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In 1975 a series of lectures given by economist Arthur Okun at Harvard University were published in a small book, titled Equality and Efficiency: The Big Tradeoff. Although the larger part of the booklet was intended to downplay the importance of a trade-off between equality and efficiency, Okun’s book, perhaps because of its appealing title, became the intellectual basis for much of the socio-economic policy reforms in the western welfare states since then. The importance of Okun’s book lies not so much in the originality of its argument as in the fact that it was written in the heyday of Keynesian demand policy by a moderately liberal economist. 

Since the mid-1970s the idea of a trade-off between equality and efficiency has become the central focus of the mainstream economic analysis of social policy and its failures. The combination of economic stagnation and high inflation (stagflation) in the 1970s, the exploding public expenditure and budget deficits in the 1980s and the persistent high unemployment level and sluggish economic recovery in Europe and the economic success accompanied by rising income disparities in the US in the 1990s can all be interpreted as manifestations of the trade-off between equality and efficiency. While at first the emphasis lay predominantly on the negative impact of taxes and public spending on savings, investment and economic growth, during the 1990s the emphasis shifted to the disincentives exerted by a generous and lax welfare state, and the social security system in particular, on the level of labour participation. 

The problem with the trade-off between equality and efficiency is that it is essentially a long-term phenomenon. Hardly anyone – not even most economists – would deny that it is possible to reduce income disparities and rise the income of the poor in the short run by increasing income transfers through higher taxes and social benefits. However, as almost any economist can tell you, this will reduce incentives for both the poor to find a (better) job and for the better-off to exert sufficient work effort. Hence, in the long run this will hamper economic activity and in the end everyone might very well be worse-off. But this negative effect may take quite some time to materialize, so it is not so easy to prove that this economic analysis is correct. Nevertheless, for most economists the fact that the positive impact of increasing income inequalities in the 1980s was not immediately apparent, was no reason to waive the trade-off thesis. On the contrary, the fact that economic growth in the 1980s remained rather sluggish, was enough reason to continue emphasizing the importance of welfare retrenchment. 

But now, after about 20 years of welfare state reform and retrenching public sector spending, one can hardly maintain that we have not arrived in the long run yet and hence are still not able to assess the impact of an increase in inequality empirically. 
Hence, I want to give a quick overview of the results of empirical research on the big trade-off in the last 25 years.

Microeconometric studies of the 1970s and 1980s

During the 1970s and 1980s most of the research on the economic impact of the welfare state were microeconometric analyses of the disincentives of higher taxes, higher benefit levels or longer benefit duration on savings, investment or the search intensity of the unemployed.

An oft cited paper by Danziger, Haveman and Plotnick from 1981 gave the first comprehensive survey of the literature on the economic impact of the welfare state, albeit restricted to income transfers in the United States. Although their paper has often been referred to as evidence of the disincentives of income transfers, in fact the studies they surveyed were in general not very convincing. The estimated elasticities of benefit levels with respect to working hours and savings varied enormously and were often quite small. The authors concluded that if all income transfer programmes in the US would be abolished, total labour supply would probably increase by less than 5% and private savings would rise by 0–20%, “with the most likely estimate lying near the lower end of this range”, as they shrewdly added! Nevertheless, almost all studies pointed in the same direction, namely that social benefits do indeed hamper work effort and savings. 

A survey of the more recent literature by Nicholas Barr in 1992 roughly confirmed the findings of Danziger et al. (1981). He too concluded that the welfare state has, generally speaking/overall, a detrimental effect on economic performance. [P.M.]

This kind of microeconometric studies of the disincentives of the welfare system faces however some important limitations.

The first limitation refers to the confounding of statistically significance and economic significance (cf. McCloskey 1997). As I mentioned most studies only found small and marginally significant effects of benefit levels. As Card and Krueger (in Myth and measurement, 1995: 186-194) acutely analysed with respect to the impact of minimum wages, it is likely that the studies of the impact of social benefits too are susceptible to publication bias, i.e. that only those studies that find a statistically significant effect of benefit levels have been accepted for publication in journals, so that the possibly numerous other studies that did not find any significant effect have not become widely accessible. Besides, even if the benefit level does exert a statistically significant impact on job search or re-employment chances, this does not mean that it is also an economically and socially relevant effect. The effect may be that small that it can explain only a tiny portion of the behaviour of the unemployed and it is completely irrelevant for any serious policy measure.

