously come with
family and neighborhood networks.” In more recent times, there can
be little doubt that the sharp growth in institutions of child care and
homes for the elderly are closely related to the increase in labor force
participation rates for women. This observation is important not only
for understanding the history of the welfare state. When considering
reforms of current welfare-state policies, we should be aware that
attempts to dismantle the public-sector part of the welfare state may
lead not only to the emergence of private institutions on a market
basis but also to increased production of welfare services in civil soci-
ety. So privatizing the welfare state can take two forms. One is to
substitute private for public formal institutions, that is, transfer of
parts of the public sector to the private market sector. Another is to
let civil society take over tasks that are presently the responsibility of
the public sector.”

It has frequently been pointed out that recent decades have seen
some significant changes in the composition of the group of weffare
chients in the more narrow sense of those who qualify for social assis-
tance. To an increasing degree, these include, for example, children
from dissolved homes, juvenile delinquents, drug addicts, and other
dropouts from the labor market. Many of these problems stem from
the weakened position of the family in society. The problems open
up difficult ground for economists. We have been used to thinking
about market failures and more recently about policy failures. Should

° The emphasis on the importance of the changing nature of the labor market for
understanding the emergence of the welfare state can be found in many places in
the literature; it has been given particular prominence in Atkinson (1991).

10 In Norway, there is currently a lively political debate about the best way to assist
families with small children, the main alternatives bemng more daycare centers or
larger cash subsidies to families with small children. In the latter case the expecta-
tion 1s that more parents would chose to stay home with the children; this is clearly
a form of privatization, where the private sector, in this case, is the family.
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we also get used to talking about failures of civil society, particularly
about family failures? This is evidently difficult for a profession that
has based welfare economics on the principle of consumer sover-
etgnty with a rather unclear delineation between the individual and
the household. Our standard explanation for changes in consumer
behavior, which cannot be ascribed to changes in prices or incomes,
is that they must be due either to changes in tastes or in the technol-
ogy of household production. This leaves little room for the analysis
of changes in social norms that have been of central concern to psy-
chologists and sociologists and that have recently begun to be ex-
plored by economists; see Lindbeck (1995). Of course it is possible to
argue that these matters had better be left to the other social sciences
and that economists should concentrate on what they know best. But
there is little reason to believe that norms exist and are formed in
isolation from the set of economic incentives in the economy, par-
ticularly those incentives that have been created with the approval of
democratic governments. If policies influence norms, norms will in-
fluence behavior patterns which in turn feed back on policies. A
broad view of welfare state policies must take this interaction seri-
ously.

5. Welfare at home and at work

Traditionally, the welfare state has been much concerned with the
welfare of individuals both as consumers and as workers. In many
instances, welfare at home and at work are so closely related that a
distinction between them seems meaningless. An obvious example is
that the emphasis on good jobs not only aims at providing people with
meaningful work in pleasant working environments but also with a
decent standard of living in terms of consumption through high
earnings. But there are also possible conflicts. The classic example 1s
the case of the minimum wage. The introduction of 2 minimum wage
is intended to improve the standard of living for those with the low-
est incomes and possibly also to improve job satisfaction. But the
textbook treatment of this shows that the result is more ambiguous.
If a minimum wage 1s introduced in a competitive labor market with
full employment, the situation does indeed improve for those work-
ers who are still employed after the introduction of the mintmum
wage. But one result of this market intervention is that some workers
will now lose their jobs because their marginal productivity is less
than the minimum wage. As a result of this measure, some of those
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who were worst off, in terms of earnings, have now become better
off. But others have actually become even worse off than they were
before."

There is a lot that can be said about this example; in particular, it
simplifies the world considerably in assuming a competitive labor
market with no informational problems. Still, it does capture an im-
portant issue and has colored the thinking of economists regarding
many other measures designed to improve the welfare of workers.
For example, job security legislation is a good thing for those workers
who already have a job, but for those who do not, the new rules may
discourage firms from hiring new workers and thus increase unem-
ployment.

The high level of Furopean unemployment has often been as-
cribed to the fact that wages (or, more generally, labor costs) for low-
skilled workers are too high. This 1s in contrast to the U.S. labor mar-
ket that to a larger extent appears to offer jobs to low-skilled workers
at correspondingly low pay. One of the challenges for the welfare
state 1s evidently how to provide jobs for all, without introducing un-
acceptably large wage differentials. One possible line of reform is to
differentiate taxes on labor so as to lower the costs of employing
low-skilled workers; see Phelps (1994) and Serensen (1997). A con-
ceivable objection to this proposal is that it introduces yet another
distortionary tax differential. But this misses the point, which is that
this particular tax reform aims at correcting another distortion in the
form of an inefficiently designed structure of wages.

6. Welfare and happiness

A welfare state should create welfare among its citizens, and if it is
successful, people should feel happier. But do they? This question
was first raised in the economic literature by Easterlin (1974), who
surveyed several investigations in which people were asked to rank
their subjective perception of happiness or satisfaction with life.

11 Many countries do not formally have a minimum wage; this is, for example, the
case in Norway. But it has long been the policy of the dominating trade unions to
give the wage settlements a lon-wage profite, designed with the purpose of raising the
wages of the lowest-paid workers. This is very similar to the system of a minimum
wage.
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The conclusions that he drew from this study can roughly be summa-
rized as follows.

In a cross-section of a population, there is a positive association
between income and happiness; those in the highest income groups
rate their own degree of happiness higher than those at the bottom
of the income scale. But when one looks at time series that cover a
period of increasing incomes, there is no significant relationship be-
tween income and happiness. Similarly, comparisons between coun-
tries with very different income levels reveal little if any positive con-
nection between income and satisfaction with life.

