Comment on Esping-Andersen, Putting the horse in front of the cart

WRR, December 9th, 2005

I would like to make a few comments on the paper ‘Putting the Horse in Front of the Cart’ that was presented yesterday by professor Gøsta Esping-Andersen.

The past two decades we have been treated to numerous analyses of the alleged crisis of the welfare state and at least as many proposals for welfare state reform. Although these analyses vary widely with respect to the nature and causes of the welfare state crisis and the suggested solutions, the upshot of most of them is the same: the survival of the welfare state is endangered by its towering costs, so, whatever kind of reform is suggested, the result must be that the welfare state becomes cheaper by curtailing public expenditure on social protection. 

The Netherlands stand out as a country in which the prevailing diagnosis of the welfare state crisis has been taken very seriously and has been advanced as an argument for a considerable retrenchment of public social expenditure. Since 1983 public spending on social security has dwindled from 20 percent to 12 percent of GDP. It is interesting to note that in the same period the share of GDP that we spend on private insurance has doubled from 5 to 10 percent of GDP. Nevertheless, many people still doubt whether the welfare state is sustainable, financially and economically, while no one seems to wonder whether we do not spend too much on private protection against risks. On the contrary, growing private insurance is regarded as a strong engine for economic growth and for a flourishing financial sector.

I was very pleased to note that in his paper professor Esping-Andersen is not joining the chorus of welfare state retrenchers, but is arguing instead for an increase of social spending, which may amount to 10 or 12 percent of GDP. He makes a very convincing plea for a transformation of the welfare state into a social investment state. I think this is in many respects a very attractive perspective. If we would adopt his point of view, the welfare state would no longer be regarded as a burden which impedes labour market performance and economic growth, and, therefore, should be kept as small as possible. Instead the welfare state would be considered to be an investment in the future of our society, greasing the machine of a well-functioning labour market, an engine for economic growth. Hence, spending more on welfare programmes should not be considered a waste of money that would be better spend on other things, but a sensible and sound allocation of scarce resources. Finally, a growing public sector would no longer be the problem that has to be solved by curtailing public spending, but part of the solution to the common challenges of ageing, globalisation and a changing family structure, that all modern welfare states face.

Nevertheless, despite these attractive features of the investment concept of the welfare state, I want to share with you some doubts I have about this idea. 

To start with, if we regard the welfare state as an investment project, then we should treat welfare state spending the same way as other investments. This means that expenditure on social programmes should be judged primarily on the basis of its prospective yield. Consequently, we should only spend money on social programmes if their expected return would be at least as large as that of alternative investment opportunities. Esping-Andersen gives a rough calculation showing that public spending on childcare facilities and parental leave might have a positive return for the government of about 50%. This seems indeed to be a very profitable investment. However, in this calculation it takes about 20 or 25 years to reap this return. Hence the annual real return on investment would only be about 2%. But then alternative investments will probably have much higher returns. For example, estimates of the return on investment in education generally hover between 5 and 10% annually. So, would that mean that we shouldn’t invest in facilities to reconcile parenthood and work after all?

There is second, more fundamental reason to cast doubt on the idea of the welfare state as a social investment project. If we treat social expenditure as an investment we will naturally focus – or perhaps even confine ourselves entirely – to social programmes that have some prospective return. In general, this means that we will invest primarily in (young) people that have the best prospects of becoming productive citizens who will contribute to the economy and, hence, will probably pay back the investment by paying taxes and social contributions. Esping-Andersen suggests that this may be in accordance with equity considerations because it will contribute to more equal life chances. However, I doubt whether he is right in this respect. At least from an economic point of view, investing in the children of well-educated middle class women will probably yield a higher return than investing in the children of poor and low-skilled women. To put it differently, inequality and poverty may not have high economic costs – take, for instance, the USA – and, hence, fostering efficiency and promoting equity might be separate goals that are not strongly related to one another. But then improving people’s life chances should, in my opinion, be an independent goal of the welfare state, regardless of whether this contributes to economic growth.

Putting too much emphasis on the investment aspect of the welfare state might also result in a drastic shift from social spending on the elderly toward spending on children. Although I support Esping-Andersen’s tenet that the welfare state should pay more attention to children and parents, I would rather not conclude from this that we should spend less on older people who are in need. However, if we regard social expenditure as an investment, it would be a waste of money to support people who will never deliver a positive contribution to our economy. Esping-Andersen is aware of this problem, but counters that professional care for the elderly offers women the opportunity to take a fulltime job instead of taking care of their parents. But then, would this mean that we should only spend money on elderly people whose children have a fulltime job? 

So, the upshot of my criticism is that we should not to hastily take leave of the idea of social expenditure as a form of consumption. We mainly spend money on social insurance and social assistance simply because we value that people are secure and shielded against poverty, regardless of whether this will have any positive economic return in the future. We spend a lot of money on social policies simply because we prefer to live in a country in which everyone is entitled to a decent living, irrespective of his or her contribution to society, instead of a country in which people are valued and supported primarily on the basis of there expected contribution to the economy. If we think that a doubling of our consumption on private insurance does not harm our economy, why couldn’t we conclude the same with respect to spending on social protection? 

Putting the horse of economic efficiency before the cart is of course a very sensible strategy. But we should not forget that at the end of the day there is only sense in doing this is if it helps us in getting the cart of equity and social security ahead.
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