This point is related to the second limitation, i.e. that most microeconometric studies only focus on financial and other quantifiable variables. Other kinds of studies, mostly of a sociological or socio-psychological kind have, however, given strong indications that other factors are far more important than the financial (dis)incentives faced by the unemployed. For example, the intrinsic motivation of the unemployed seems in general to exert a much stronger influence on their chances of getting a job than the financial incentives they face. It is however unlikely that this motivational factor is directly related to the benefit level.

The third limitation of the microeconometric studies is that they focus almost exclusively on the chances of an unemployed person to re-enter employment. Only a few studies have examined the impact of the welfare state on the odds of losing one’s job. Nevertheless, the inflow into social security seems to be at least as important in explaining the efficiency of the welfare state as the outflow into employment. Since the larger part of the outflow is not into unemployment but out off the labour market (e.g. disability or retirement), by merely focussing on the re-employment chances of the unemployed one neglects a large part of the potential impact of the welfare state.

Macroeconometric evidence from the 1990s

The most important limitation of these microeconometric studies is, however, that they focus on micro-effects, while the trade-off between equality and efficiency is essentially a macro phenomenon. Hence, these microeconometric studies can never be conclusive in deciding whether there really is such a trade-off. 

At face value the experience of the preceding decades does not give much support to the trade-off thesis. During the 1970s or 1980s many countries experienced a reversal of a long-term secular trend towards more income inequality. Beginning in the United States and the United Kingdom in the 1970s, later followed by many other western countries income disparities started to rise again. Hence, a number of countries have witnessed by now a 15 or 20 years period of increasing income inequality. If there really is a trade-off between equality and efficiency, this rise in inequality should have resulted in higher economic growth than in the preceding period of decreasing income disparities. The evidence, however, points in the opposite direction. Economic growth rates in most western countries were considerably lower in the 1980s and 1990s than in the 1960s and 1970s, when income disparities fell. Moreover, if one compares the economic growth rates of OECD-countries in which income disparities grew between the mid-1980s and mid-1990s and countries in which income disparities fell (Graph 1) [FISS.xls, grafiek1&2], there appears to be no significant difference between the two groups. Indeed, the two OECD-countries with by far the largest growth rate – about 5% a year –, viz. Luxembourg and Ireland, witnessed a slight decrease in income inequality, while in the country with the lowest growth rate – less than 1% a year –, viz. Finland, income disparities grew considerably.

Hence, if there is a trade-off between equality and efficiency at all, other factors must have been more important in explaining economic growth rates in the last two decades than rising income inequality.

From passive to active welfare states

Since the mid 1990s a number of more sophisticated studies of the macro-economic impact of the welfare state have been published. In an influential paper Persson and Tabellini concluded in 1994 that “inequality is harmful for growth”, hence putting Okun’s big trade-off on its head. Based on the historical development of nine welfare states since 1830 they found that an increase of the income share of the top 20 percent lowers annual economic growth rate by half a percentage point (p. 607). Persson’s and Tabellini’s paper did however not refute the accepted criticism of the welfare state. On the contrary, they explained their finding by pointing out that the more equal pre-tax market incomes are, the less inclined government are to redistribute incomes by means of distorting taxes, subsidies and social benefits. Hence, only smaller disparities in market incomes are favourable to economic growth, but not a reduction of income inequality by means of income transfers. So there paper was primarily an argument for policies aimed at reducing disparities in market income. 

Another influential paper by Aghion, Caroli and García-Peñalosa, published in 1999, pointed to another important link between inequality and economic growth. Elaborating on the endogenous growth theory they pointed at capital market imperfections as a hindrance to low income groups in acquiring credit to invest in physical or human capital formation (e.g. education). Hence, a potential productive factor is underutilized, which hampers economic growth. Although in their analysis Aghion et al. disregard the direct effect of the welfare state on incentives, like Persson and Tabellini they emphasize the productive impact of reducing income disparities.