These results appear to be consistent with the hypothesis that
what yields satisfaction is relative income; in other words, satisfaction
is generated not so much by one’s material standard of living as such
as by one’s standard in comparison to that enjoyed by others. In a
cross-section of a population, the happiest people are those who earn
the most, relative to others. But during a period of economic growth
during which all incomes increase, although in roughly the same pro-
portion, percetved happiness remains the same. More recent research
on similar types of data by Oswald (1995) modities Fasterlin’s con-
clusions regarding the non-dependence of happiness on absolute in-
come, but not by very much. On the other hand, Oswald’s research
uncovers that unemployment is a main source of unhappiness in the
sense that it decreases perceived satisfaction with life much below the
level that would otherwise be implied by a low (relative) income.

Why would utility or perceived happiness depend on relative in-
come? The explanation may be sought in the importance of so-called
positional goods. These are goods, where the utility that one derives
from them, depends in an important degree on the consumption of
others. The way that others eat, dress, or furnish their homes may set
standards for one’s own consumption. For any one consumer, who
takes the consumption patterns of others as given, an increase in in-
come offers more satisfaction, among other things, because it allows
that consumer to increase positional goods consumption. But in the
long run, most consumers will find that their incomes will grow at
the same rate as that of others, who will also increase their positional
goods consumption. It follows that the ex post increase in satisfaction
is less than envisaged ex ante."

12 Persson (1995) shows that the relative consumption or income hypothesis may
explain the existence of relatively high marginal tax rates on income, even in so-
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Traditionally, economists have been skeptical to the value of inter-
view data, such as those used by Easterlin and Oswald. But it is diffi-
cult to see that this type of information can really be collected in any
other way. Another line of criticism is to argue that the only way in
which we can observe happiness is through the study of the choices
that people actually make. If people make decisions that increase
their incomes and consumption, it must be that these decisions make
them happier. But the weakness of this argument is that it abstracts
from the social context in which choices are made. if a social context
exists at all, it must somehow be captured in the notion of externali-
ties between people, and once this is acknowledged, it no longer fol-
lows that individual and uncoordinated decisions lead to an outcome
which is collectively rational. One does not have to be a firm believer
in the empirical results of the Fasterlin-Oswald line of research to
concede that it raises some fundamental questions for the meaning
that we attach to notions of the good society.

7. Prospects for the future

In Hedda Gabler, Henrik Tbsen introduces us to two scholars whose
ideas about the way to do academic research are very different. Jor-
gen Tesman asks Ejlert Lovborg about the contents of his new book
and is told that it is a continuation of his previous one. This leads to
this dialogue:

Tesman: But my dear Ejlert, that one comes down to our
own times!

Lovborg: Tt does. And this one deals with the future.

Tesman:  With the future? But, good gracious, we don’t know
anything about that.

Every economist knows that prediction 1s difficult for several rea-
sons, and it is especially difficult when it comes to predict the future
of an entire economic system. The future of the welfare state will
largely depend on structural developments in the economy, such as
the development of productivity and of the demographic composi-

cieties with an egalitarian distribution of pre-tax incomes. The point is that a high
tax rate serves to internalize the externalities created by positional goods.
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tion of the population. But it will also depend on political choices,
and it is here that prediction becomes especially difficult. Rather than
speculate about the most probable development of the welfare state,
I note by way of conclusion a few issues that might be central in fu-
ture policy debates about the organization of the welfare state.

Restoring and maintaining full employment may be the major is-
sue for the welfare state in the years ahead.” 1 have already noted
the challenge in combining flexibility in the structure of labor costs
with incomes that are high enough to secure a decent standard of
living at the bottom end of the income scale. There are many sugges-
tions in the academic literature as to how this could be achieved, for
example, in the form of a negative income tax or via selective em-
ployment subsidies. Perhaps it is time for more courage in trying
them out.

Inefficiencies in public production of welfare services has been
seen as a serious problem in many countries. One solution s to pri-
vatize some of these services, possibly in the form of exposing them
to competition from private firms. But the implementation of such
reforms raises several problems, one of which is the rather neglected
issue of sustitutional stability. In the market sector, the entry and exit of
firms is a positive sign that the market is working. In markets for
health and social setvices, the lack of a stable institutional structure
could well be a major welfare problem for clients who depend on
stable long run relationships.

Sometimes one sees that the welfare state is associated with a sub-
sector of government, that is, the ministries or agencies who are par-
ticulatly concerned with transfer payments, health care, social serv-
ices, and such. This may easily lead one to neglect the fact that indi-
vidual welfare also depends crucially on what the government does
within the traditional areas of public-sector activity, such as crime
prevention, communications, and the environment. The fact that
these tasks are of a public good nature means that it is more difficult
to organize political pressure groups around them. An important task
for future welfare-state governments will therefore be to protect the
classical functions of the state.

The areas in which pressure groups can be expected to be par-
ticularly active are those where public expenditure can be targeted
toward particular subsets of consumers or firms. Such expenditure

3 In Norway, the restoration has for all practical purposes been achieved, but the
maintenance issue will obviously be of relevance there as well.
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will often be in the nature of private, not public goods, and it will
often be imperative to take a critical view of the arguments why pro-
vision of such goods cannot be left to the market. This raises a ques-
tion of the design of political institutions. In a system that encourages
the formation of pressure groups, politicians easily become prisoners
of the system. The design of incentives in the welfare state should
include the design of political institutions.
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