The most effective way to realise this positive impact of reducing inequalities seems to be to foster education for the low-skilled and re-employment policies for the non-working population. Indeed, this has become the accepted wisdom of the 1990s. It is concisely expressed in the idea of the active welfare state, as promoted by the Belgian minister and social scientist Frank Vandenbroucke, or the social investment state, which is one of the key tenets of the Third Way, promoted by Anthony Giddens, Tony Blair and others. Hence, increasing labour participation has become the central focus of socio-economic policy in Europe since the mid-1990s, both in order to maintain the European welfare state model and to promote economic growth. 

In short, the emphasis of the economic criticism of the welfare state has shifted from the trade-off between inequality reduction and efficiency to the trade-off between a generous and lax welfare state and the level of labour participation. Hence, increasing labour participation has become the central focus of socio-economic policies in Europe in the 1990s. This is expressed, e.g., by the European Employment Strategy (EES), initiated at the European Summit of Luxembourg in 1997 (and hence called the Luxembourg Process). 

The attractions of an active welfare state

A key element of European socio-economic policy is the proposition that the welfare state can also be a productive factor. In comparing the USA with the European Union, it might seem at first sight that there is a trade-off between welfare state generosity and labour participation. The employment rate in the harsh liberal welfare state of the US is much higher than the participation rate in the more generous continental European welfare states. However, this simple relation applies only to the European average. As is well-known the Scandinavian countries, especially Sweden and Denmark, have succeeded in combining a generous social security system with very high labour participation rates for a long time. Hence, it does not seem to be the generosity of the welfare state per se that hinders labour participation, but rather the lax provision of benefits in many continental welfare states. This led both the OECD and the EU to advise a shift in welfare systems from passive measures – say, benefit provisions – to active measures – say, counselling, training, etc.

This policy change has some attractive features, which explain its popularity in recent years. First, increasing labour participation will, in general, foster economic growth, because the extra workers add to production (at least, as long as they have a positive productivity). 

Secondly, by increasing labour participation one simultaneously reduces the inequality of market incomes, since the zero market incomes of the non-employed are replaced by a positive labour income. So, even if the wages of the persons who are re-employed are quite low on average, total inequality of market incomes will nevertheless decrease, because of the fall of the number of zero incomes. Increasing labour participation seems therefore to be a way to circumvent the trade-off between equality and efficiency.

Thirdly, by getting social benefit recipients back to work, the number of beneficiaries is reduced and social expenditure falls. This creates room for lowering taxes or social security contributions, which may subsequently stimulate investments and economic growth.

Fourthly, participating in the labour market is increasingly regarded as contributing directly to personal well-being. It has been established time and again that the unemployed are less happy, more dissatisfied, less healthy and more often socially isolated than employed people. So increasing labour participation will also raise social well-being, irrespective of its impact on economic growth.

Assessing the impact of the active welfare state

Although the change in policy with respect to the welfare state, from passive to active measures, is still of quite recent origin, it is nevertheless interesting to try to find out whether the assumptions underlying this policy change are correct in practice. The change in policy is most readily illustrated by the budget spent on active labour market programmes as compared to passive social security benefits. The annual tables published by the OECD show this policy change clearly. Graph 2 [FISS.xls Grafiek5a] shows the change in both active and passive spending between 1990 and 1998. The rise in active spending is evident from the fact that most arrows point to the right, while there is no clear tendency in the change of passive spending (represented by the vertical direction of the arrows). 

Has this policy change been successful? The obvious indicator to judge the impact of active labour market programmes is the change of the employment rate. Graph 3 [FISS.xls, Grafiek9a] shows that only half of the rich OECD-countries labour have witnessed a rising employment rate during the 1990s, so one can hardly say that the employment policy has been a success up till now. But perhaps this is due to the fact that not all countries have really increased their efforts with respect to active labour market policies? Graph 4 [FISS.xls, Grafiek8] shows the relationship between the change in the amount spent on active labour market programmes and the change of the employment rate. There is indeed a small positive correlation between the two variables, but it does not differ significantly from zero [??]. Morevoer, of the nine countries that increased there spending on active labour market programmes, only four witnessed a rise of there employment rate, while of the seven countries that reduces active labour market spending five saw there employment rate rise.

Nevertheless, one might counter that it is still too early to tell whether active labour market programmes are effective. Perhaps the impact will turn out to be larger in the years to come. A more sophisticated analysis by the OECD (Arjona et al. 2001) indeed found a small but significant positive effect of active labour market spending on economic growth (but they did not examine the effect on employment growth). An increase of active social spending by one percentage point of GDP might increase economic growth (growth of real GDP per head of the working age population) with about .07 percent. 

Now, what about the four putative/supposed positive effects of increasing labour participation?

First, does a rise of the employment rate contribute to higher economic growth? Graph 5 [FISS, Grafiek3] shows that there is indeed a (significant) positive relationship between the change of the employment rate and the rate of real economic growth per capita in the 1990s, although the correlation is not particularly strong. In fact, it is only because of the tremendous economic growth in Ireland and Luxembourg that there is positive correlation between employment growth and economic growth at all. Disregarding these two rather eccentric countries the correlation is not significant anymore. This is explained by the fact that economic growth depends much more on productivity growth than on employment growth. During the 1990s differences in productivity growth between the OECD countries were much larger than differences in employment growth. Besides, if one excludes Ireland and Luxembourg, there is a negative correlation between employment growth and productivity growth. This is not surprising, since policies that are designed to increase labour participation will often hamper productivity growth, e.g. because low skilled workers with below average productivity are (re-)employed or because the capital/labour ratio falls (e.g. caused by a tax shift from labour income to capital income). Hence, differences in economic growth are explained mainly by differences in productivity growth and only partially by differences in employment growth. 

Secondly, does employment growth reduce inequality through a reduction of the number of zero incomes? This second putative impact of increasing labour participation is not confirmed for the period from the beginning of the 1980s until the mid-1990s, as graph 6 [FISS.xls, Grafiek6&7] shows. The very small negative correlation between employment growth and the change of the Gini index does not differ significantly from zero. To understand why a rising employment rate does not result in a fall in income inequality, one should realize that income inequality is calculated here using household incomes, while labour participation is an individual characteristic. Now, if a non-working person gets a job, the change of the household income distribution depends on the initial income of this person’s household. If she – indeed we often talk of women in this case – is the spouse of a man who already has a decently paid job, then it is not unlikely that her household will climb from a position in the middle of the income distribution to a higher position. In general this will result in an increase rather than a decrease of income inequality. Hence, if a rising employment rate mainly comes about through a transition of single earner families to double earner families, then rising employment may very result in rising household income inequality. Indeed, this has been the case in a number of OECD countries in the 1980s and 1990s, especially in the US, the UK, Belgium and the Netherlands.

Thirdly, does employment growth reduce social spending? There is indeed a significant negative impact of employment growth on social security spending, as graph 7 [FISS.xls, Grafiek4] shows. The correlation between the two variables is, however, quite small. So even a huge rise of the employment rate by ten percentage points would reduce the social expenditure ratio by only one percentage point on average. Increasing the employment rate is therefore not a particularly efficient way to reduce social spending. This too can be explained by the fact that most people that benefit from employment growth are not those receiving a social benefit (e.g. most unemployed) but are new entrants to the labour market, like housewives and school leavers, who were not entitled to a social benefit before. 

Finally, does increasing labour participation foster happiness? Graph 8 [FISS.xls, Grafiek10], which uses figures from the World Database of Happiness (Veenhoven [P.M.]), does not show any clear relationship. In about half of the countries for which data are available life satisfaction increased during the 1990s and in the other half life satisfaction decreased, but these two groups are equally divided between countries with a rising and countries with a declining employment rate. Therefore, the correlation between employment growth and the change of average life satisfaction is practically nil. Hence, changes in overall life satisfaction seem to be determined mainly by factors that lie outside the labour market.

Conclusion

It is a good thing that the simple ideas about a trade-off between equality and efficiency, that dominated the socio-economic debate of the 1980s and much of the 1990s, are on the retreat. Although one should not underestimate the influence these ideas still exercise on many policy proposals these days, nevertheless it is now generally acknowledged that the relationship between welfare arrangements and economic performance is far more complex. Lately, the idea has become quite popular that the welfare state may in fact be a productive factor, provided it is transformed into an active welfare state that promotes labour participation and confines social inequalities at the same time. This change of philosophy has many attractions, not the least of which is that it offers the prospect of a positive-sum-game, or even a win-win-situation.

I have tried to show that this policy change, despite its apparent attractions, cannot be judged unambiguously favourably up till now, however. 

This is, firstly, so because the shift from passive to active labour market policies in the 1990s has not had much impact on labour participation yet. In half of the OECD countries that increased spending on active labour market programmes in the 1990s the employment rate actually fell.

Secondly, as far as the countries that succeeded in increasing labour participation are concerned, the impact of rising employment on other socio-economic variables is much smaller than is generally assumed. Social spending is the only variable I considered in this paper that is substantially influenced by a rising employment rate, although a huge rise of the employment rate is needed to accomplish only a small fall of the social expenditure rate. The impact of a rising employment rate on economic growth, income inequality and, last but not least, happiness is, however, negligible. 

So, the positive conclusion one can draw from this paper is that increasing labour participation supports the sustainability of the welfare state by reducing the number of people who depend on it. However, one will have to resort to other policies to increase overall welfare and happiness and reduce social inequality. But perhaps this conclusion can also be given a positive twist. In fact, the figures I have shown in this paper almost all point to the same conclusion, viz. that the correlation between different socio-economic variables is much weaker than is generally thought. Hence, one can also conclude form this that, contrary to conventional wisdom, there is much more room for following different policies independent from each other, each aimed at a different objective. To put it otherwise, there might not been much harm done if one disregards the possible side effects of one policy with respect to other objectives. I.e., one could simply treat social security again as an instrument for transferring income from rich to poor and from working to non-working people, use active labour market programmes for increasing labour participation, and use general fiscal and technological policies for fostering economic growth. Only the suitable instrument to foster happiness, seems much harder to find. 

The Dutch sociologist Abram de Swaan (1988) once remarked that the welfare state is in fact a wonder of efficiency. Whereas a light bulb only converts between 5 and 8 percent of the energy that passes through it into light, the efficiency of the welfare state is, even according to most of its critics, much higher. If one takes, for example, the Dutch social security system, than the administration costs amount to just 4.5% of total outlays. Despite huge disparities, the estimates of the magnitude of fraud and abuse of social benefits, rarely amount to more than 10 or 15 percent of total spending. And if the welfare state has a negative impact on economic growth at all – which, as I have tried to show, is far from evident – then it will probably not have reduced the absolute level of benefits by more than about 10 percent. Adding up, the upper bound of the efficiency loss of the Dutch welfare state seems to be something like 25 or 30 percent, i.e. the efficiency is at least 70 or 75 percent. In other words, the welfare state is probably ten to fifteen times more efficient than the light bulb!

On the other hand, almost all studies show that the impact of the welfare state on income distribution and poverty is quite large. The poverty rate is probably at least halved by income transfers, while inequality may be reduced by a fifth or a quarter. Hence, one can only conclude that the welfare state is in fact a big success. Indeed, I would even venture to say that the welfare state is the biggest invention of the 20th century, bigger not only than the light bulb, but also than the automobile, the telephone, the television and even the computer. Of course this does not mean that we should be satisfied with the welfare state as it is. The automobile, the telephone, the tv and the computer are being improved all the time, aren’t they? So why not the welfare state? But perhaps we should talk about welfare state reform and improvement less anxiously. I would suggest that we stop discussing the sustainability and viability of the welfare state and from now on talk only about how we can further improve it and adapt it to our ever changing needs and preferences. 
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